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CHAPTER I 

BOOK-KEEPING TO THE TRIAL BALANCE 

- a£ system of book-keeping which is almost universally employed 
that whereby "every debit has a credit." This is known as the 
^uble Entry System, to distinguish it from the Single Entry 
ystem, a much less detailed and less accurate method now very 
ittle used. The principles of Single Entry and its disadvantages, 
knowledge of which is essential for examination purposes, are 
iealt with in Chapter XI. 

The Double Entry System seeks to record every transaction in 
idoney or money's worth in its double aspect — the receipt of a 
benefit by one account and the surrender of a like benefit by another 
•‘^count, the former entry being to the Debit of the account receiving, 
le latter to the Credit of the account surrendering. The fact that 
fery debit has a credit does not necessarily entail the task of 
. erally entering a separate credit for each debit, as, by the employ- 
ent of special books, and the utilization of the totals of aU entries 
jntained therein, certain debits will be reflected, not in a series of 
‘parate credits but in a composite or collective item. Following the 
4me principle, certain credits will be reflected in a composite or 
collective debit entry. 

The student should find no difficulty in the entries in the Ledger 
ccounts if he remembers the "three cardinal rules" of double-entry 
ook-keeping, viz. — 

1. Real Accounts, i.e. accounts relating to tangible things, 
such as Cash, Fixtures, and Goods. " Debit what comes in : Credit 
what goes out.” 

2. Personal Accounts, i.e. accounts relating to transactions 
with persons necessitated by "Credit" transactions, i.e. where 
goods are sold and services rendered, payment being made at 
a subsequent date, or in the case of "Debit" transactions where 
the converse position arises, i.e. payment is made at once for the 
future delivery of goods or rendering of services. "Debit receiver : 
Credit supplier.” 

3. Nominal Accounts, i.e. accounts relating to gains or losses, 
e.g. Rents, Discounts. "Debit losses (or expenses): Credit 
gains." 

As the first principle of double entry is that every entry in the 
Ledger shall be the subject of an originating entry in a book of prime 
or original entry, it is necessary as a preliminary to outline briefly 
the books of prime entry usually met with. These are as follows — 

1. Journal. 

2. Purchases and Sales Day Books. 

3. Purchases and Sales Returns Books. 
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In addition may be included the Cash Book, which though strictly 
part of the Ledger, is, in practice, employed as a book of prime 
entry. 

The books will be considered separately. 

1. The Journal. This book is employed for [a) opening entries, 
(b) closing entries and (c) transactions of a special nature. It should 
be borne in mind that every transaction is capable of entry in the 
Journal, but in order to economize labour, other books are almost 
invariably employed in place of the Journal. 

The rule to be employed in writing up the Journal is to enter in 
the debit column thereof the amount which is to be entered on the 
debit side of the Ledger, and in the credit column the amount 
which is to be entered on the credit side of the Ledger. The title 
of the appropriate account will be entered against each item. It is 
thus necessary to visualize the entry as it will appear in the Ledger, 
and to enter the items accordingly in the Journal. The amount 
in the debit column must equal that in the credit column either in 
separate items or in a composite item. 

At the foot of each entry a note, called the narration (or narrative), 
must be appended, showing the nature of and, where necessary, the 
authority for, the entry. 

The entries made upon the inauguration of a business are — Debit 
assets: Credit liabilities and Capital. These initial entries must 
balance simply because Capital is the excess of Assets over Liabilities. 
This rule is only a modified expression of the rules outlined on page i, 
as Assets are usually Real Accounts, and as they come into the 
business are therefore debited. If some of those Assets consist of 
Debtors, they are personal accounts and are consequently debited as 
the persons in question have received goods and/or services from the 
proprietor at some time; as regards the credit entries, liabilities 
and capital are Personal Accounts and are credited in accordance 
with the rule appropriate thereto, i.e. credit supplier. 

2. Sales and Purchases Day Books. Each sale (ignoring Cash 
Sales) will be entered in the Sales Day Book with such details as are 
required, e.g. date, name, reference to duplicate invoice, and posted 
to the debit of the buyer’s account in the Ledger (Personal Accounts : 
debit receiver). At the end of a suitable period, weekly, monthly, or 
in fact at any interval, provided that it does not overlap the period 
for which the final accounts are to be prepared, additions of all 
the entries in the Sales Day Book will be made, and the total 
posted to the credit of Sales Account. (Real Accounts : credit what 
goes out.) 

When this has been done the double entry in the Ledger has been 
effected in that the individual debits to the Personal Accounts are 
balanced by the total credit to the Sales Account. 

Purchases will be similarly recorded but posted to the credit of 
the supplier's account in the Ledger (Personal Accounts: credit 
supplier). The total of the Purchases Day Book will be posted 
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periodically to the debit of Purchases Account (Real Accounts: 
debit what comes in). 

Particular attention must be paid to the method of dealing with 
trade discounts. These are adjustments of the listed price of 
goods, and should be deducted before the sale or purchase is entered 
in the Day Book in order that this entry may represent the true 
sale or purchase price. Any cash discount allowed will be based 
upon the true figure, i.e. after deducting trade discount. 

With regard to Cash Sales and Purchases, three alternative 
methods are usually met with, viz. — 

(1) To enter them in the Cash Book, debiting Cash and crediting 
Cash Sales Account, or crediting Cash and debiting Cash Purchases 
Account. By using a separate column in the Cash Book, posting to 
Cash Sales (or Purchases) Account can be made in total. 

(2) To enter the transaction in the appropriate Day Book in 
the same way as a credit sale or purchase, and to post the amount 
to the debit or credit respectively of Cash. 

(3) To enter the transaction in the appropriate Day Book and 
post to the debit (sales) or credit (purchases) of a ledger account 
called Cash Sales (or Purchases) (Personal) Account, exactly as if 
it were a credit transaction. 

3. Sales and Purchases Returns Books. These books occupy the 
converse position to the Day Books, all postings being made, in 
respect of Sales Returns, to the credit of the account of the customer 
who returns goods (Personal Accounts: credit supplier), and in 
respect of Purchases Returns, to the debit of the account of the 
supplier to whom the goods are returned. The respective totals are 
posted periodically to the debit of Sales or Sales Returns Account, 
and to the credit of Purchases or Purchases Returns Account. 

In these books the treatment of trade discounts will be similar to 
that in the case of Sales and Purchases ; that is, the amount to be 
entered will be the net figure after deduction of trade discount. 

Cash Book. It will be recollected that one of the fundamental 
rules of double-entry book-keeping is that all entries must originate 
in a subsidiary book — a book of prime or original entry — and be 
posted therefrom to the Ledger. In practice, however, expedience 
and convenience dictate a departure from this rule in the case of 
cash and bank entries. 

The Cash Book is a Ledger, but the use of a subsidiary book in 
this connection is often dispensed with, and the double entry is com- 
pleted by direct transfer from the Cash Book to the other ledgers. 

The type of Cash Book employed depends largely on the cir- 
cumstances, but for the purpose of exposition of principles the usual 
"three-column" type will be taken. It should be noted that the 
three columns which appear on each side of the Cash Book represent 
the three t3rpes into which accounts are classified — 

(i) Discount, which is a Nominal Account. 



4 


ACCOUNTANCY 


(2) Cash, which is a Real Account. 

(3) Bank, which is a Personal Account. 

The principal rules are as follows — 

Receipts. 

(а) On receipt of cash from debtors, the amount actually 
received is entered in the Cash column debit (Real Accounts ; debit 
what comes in) or if the money is paid direct into the Bank, into 
the Bank column debit (Personal Accounts: debit receiver). The 
credit in each case is to the debtor's Personal Account (Personal 
Accounts : credit supplier) . 

(б) On receipt of an amount in respect of Cash Sales, the entry 
is made in the Cash or Bank column debit, the credit in this case 
being either to the Cash Sales Account, or as a posting to the 
Sales Day Book, or to the credit of Cash Sales (Personal) Account. 
(See page 3.) 

(c) On receipt of an amount from the sale of an Asset, the 
entry will be to the debit of Cash or Bank as outlined above, 
whilst the credit will be to the Asset Account (Real Accounts: 
credit what goes out). 

In all the above cases, if a Cash Discount is allowed, such 
amount is entered in the Discoxmt Allowed column debit, this 
column being totalled periodically, and the total transferred to the 
debit of Discounts Allowed Account (Nominal Accounts: debit loss 
or expense). 

Payments, 

(а) On payment of an amoimt by cash to a creditor, the amount 
is entered in the Cash column credit (Real Accounts : credit what 
goes out) ; if the payment should be made by cheque, the amount 
is entered in the Bank column (instead of Cash) credit (Personal 
Accounts: credit supplier), the debit in each case being to the 
creditor's Personal Account (Personal Accounts: debit receiver). 

(б) On payment of an amount in respect of Cash Purchases, the 
entry is made in the Cash or Bank column credit (rule as above), 
the debit in this case being either to Cash Purchases Account, or 
as a posting to the Purchases Day Book, or to the debit of Cash 
Purchases (Personal) Account. (See page 3.) 

(c) On payment of an amount for the purchase of an Asset, the 
credit will be to Cash or Bank, whilst the debit will be to the Asset 
Account (Real Accounts: debit what comes in). 

In all the above cases, if a Cash Discount is received, such 
amount is entered in the Discount Received column credit, this 
column being totalled periodically, and the total transferred to the 
credit of Discounts Received Account (Nominal Accounts: credit 
gains). 

Bank, Where Cash is paid into the Bank, the entries will be: 
Credit Cash column (Re^ Accounts: credit what goes out) and 
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debit Bank column (Personal Accounts : debit receiver) unless on 
receipt it was paid into Bank and entered direct into the Bank 
column debit. If Cash is drawn out of the Bank for use in the 
business the entries will be exactly opposite, viz. debit Cash column 
(Real Accounts; debit what comes in), and credit Bank column 
(Personal Accounts; credit supplier). 

The Ledger. The Ledger is the most important book of account 
and is the destination of the entries made in the subsidiary books. 
It is essentially a collection of the three types of accounts already 
enumerated — Real, Personal and Nominal. Real Accounts record 
transactions which deal with material things. Assets such as Cash 
and Stock are typical examples. 

Personal Accounts record transactions of a personal nature. It 
should be noted that while Cash is a real account, Bank is a personal 
account. 

Nominal accounts relate, on the one hand, to all gains, and on 
the other hand, to all losses, costs, and expenses connected with the 
particular business. Examples of nominal accounts are: Wages, 
Rent, Rates, Taxes, Insurance, Carriage, Discount, Telephone, 
Depreciation and Interest. The debits (i.e. losses, etc.) will usually 
have their original entry in the Cash or Bank column of the Cash 
Book, Purchases Day Book or the Expenses Day Book, the latter 
book being used to record expenses on similar lines to the Purchases 
Day Book. 

In concerns of any magnitude, the Ledger is divided up into many 
separate books. There will be Sales Ledgers and Purchases Ledgers 
containing the accounts of Debtors and Creditors respectively, 
which in turn may be subdivided alphabetically, geographically or 
otherwise, in accordance with the requirements of the particular 
business. 

In addition, a separate Ledger, known as the Nominal (or General) 
Ledger, will be utilized, containing the accounts relating to Sales, 
Purchases, and Expenses. In practice a Private Ledger is employed 
in order to ensure privacy in regard to such accounts as Capital, 
Drawings, Deposit Accounts at the Bank, and the like. 

Drawings. Where, as is usual, the proprietor withdraws cash or 
goods from the business for his personal use, such amounts are in 
effect withdrawals of Capital. In order to free the Capital Account 
from a large number of small entries a Drawings Account is generally 
opened. 

(а) Cash Withdrawals. The entries will be: debit Drawings 
Account (Personal Accounts : debit receiver) ; credit Cash (Real 
Accounts : credit what goes out), or Bank (Personal Accounts : credit 
supplier). 

(б) Goods Withdrawals. The entries will be: debit Drawings 
Account ; credit Purchases Account (Real Accounts : credit what 
goes out). 
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The balance of Drawings Account will be transferred jjeriodically 
by means of a Journal entry, thus: debit Capital Account; credit 
Drawings Account. 

Not infrequently does a payment out partake of both a nominal 
and a private character, e.g. entertainment expenses, and, con- 
sequently, the correct proportions (often necessarily approximated) 
should be charged to their appropriate accounts. It is immaterial 
whether the whole composite item is first debited to the Nominal or 
to the Drawings Account, so long as the correct adjusting transfer is 
made. Suppose £io is paid out representing £6 entertainment 
expenses and £4 drawings, it may be treated in two ways, viz. — 


J OURNAL 


(I) 

Date 

Drawings .... Dr. 

Entertainment Expenses . Dr. 

To Cash*- .... 

Being Drawings and Entertainment 
Expenses. 


£ 

4 

6 

£ 

10 



Drawings .... Dr. 

To Cash^ . . . . 

Being Drawings. 


10 

10 

(2) 

4 

Entertainment Expenses Dr. 

To Drawings .... 
Being transfer of the amount of 
Entertainment Expenses included 
in Drawings. 


6 

6 


Dishonoured Cheques. It frequently occurs that a cheque received 
in respect of a debt on which cash discount has been allowed is 
dishonoured (i.e. not paid), thus necessitating an adjusting Journal 
entry in order to restore the original position. On receipt of the 
cheque the following entries will have been made — 


Journal 




£ 

Bank* ...... Dr. 

(say) 

9 

Discounts Allowed Dr. 

(say) 

I 

To Debtor ..... 


Being receipt of cheque and discount al- 



lowed in settlement of debt due. 




When the cheque is dishonoured these entries must be written 
back, care being taken that the discount is written back to the 
credit of Discounts Allowed Account and not to the credit of Dis- 
counts Received Account through the discount column credit in 
^ In practice rash transactions are not usually journalized. 
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the Cash Book, as it is not a discount received but the cancellation 
of a discount allowed. The entries will therefore be — 


Journal 




£ 

Debtor ...... Dr. 

To Bank ...... 

,, Discounts Allowed 

Being the writing back to Debtor in respect 
of cheque dishonoured and discount 
allowed. 
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Bad Debts. If it becomes necessary to consider a debt as bad 
(whether a cheque has been dishonoured or not) a transfer must be 
made through the Journal, as follows — 


J OURNAL 


£ 


£ 


Bad Debts ..... Dr. !□ 

To Debtor ..... id 

Being debt due by debtor written off as bad. 


Amounts Received from Debts Written Off. Where debts have 
been written off, and amounts are received subsequently in respect 
thereof, the entries are: (i) Debit customer, credit Bad Debts 
Account, (2) debit Cash, credit customer. 

Illustration. A debt for £100 owing by J. Jones is written off. 
£50 is subsequently received. 


Dr. J- Jones Cr. 



To BolaDce 

„ Dad Debts 

b/d 

L 

100 


By Bad Debts . 

„ Cash .... 


£ 

IDO 

3D 

30 



Dr. 



Bad Debts 


Cr. 




£ 




£ 


To J. Jones 


loo 


By J. Jones 


30 


Alternatively, cash may be debited and Bad Debts Account 
credited without the record in the personal account. In the fore- 
going illustration the posting from the Cash Account would be direct 
to the credit of Bad Debts Account. 

The Trial Balance. It has already been seen that in the double- 
entry system, every debit has its corresponding credit and vict versa. 
It follows, therefore, that at any given time, the postings from the 
Journal, Day Books and Cash Book being completed, the debit 
balances standing in all the Ledgers (including the Cash Book) will 
equal the credit balances. 
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At the end of the financial period (or at some other date) these 
balances are extracted, and a schedule prepared in Journal form to 
test whether, in fact, the total debits equal the total credits. Such 
a schedule of balances is called a Trial Balance. 

With the totals duly agreeing a reasonably reliable check on the 
total ARITHMETICAL accuracy of the book-keeping entries is afforded ; 
otherwise it is obvious that some error exists either in the actual 
execution of the double entry or in the extraction of the balances. 

Illustration. On 1st January, 19. ., A commenced business with— 


Cash at Bank .... 

200 

Stock ..... 

■ 300 

Furniture and Fittings 

100 

He owed B . . . . 

. 150 


The following were his transactions for January — 

19. . 

Jan. I. Withdrew /15 from bank for petty cash purposes. 

Sold Y goods on credit ;f5o. 

Paid electricity deposit by cheque £i. 

3. Sold L goods on credit /30. 

5. Sold Q goods for cash /17. paid direct into bank. 

6. Sold Y goods on credit £40. 

8. Y returned goods to value of £$. 

12. Bought typewriter by cheque £12. 

13. Received cheque from Y in payment fur goods purchased on ist Jan., 

less 10% cash discount, paid direct into bank. 

14. Bought goods on credit from D ^120. 

Paid wages by cash £5. 

17. Bought good.s from G ;£i50. less id% trade discount. 

18. L pays cash £30, paid direct into bank. 

20. Returned goods to G /50 (list price value). 

23. A drew out of bank ^40 to pay premium on his life policy. He was 
allowed 2^% commission by the assurance company. The net pre- 
mium was paid in cash on this date. 

25. Bought goods by cheque from R ^^15. 

26. Withdrew from stock ;^i5 goods for private purposes. 

Sold to L goods on credit /20. 

27. Paid B ^10 cheque on account of loan, plus £2 for interest. 

28. Paid electricity for month by cheque £1. 

Received from L cheque for £ig in settlement of his account, paid 
direct into bank. 

30. Cheque dishonoured and debt written off as bad. 

31. Acquired second-hand car in exchange for furniture £5, goods £8, 

cheque ;^io. 

At the end of the month the expenses paid out of Cash were — 

Sundry Expenses £3 

Carriage . . . £^ 

Write up the books and prepare Trial Balance as at 31st Jan- 
uary, 19. .. (Ignore tax.) 

The following abbreviations will be used in the illustration— 

C.B. = Cash Book. P.L. = Purchases Ledger. 

J. = Journal. S.D.B. = Sales Day Book, 

L. General Ledger. P.D.B. = Purchases Day Book. 

S.L. = Sales Ledger. S.R.B. = Sales Returns Book. 

P.R.B, =s Purchases Returns Book. 
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The opening entries and those for transactions of a special nature 
will be passed through the Journal — 
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19. . 




£ 

£ 

Jan. I 

Sundries ..... 

Dr. 




To Sundries .... 






Cash at Bank .... 


C.B. 

200 



Stock ..... 


L. 

300 



Furniture and Fittings 


L. 

TOO 



B. Loan .... 


L, 


I5D 


A. Capital .... 
Being Assets, Liabilities and Capital 

at 

L. 


450 


this date. 





26 

A Drawings .... 

Dr. 

L. 

15 



To Purchases 


L. 


15 


Being Withdrawal of Goods from busi- 




ness for private use. 





30 

L 

Dr. 

S.L. 

I 


To Discounts Allowed 

, 

L. 


I 


Being Discount written back. 






Bad Debts .... 

Dr. 

L. 

20 



To L 


S.L. 


20 


Being Debt written off as bad. 





31 

Motor Car ..... 

Dr. 

L. 

23 



To Furniture and Fittings 


L. 


5 


,, Sales .... 


L. 


B 


,, Bank .... 


C B 


ID 


Being second-hand car acquired in 

ex- 





change for assets as above. 






Sales Day Book 


19. . 



£ 

J an. I 

Y 

S L. 

5° 

3 

L 

S.L. 

3° 

6 

Y 

S.L. 

40 

26 

L 

S.L. 

20 

^140 

L. 


Sales Returns Book 


19. . 




Jan. B 

Y 

S.L. 

.5 




L. 


^ Capital, being the excess of Assets over Liabilities, is found by subtract- 
ing the latter (£130) from the former (£6od). 
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Purchases Day Book 


19. , 
Jan. 14 

D 


P.L. 

L 

120 

17 

G 

Less 10% Trade Discount 

■ £^50 
15 

P.L. 

135 

L. 


Purchases Returns Book 


19. . 
Jan. 20 

G 

Less 10% Trade Discount 

■ £5^ 

5 

PL 

£ 

45 





L. 


Dr. 


Cash Book 


Cr. 


Data 


Fol 

Discount 

Allowed 

Cash 

Bank 

Date 


Fol 

Discount 

Received 

Cash 

Dank 

19 . 



£ 

£ 

£ 

19 . 



£ 

£ 

£ 

Jan. 1 

To Sundries . 

J. 



200 

Jan I 

By Elpctnnty 






,, Bank Contra 

C. 


15 



Deposit 

L 



2 

5 

,, Q Cash Sale 

L 



17 


,, Cash Contra 

C. 



15 

*3 

Y . 

SL 

5 


45 

12 

,, Typewriter 

L 



la 

iB 

,, L . 

S L 



30 

*4 

,, Wages 

L 


5 


23 

, Dank . Contra 

C 


40 


23 

,, Cash Contra 

C. 



40 

aB 

„ L . 

S L 

I 


19 


,, Drawings 

L. 


39 








25 

„ R. Goods 

L. 



13 







27 

,, B Repayment 












of Loan 

L 



lo 








,, B Interest 

L 



fl 







zB 

,, LleitriLity 

L 



I 







30 

,, L Cheque Dis 












honoured 

S.L 



19 







31 

,, Sundry Lapeii 












ses 

L. 


3 









,, Carnaf^B . 

L. 


4 









,, Sundries . 

J 



ID 








,, Balances c/d 

C 


4 

I 85 




£6 

£55 

£311 





£S 5 

£311 




L. 









Feb. 1 

Td Balances b/d 

C 


4 

1B5 








GENERAL LEDGER 

Dr. Stock Cr. 


19. . 



£ 




Jan. I 

To Sundries . .| 

J 

300 





BOOK-KEEPING TO THE TRIAL BALANCE 


II 


Dr. Capital Cr. 





19.. 



£ 




Jan. 1 

By Sundries . 

J. 

450 


Dr. 


A — Drawings 


Cr. 


19. . 



£ 

Jan. 23 

To Cash : Life Assur- 



an re Premium . 

C.B, 

39 

26 

,, Purchase's 

J. 

*5 


Dr. B — Loan Cr. 


ig. . 
Jan. 27 

To Dank . 

C.B. 

£ 

la 

19. . 
Jan. 1 

By Sundries 

J- 

£ 

130 

Dr. 

Furniture and Fittings 


Cr. 

19.. 
Jan 1 
12 

To Sundrips 
,, Bank ; Typewriter . 

J. 

C.B. 

£ 

loo 

12 

19 - . 
Jan. 31 

By Sundries* . 

J. 

£ 

5 


Dr. 


Electricity Deposit 


Cr. 





£ 




I 

To Bank . 

C.B. 

2 





Dr. Sales Cr. 


19. . 



£ 

iq. . 




£ 

Jan. 31 

To Sundries 

S.R.B. 

5 

Jan 5 

By Cash : Q . 

C.B. 


17 




31 

,, Sundries 

S D B 


14D 





„ ■ ■ 

J. 


B 


Dr. 


Purchases 


Cr. 


19. . 



£ 

ig. . 



£ 

Jan- 25 

To Bank : R 

C B. 

15 

Jan. 26 

By Drawings . 

J 

15 

31 

,, Sundries 

P D.H. 

253 

31 

,, Sundries 

P.R.B. 

43 

Dr. 


Loan Interest 



Cr. 

ig.. 
Jan. 27 

To Bank . 

C.B. 

£ 

2 






^ An entry for profit or loss on sale may be required. 
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Dr. 


19.. 

Jan. 30 


To L 


Bad Debts Cr. 


■■ 

■■ 


D 




Dr. 


Sundry Expenses 


Cr. 



Dr. Carriage Cr. 


ig. . 



i 




Jan. 31 

To Cash 

C.B. 

4 





Dr. Motor Car Cr. 


19. . 


1 

£ 



1 


Jan. 31 

To Sundries 

J. 1 

23 

i 





Dr. Electricity Cr. 


ig.. 



£ 





Jan. 2B 

To Bank . 

C.B. 

1 






Dr. Wages Cr. 


19. . 



£ 




Jan. 14 

To Cash 

C.B. 

5 





Dr. Discounts Allowed Cr. 


Ig. . 



£ 

ig. . 



Jan. 31 

To Sundries 

C.B. 

6 

Jan. 30 

By L . 

J- 


SALES LEDGER 

Dr. Y Cr. 


ig.. 



■■ 




£ 

Jan. I 

To Goods . 

S.D.B. 



By Returns 

5 .R.B. 

5 

6 

PI IP - 

S.D.B. 

K9 


,, Cheque and Dis- 






■■ 


Lount (£5) 

C.B. 

30 






p, Balance 

c/d 

3 S 




m 




£90 

Feb. 1 

To Balance 

b/d 

35 
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Dr. L Cr. 


19.. 



£ 

19.. 



£ 

Jan. 3 

To Goods . 

S.D.B. 

30 

Jan. iB 

By Cash 

C.B. 

30 

26 

„ Goods . 

S.D.B. 

20 

2B 

,, Cheque and Dis- 








count (£1) 

C.B. 

20 

30 

„ Cheque 








Dishonoured 

C.B. 

19 






,, Discounts Allowed 

J. 

1 

3 ° 

,, Bad Debts . 

J. 

ID 










PURCHASES LEDGER 

Dr. D Cr. 






19 .. 
Jan. 14 

By Goods 

P.D.B. 

£ 

120 

Dr. 







Cr. 

19.. 
Jan. 2Q 

31 

To Returns 
,, Balance 

P.R.B. 

c/d 

£ 

45 

90 

19 . 
Jan. 17 

By Goods 

P.D.B. 

£ 

133 




£135 




£135 





Feb. I 

By Balance 

b/d 

90 


Trial Balance as at 31ST January, 19.. 


1 


Dr. 

Cr. 



i 

£ 

Stock ........ 


30D 


Capital ..... 



450 

A: Drawings ....... 


54 


B : Loan ........ 



140 

Furniture and Fittings ..... 


107 


Electricity Deposit ^ ...... 


J 


Sales ..... 



i6d 

Purchases ...... 


210 


Loan Interest ....... 


2 


Bad Debts ... ... 


20 


Sundry Expenses ...... 


3 


Carriage ........ 


4 


Motor Car ....... 


23 


Electricity ....... 


I 


Wages ........ 


5 


Discounts Allowed ...... 


5 


Y 

S.L. 

35 


D 

P.L. 


IZO 

G 

P.L. 


90 

Cash ........ 

C.B. 

4 


Bank ........ 

C.B. 

185 




£960 

£960 


^ It will be noted that this item constitutes an asset, the deposit being 
returnable. 
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Detection of Errors. Although the Trial Balance totals may 
agree, it is only the total arithmetical accuracy of the books that 
may be said to be correct, though even then perfect accuracy is not 
assured, for compensating errors may arise, e.g. both the Sales 
and Purchases figures may be undercast to the extent of £100 each. 
The types of errors that may remain undetected are as follows — 

(1) Errors of Omission. The omission of both debit and credit 
aspects of a transaction will not affect the agreement of the Trial 
Balance. 

(2) Errors of Commission. The posting of £100 to the credit of 
J. Robson instead of to the credit of J. Dobson will not affect the 
agreement of the Trial Balance. The total of the extract of Sundry 
Debtors will not in itself be incorrect, though two of its composite 
items will be wrong. The entries required to correct an error of this 
type would (in this case) be as follows — 


J OURNAL 





i 

19. ■ 

J. Robson .... Dr. 


lOD 


To J. Dobson 




Being Transfer of item posted in 




error. 




(3) Compensating Errors. One or more debit errors which happen 
to equal one or more credit errors will not upset the Trial Balance. 
Thus, a £90 error in the balance of an Asset account — the balance of 
£100 having been brought down as £10 — and a £10 under-addition 
in the Purchase Day Book would be compensated by the omission 
of the corresponding credit in the Sales Ledger for a debit of £100 
in the Cash Book. 

(4) Errors of Principle. The posting of a revenue expense to a 
Capital Account or vice versa will not affect the Trial Balance agree- 
ment. It can thus easily be seen that the books might be quite 
incorrect as far as the true position of the business is concerned and 
yet the Trial Balance agree. The student must therefore take the 
greatest care throughout all his studies to distinguish between 
capital and revenue receipts and payments. In broad outline it may 
be stated that capital payments are those incurred in acquiring Assets 
for the purpose of earning income, usually identifiable as assets of 
a permanent nature, thus increasing the earning capacity of the 
business or decreasing costs. Revenue payments are those incurred 
in the ordinary course of business, being necessary for its efficient 
running. It may be generally stated that capital receipts are moneys 
received from the sale of assets or by the raising of loans, and 
revenue receipts are moneys received in return for goods sold or ser- 
vices rendered. (See Chapter VIII.) 



BOOK-KEEPING TO THE TRIAL BALANCE 


15 


A simple example is given here to illustrate such error — X is the 
owner of ^fio.ooo 3J per cent War Loan and upon receipt of the 
regular half-yearly dividend of £175 he posts the sum to the credit 
of the Investment Account, whereas it should go to the credit of 
Income Account or, as will be seen later, to the Profit and Loss 
Account. 

Though the above types of errors may occur and remain un- 
disclosed in the Trial B^ance, those given below will always have 
the effect of causing a discrepancy in the agreement of the Trial 
Balance unless by chance the errors collectively eliminate each other. 
They may be divided broadly into two classes — 

(1) Book-keeping errors. 

(2) Extraction errors. 

Book-keeping errors include the following — 

(1) Items posted to the wrong side of an account. 

(2) The Discount columns of the Cash Book transferred to the 
wrong sides of the Discount Account. 

(3) Items for which the double entry is not complete. These often 
occur in the case of small returns, discounts and allowances, which 
have been entered in the personal accounts and not in the Returns 
or Discount Account. 

(4) Omission to post the totals of one or more of the subsidiary 
books. 

Errors of extraction will include the following — 

(1) Omission to extract one or more balances, either debit or 
credit (particularly the Cash and Bank Balances), or a duplication 
of an item. 

(2) Errors in additions. These are caused more often than not by 
careless alignment of figures and incorrect carrying forward of 
additions, (e.g. figure i badly aligned would result in a difference of 
9, 90, 900 according to actual misplacement). 

(3) The confusion of figures, e.g. £1 4s. taken as is. 4d. 

(4) The extraction of items on the wrong side (causing an error 
of double the sum of the items). 

Illustration. The table shown on page 16 is an example of some 
of the common errors that are made by students when preparing 
a Trial Balance. 

In practice the different items in the Trial Balance would be ear- 
marked by a reference to their Ledger and folio for the sake of quick 
verification. In examination work such detail is quite unnecessary. 

The aim in an examination paper, furthermore, is to avoid the 
opening of unnecessary accounts, so that where possible all simple 
accounts should be "posted" direct to the Trial Balance. 
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Trial Balance as at 31ST January, 19. . 

Incorrect Correct 

Dr. Cr. Dr. Cr. 


Capital ...... 

Fumiture and Fittings . £520 

Less Depreciation, io%‘ 52 

Stock, Opening . SBo 

Stock, Closing^ .1,020 


Dravdngs 

Goodwill 

Sales 

Purchases 
Rent, Rates, etc. 
Discounts Received 
Discounts Allowed . 
Sales Returns. 
Purchases Returns . 
Cash in Hand . 

Cash at Bank. 
Sundry Debtors 
Sundry Creditors 



£ 


£ 


2,000 


2,000 

46B 


520 


1,900 


BBo 


450 


450 


500 

7,600 

500 

7,6od 

5,100 


5 ,IDD 


210 


210 


260 

150 

150 

260 


430 

430 


490 



490 

20 


20 


590 


59 ° 


2 . 75 ° 

1,250 

2,750 

1,250 

£} 3 j 73 ±_ 

/11.430 

£11, too 

/ii, 6 dd 


^ Neither depreciation nor closing stock would normally be in the books 
at the time of the Trial Balance. 



CHAPTER II 


BANK RECONCILIATION STATEMENTS AND PETTY 
CASH 

It very rarely happens in practice that the bank balance as shown 
by the Cash Book agrees with the balance as shown by the Bank Pass 
Book. The three factors which contribute to this difference are — 

(i) Unpresented cheques. 

(z) Uncredited cheques. 

(3) Errors and omissions. 

(1) Unpresented Cheques. These are cheques which have been 
dispatched to customers in payment of their accounts, but which 
have not been presented for payment to the payer’s bank. According 
to the circumstances, a period of from one to three days will elapse 
before the cheque is presented for payment, even assuming that the 
recipient pays the cheque promptly into his own bank. In effect they 
are items which are entered on the credit side of the Cash Book, 
and have not as yet been entered in the Pass Book, so that the latter 
will show a balance more in the customer’s favour than that shown 
by the Cash Book to the extent of such unpresented cheques, i.e. a 
larger balance due to the customer or a smaller overdraft. 

(2) Uncredited Cheques. These may be considered as the reverse 
of unpresented cheques. As soon as cheques are paid into the 
bank the Bank column of the Cash Book is debited. The bank, 
however, may not give credit for these cheques immediately owing 
to the lateness of the hour or for other reasons, so that the Cash 
Book will show a balance more in the customer’s favour than the 
Pass Book. 

(3) Errors and Omissions. An error, either on the part of the 
customer, or the banker, will obviously create a discrepancy between 
the two balances ; further, at the end of every half-year the bank 
will enter in the Pass Book sums representing interest (in the event 
of the account having been overdrawn) and commission, the exact 
amounts of which are unknown to the customer until such time as 
he has seen the Pass Book. In addition, receipts or payments against 
Banker’s Orders, and dividends and Bills of Exchange collected or 
paid by the Bank may not have been entered in the Cash Book. 
Banks do not normally allow interest on current accounts nowadays, 
but the account may be credited with interest on a deposit account. 

FORM OF THE BANK RECONCILIATION STATEMENT 

Subject to these considerations, the balances shown by the Cash 
Book and the Pass Book should agree. It is usual to draw up a 
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statement which effects the adjustments necessitated by the un- 
presented and uncredited cheques. This statement is known as 
a Bank Reconcihation Statement, and is drawn up on the following 
lines. 

The first requirement, which is of paramount importance, is that 
the date at which the statement is being drawn up shall always be 
stated at the head thereof in a clear manner. The balance as shown 
by the Pass Book is then extracted and used as a starting point. 
The unpresented cheques are found by checking up the payments 
side of the Pass Book with the credit side of the Cash Book. All the 
unticked items in the Cash Book (subject of course to any clerical 
errors) will be the unpresented cheques. The uncredited cheques will 
be found in a similar manner. The Pass Book balance will then 
[a) be decreased by the amount of the uupresented cheques, or, in 
the case of an overdraft, increased by such amount, and (6) increased 
by the amount of the uncredited cheques, or, in the case of an over- 
draft, deci eased by such amount. The figure now obtained (subject 
to errors) should be the same balance as shown by the Cash Book. 
If the student should at any time be at a loss as to which balance 
should be used as a base from which to start, he should remember 
that the balance as shown by the Cash Book, subject to any errors or 
omissions arising therein, is the true and correct figure which forms 
the natural conclusion to the Statement. 

Illustration. The following particulars relate to the business of A 
at 31st December — 


Balance as shown by the Cash Book . 

Balance as shown by the Bank Pass Book . 
Unpresented Cheques .... 

Uncredited Cheques ..... 

. Dr. 

. Dr.^ 

1,000 

l,ZDO 

300 

100 

Bank Rkcdnciliatidn Statement at 31ST December, 

19. . 

Balance as per Pass Book 

Add Uncredited Cheques (detailed) . 

. Dr. 

L 

1,200 

100 

Less Unpresented Cheques (detailed) 

. 

300 

Balance as per Cash Book 

. Dr. 

;£l.OOO 


Many questions are set in which, in addition to particulars as to 
unpresented and uncredited cheques, the candidate is informed that 
there are various clerical errors in the Cash Book, e.g. incorrect 

^ It is assumed that the Pass Book is headed "Dank in account with A," 
but in the accounting books of the bank the amount of ^1,200 will actually 
be in credit, in which form Pass Books are often written up, the heading then 
being "Customer in account with Bank." 
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figures, entries on incorrect sides or in wrong columns, omissions, 
etc. When dealing with a question of this type the true Cash Book 
balance should always be ascertained separately, and the Recon- 
ciliation Statement prepared from the Pass Book balance. 

For examination purposes, however, it is permissible to prepare 
one Statement only, in which event it is imperative to point out to 
the examiner that this procedure has been adopted to economize 
time — a very formidable factor in the professional Accountants' 
examinations — and, in addition, to indicate briefly that the bank 
balance will require adjusting in the financial books, and that only 
when so adjusted, will it represent the true position. However, if the 
Pass Book shows a sum of £100 in favour of the customer, but accord- 
ing to the latter’s Cash Book there is an overdraft of £20 (the differ- 
ence arising by reason of a cheque of £120 having been sent to a 
Creditor and entered accordingly), it would clearly be inaccurate 
and dangerous to adjust the Cash Book figure to that shown by the 
Bank. The Cash Book figure, subject to errors and omissions, always 
shows the real position. 

Where the unpresented and uncredited cheques are not given, it is 
necessary to see the Pass Book subsequent to the close of the period 
and deduce the information by noting each of the subsequent entries 
in the Pass Book that have been entered in the Cash Book in the 
period under review. 

Illustration. 


Dr. Bank Columns of Cash Book (of X) Cr. 


19. . 



£ 

19. . 



£ 

Dec. 4 

To Balance 

b/d 

38 

Dec. 3 

By Drawings 


ZD 

B 

,, Walters & Co. . 

42 

lo 

„ F, Murray 


119 

17 

,, Drummond Bros. 


loo 

17 

,, Cheque Book . 


1 

32 

,, F. Scarie . 


131 

21 

Carlill Sc Co. 


52 

30 

,, McEiien flc Co. . 


30 

3 D 

,, Howe fic Co. 


38 

31 

,, earners, Ltd. 


18 

31 

,, G. Atkinsou 


11 




,, Coramission 


1 






,, Wages and Salaries . 


40 






,, Balance . 

c/d 

77 

19. . 



£359 




£359 

To Balance 

b/d 

77 





Jan. 1 


Bank Pass Book 


Dr. (Bank in account with X) Cr. 


19. . 



£ 

19. . 



£ 

Jau. 1 

To Balance 

b/d 

92 

Jan. 2 

By Carlill & Co. 


32 

3 

,, McEuen Sc Co. 

(a) 30 

4 

„ W, Hemng, Ltd. . 


4 

4 

,, C. McLrad 


7 

6 

,, McEuen & Co., 



.1 

,, Gamers, Ltd. 


(b) iB 


Cheque 



8 

,, G. Daw 


49 


Dishonoured 


30 




7 

,, D. Hickman & Co. 


35 





B 

,, G. Atkinson 


(i) iz 
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Prepare Bank Reconciliation Statement at December 31st, 19. . 

It is clear that items (a) and (6) refer to the preceding period on 
the one side, and (c) and [d) on the other. Hence the other items 
refer exclusively to the following year. Thus, the uncredited cheques 
are (eliminating names) £30 and £iS, the unpresented cheques £52 
and £11. 

The statement is therefore — 


Bank Rb conciliation Statembnt at 31ST Decbmbsr, 19.. 


Balanco as per Pass Book 
Lbss Unpresented Cheques 


Add Uncredited Cheques . 


Balance as per Cash Book 


£ 

Dr . 92 

11 

— 63 

29 

£30 

IB 

— ^ 


It will be observed that McEuen's cheque of £30 is dishonoured. 
This may be dealt with as if the cheque had not been paid in, seeing 
that it has really never been paid, so that it wiU be necessaiy to 
credit the Bank column of the Cash Book with £30, thus reducing the 
balance thereon from £77 to £47. (The amount will be debited to 
McEuen, and thence, if the facts warrant it, to Bad Debts Account.) 
The Reconciliation Statement will now be — 

£ 

As above ... 29 

Add Uncredited Cheque 18 

Balance as per Cash Book Dr. ^47 

The Cash Book, as adjusted, will be thus — 


Dr. Bank Columns, Cash Book (of X) Cr. 


19.. 

Dec. 31 

To Balance 

b/d 

£ 

77 

19 . . 

Dec 31 

By McEuen & Co , 
Dishoiioured 
Cheque 
„ Balance 

c/d 

£ 

30 

47 

19.. 
Jan. 1 



£77 




£77 

To Balance 

b/d 

47 






The debit and credit items in the Pass Book appearing in the 
next year (in reference to McEuen) merely cancel themselves. 

On the other hand, the non-payment may be considered as relat- 
ing to the next year, so that the original Reconciliation Statement 
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and the cash balance remain, and the credit entry in the Cash 
Book will be made in the following year to agree with that made in 
the Pass Book. If this procedure is adopted, the Reconciliation 
Statement is entirely unaffected. Should it be desired to make 
provision for the possibility of the debt being bad, a Reserve may be 
made in the books. It is submitted that the former method is the 
more prudent, as it eliminates £30, which cannot be relied upon as 
being cash in bank. 

Illustration. The entries of bank transactions effected by A during 
the half-years to 30th June, and to 31st December, 19. . , are shown, 
omitting names, as recorded in the Bank Pass Book and in the 
Cash Book of A for those periods. It is required to prepare Bank 
Reconciliation Statements at those dates. 

Pass Book entries — 


Dr. A IN ACCOUNT WITH THE X Y Z Bank Cr. 


19.. 



£ 

19.. 



£ 



71 

Jan I 

By Balance 

b/d 

272 




3a 




33 




38 




73 




17 




111 




14 




■3 

June 30 

Ta Commission 


I 





,, Balance 

c/d 

345 

June 30 

„ Interest on Deposit 


a 




£518 




£518 




23 

July I 

By Balance 

b/d 

345 




35 




20 




16 




84 




19 




3a 




24 




4 




17 




44 




3 




iDO 




Bja 




30 

Dec. 31 

To Commission 


1 




13 

,, Balance 

c/d 

2B1 

Dec 31 

,, Tntriesl on Deposit 


3 




£677 




£677 

19. . 




19. . 


b/d 


Jan. I 



19 

Jan. I 

By Balance 

sBi 








73 


[It may be mentioned that many banks, by the adoption of mechanical 
posting machines, are able to show the resultant balance of a customer's 
account after each transaction, in which case the above account would be 
shown as follows — 


A in account with the X Y Z Bank 


Date 


Date 

Details 

Debit 

Details 

Credit 

Balance 

Credit* 

Overdrawn 0 J). 

I 9 -. 

Old Balance 


Forward 


Forward 



a7a* 

Jan. 1 






33 


307 * 





71 




336* 


The account would be continued on these lines, the resultant balance 
being disclosed after each transaction.] 



22 

Cash Book entries — 


ACCOUNTANCY 


A 

Dr. Cash Book (Bank Columns Only) Cr. 


111 .. 
Jbd. 1 

To Balance 
„ Suudriee 

b/d 

i 

273 

35 

75 

111 

23 

20 

19. . 

June 3D 

By Sundriei 

„ Balance 

c/d 

£ 

71 
JB 
W "3 

17 

14 

ifi 

34 

(B) 23 

310 




£536 




£538 

July I 

To Balance 
,, Bank luterest 

b/d 

310 
(a) a 

84 

33 

4 

IDO 

44 

75 

Dec. 31 

By Corrrcled Error . 
„ Bank CommiuiDn 

,, Balance 

c/d 

{c) 9 

(«) I 
35 
19 
19 

3 

17 

33B 

290 




£651 




£651 

Dec. 3] 

To Balance 

,, Bank Interest 

b/d 

290 

(0 15 

Dec. 31 

By Bank Coaiinl<ision 
,, Balance 

c/d 

Id) I 
337 

19.. 

Jan. 1 



£338 




£338 

To Balance 

b/d 

337 






(i) Bank Reconciliation at 30th June, 19. . — 

(а) Bank interest and commission have not been entered in the 
Cash Book. 

(б) Cheque for ^^23 returned from the bank for endorsement by 
customer not entered in the Pass Book. 

(c) Item entered in Cash Book in error as £23 vice 3^32. 


Cash Book Adjustment 


Balance as per Cash Book ..... Dr. 310 
Less Bank Commission . . . . . £1 

Error adjusted ..... 9 

ID 

300 

Add Bank Interest ...... 2 

Adjusted Balance as per Cash Book . Dr. 
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Bank Reconciliation Statement as at 3cith June, 19.. 


Balance as per Pass Book . 
Less Unpresented Cheques 


Returned Cheque unentered 


Add Uncrcdited Cheque .... 

Balance as per Cash Book (adjusted) 


Dr. 

£^4 

16 

£ 

3A5 

— 

4 D 


305 

23 


282 


20 

Dr. ;£302 


It will be noticed that all these matters requiring adjustment 
automatically smooth themselves out in the entries of the succeeding 
half-year to 31st December, e.g. the returned cheque £23 is debited 
up to the customer by the bank. The Pass Book is here shown 
in the form: "A in Account with the XYZ Bank’* and not "The 
XYZ Bank in Account with A” and so the transactions are shown 
from the point of view of the bank — it is in fact a replica of the 
customer’s account in the ledger of the bank. 

(2) Bank Reconciliation at 31st December, 19.. — 

[d) Bank interest and commission not entered in the Cash Book. 

(e) Item of J42 dividend paid direct to bank — notified credited at 
j2*8o to the £ — not in Cash Book. 

(/) Item of £30 paid in at another branch — not entered as yet in 
Cash Book. 


Cash Book Adjustment 

£ 


Balance as per Cash Book .... 

Dr. 

290 

Add Bank Interest .... 

£3 


Dividend unentered .... 

15 


Cheque unentered .... 

3 ° 



— 

48 



338 

Less Bank Commission .... 


I 

Adjusted Balance as per Cash Book 

. Dr. 



It is immaterial whether additions precede deductions or, as in the Cash 
Book adjustment on page 22, the deductions precede the additions. 


Bank Reconciliation Statement as at 31ST December, 19.. 

£ 

Balance as per Pass Book ..... Dr. 281 
Less Unpresented Cheque . 19 

262 

Add Uncredited Cheque ...... 75 

Balance as per Cash Book (adjusted) Dr. £^Z7 

It will again be noted that the items calling for adjustment are 
righted in the subsequent period. 

»— (B.aoSs) 
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PETTY CASH BOOK 

In all large businesses there are numerous small expenses to be 
met by cash payments. If all these payments were entered in detail 
in the main Cash Book, which is usually written up by a senior 
ofl&cial, much valuable time would be wasted. To obviate this, a 
separate Cash Book, termed a Petty Cash Book, is utilized, in which 
all these expenses are recorded. 

The conventional system for recording petty cash is knot^m as the 
Imprest System, the main features of which are as follows. At the 
start of each accounting period the petty cashier is supplied with a 
round sum in cash, often termed a “float.” Tliis amount should be 
sufficient to cover the estimated petty cash expenditure for a stated 
period, e.g. a week or a month. At the end of this period the petty 
cashier must ascertain the total amount spent, and he will be re- 
imbursed out of the General Cash Book for such amount, the balance 
in hand being thus restored to the original starting figure. 
Hence opportunity for the accumulation of large sums of cash 
in the hands of the petty cashier is eliminated and the risk of 
fraud minimized, as a complete check on the petty cashier may 
be kept at all times, since the sum of the vouchers representing 
money spent plus the cash in hand should always rqual the amount 
of the " float,” 

When this system is adopted the initial advance to the petty 
cashier is debited to Petty Cash Account in the ledger, and cash is 
credited. At the same time the amount is debited for practical 
purposes (this is a memorandum entry, the double entry having 
already been completed) in the Petty Cash Book. When the expendi- 
ture for the period is recouped, the petty cashier’s balance is restored 
to the original figure. The entries in the double-entry books will be 
as follows — 


Dr. ExpeiiSOT (ppr the detailed analysis of the Petty Cash Book). 
Cy. Cash (with details) m the General Cash Book. 


All moneys paid out of petty cash are entered on the credit side 
of the Petty Cash Book, and extended into analysis columns, the 
totals of which are utilized for posting at suitable periods to the 
debit of the appropriate nominal accounts from the General Cash 
Book. It often happens in practice that Ledger accounts are 
settled through the Petty Cash. In such cases a special column 
must be opened in respect of Ledger accounts, and the amounts paid 
to creditors must be inserted therein and posted to the debit of 
the respective accounts in the Ledger. The total of the Ledger 
column will not be posted to any account since the items contained 
therein wlQ have been posted individually to their separate 
accounts. ^ 
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lllustratioiL A. & Co., who keep their Petty Cash on the Imprest 
System, and maintain a weekly floating balance of £20, have the 
following transactions for the week ending 27th January — 


19.. _ £ s . d . 


Jan. 22. 

Postages 





4 

10 

0 


H. C. Smith (who has an account in the Creditors' 





Ledger) 





3 

4 

6 

23- 

Office Table . 





2 

10 

0 

24 - 

Tram Fares . 






I 

0 

25. 

Tip to Carter 







6 

26. 

Curiage 






4 

5 

27. 

Casual Labour (Wages) . 





I 

5 

0 


Notepaper 






10 

0 


The Petty Cash Book will be as follows — 

Dr. Petty Cash Book 




Folia 




Vou- 

cher 

No. 

Total 

ig. . 



£ 

5. 

d. 

19. . 



£ 

5. 

i. 

Jan. 32 

To Cash 


20 

0 

D 

Jan. 22 

By Postages 


4 

ID 

0 








,, H. C. Smith 


3 

4 

5 







13 

„ Tabl« 


2 

10 

0 







24 

,, Fares 



1 

0 







*5 

,, Tip to Carter . 




6 







26 

,, Carnage . 



4 

5 







27 

,, Casual Labour. 


I 

5 

0 








„ Notepaper 



ID 

□ 










12 

5 

5 








,, Balance . 

c/d 

7 

14 

7 



L 

20 

□ 

D 



£ 

20 

0 

u 

Jan. ay 

To Balance 

b/d 

7 

14 

7 








,, Cash 


12 

5 

5 








Cr. 


Postagrs 

Station- 

ery 

Carriage 

Furniture 

Wages 

Sundries 

Led. 

Fol. 

Ledger 

Account 

£ 1 d. 

4 10 D 

£ g d. 

ID D 

£ s. L 

h 

4 5 

£ *. d. 

2 10 0 

£ 3. d. 

1 5 0 

0 ^ 

20 

£ s. d. 

346 

Ca id d 

XO 0 

4 II 

£2 10 0 

£150 

1 □ 


£346 

Fol. 

Fol. 

Fol. 

Fol. 

Fol. 

Fol. 



V- 

NoiniiiaU 
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The £zo on 22nd January will have come from the Cash Book and 
the debit entry will be made therefor to the debit of Petty Cash 
Account in the Ledger representing the amount expended. At 
27th January the Cashier will hand cash amounting to £iz 5s. 5d. 
to the petty cashier. The double-entry will be — 


Dr. Postages . 

Stationery 
Cariiage 
Furniture . 

Wages 

Sundries 

Ledger Account (Smith) 
Cr. Cash (detailed similarly) 


£ s. d. £ s. d. £ s. d. 

410 D 

ID 0 
4 II 
210 o 
I 5 D 

I o 
346 

12 5 5 

12 5 5 


In this way the Petty Cash Book merely acts by way of memor- 
andum and provides the necessary data for the double-entry. 

Alternative Methods. Alternatively, the Petty Cash Book could 
be used as a double-entry book, in which case the double-entry 
would be provided thus — 

(1) Dr. Petty Cash Account in Petty Cash Book. 

Cr. Cash (in General Cash Book). 

(2) When the Cash spent is recouped. 

Dr. Petty Cash Account in Petty Cash Book. 

Cr. Cash (in General Cash Book). 

(3) Dr. Expenses (detailed). 

Cr. Petty Cash Account in Petty Cash Book. 

In this case the Petty Cash Book is regarded as an account just as 
the General Cash Book and is definitely an integral part of the 
double-entry. 

As a further alternative the cash recoupment may be posted in 
one sum from the Cash Book to the Petty Cash Account in the 
Ledger, and from there the different amounts will be credited out to 
the Expenses Accounts, leaving eventually the same balance on 
Petty Cash Account as before. 

There may be cases to which the Imprest System is not suited, 
as when sudden large balances of cash are necessary, or when there 
are only very occasional calls for petty cash expense, which are met 
by the cashier as they arise. 

It should be observed that two of the systems described in con- 
nection with the Imprest System can be utilized also in a slightly 
modified form where no imprest system is enforced. 

(a) Where the Pe^ Cash Book is Part of the Double-entry System. 
Periodical sums paid to the petty cashier will be debited to the 
Petty Cash Book and credited to the General Cash Book. The Petty 
Cash Book will be ruled in columnar form or will be analysed at the 
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end of periods by other means, the totals of the columns or the 
analysed amounts being posted at suitable periods from the Petty 
Cash Book to the debit of Expenses Accounts. 

(&) Where the Petty Cash Book is a Memorandum Book only. 
A Petty Cash Account in the Ledger will be opened, thus supplying 
the integral link with the main accounting system. 

Periodical sums paid to the petty cashier will be debited (i) to the 
Petty Cash Account and (2) (for memorandum purposes) to the 
Petty Cash Book. The Petty Cash Book will be analysed under 
different headings as above, and these items will be credited to the 
Petty Cash Account and debited to the various Expenses Accounts. 
It is important to notice, in this method, that the postings to the 
Expenses Accounts are made from the Petty Cash Account and not 
from the Petty Cash Book. In view of this fact it is desirable to 
make a Journal entry which will show concisely at a glance the 
details of the transfers recorded. 

Illustration. The following payments were made to the Petty 
Cashier during the month of December, 19. . — 

I 9 -. i 

Dec. 4. Cash ...... 5 

iB. Cash . .6 

24. Cash ...... 2 

The balance on hand on 1st December, 19. ., was £2 is. yd. 

The Petty Cash Book was written up by the petty cashier, and 
the details appear in the subjoined account. 

The above book, as stated previously, may be memorandum 
only, in which case the double-entry will be compiled by having a 
Petty Cash Account in the Ledger, as follows — 


Dr. Petty Cash Cr. 


ig . 


C 

s 

d 

19 - 


£ 

«. 

d. 

Dec I 

To Tliilancc . 

b/tl 2 

1 

7 

Dec. 3] By Eipenses as per Petty 
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,, Cash 

■ 13 

□ 

0 

Cash Book (0) — 










Postagn 


3 

D 

D 






Cleaning 


3 

3 

D 






Sundries . 


4 

2 

I 






Carnage 


I 

7 

3 






,, Balance . 

c/d 

3 

7 

I 




I 

7 


£ 

15 

T 

7 

19.. 










Jan I 

To Balance . 

b/d 3 

7 

1 







(a) Thsso expenses will be posted to the debit of the appropriate Ledger 
Accounts, the details of which will appear in the Petty Cash Book, 



CHAPTER III 

ARITHMETIC OF ACCOUNTANCY 

The author has learnt, from long experience gained in coaching, that 
one of the contributory causes of failure in examinations is the 
lack of ability to compute commonplace arithmetical calculations 
quickly and accurately. The capacity to recognize at sight a simple 
arithmetical point should also be developed by accountancy 
students. In this chapter, therefore, an attempt is made to de^ 
with the calculations which are frequently required in working out 
problems set in the modem accountancy examinations, and which, 
simple though they be, cause endless confusion and uncertainty 
in the minds of students. 

A great deal of time — a factor of utmost importance in examina- 
tions — can be saved by working out calculations in a systematic 
manner. The average student will have many opportunities in the 
course of his everyday work of putting into practice a multitude 
of simple time-saving arithmetical devices, of which the follow- 
ing are examples — (a) dividing twice by two when dividing 
by four. (6) Multiplying by two and dividing by ten when 
dividing by five, (c) Simple interest calculations may be con- 
siderably facilitated at times by the application of the following 
rules, viz. — 


5% per annum Simple Interest is one penny on per month. 
6% „ ,, „ „ one shilling on £\\3 per month. 

4% .f I. .. M 1% per quarter. 

Illustration. 

5% per annum on ;£iz9 for 7 months 

= 7 X IDS. 9d. = ^3 153. 3d. 

4% per annum on ^285 for 3 months 
“ 1% of /2B5 = /z 17s. 


The student is generally inclined to note these simple devices 
with mild interest and subsequently to banish them entirely from 
his mind, but it is essential that he should endeavour to cultivate 
these "short cut" arithmetic habits until they become spontaneous. 
As a result when the examination time arrives he will find himself 
armed with a most useful battery of time-saving weapons against the 
examinee's chief adversary "lack of time." Again the student must 
learn the use of simple algebra, which is called for particularly in the 
more difficult problems, examples of which will be found in the 
chapters on Partnership and Limited Companies. It must be realized 

28 
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that a fundamental knowledge of simple algebra is absolutely essen- 
tial for the modem examinations, and it is only by constant practice 
that proficiency may be attained. Though the problems in this book 
calling for algebraic solution may be passed over at a first reading, 
they must eventually be faced and mastered, so that algebra may be 
called to hand with complete confidence, and without the fear 
of unfamiliarity and uncertainty, in the examination hall. 


COST AND SELLING PRICE 

Many problems are set in which either the selling price or the cost 
price of a certain line of goods is given, together with the rate of 
gross profit earned, this rate of gross profit to be computed on either 
the cost price or the selling price, according to which is the un- 
known figure. If the selling price is given, the student may be 
required to find the cost price, and vice versa. This type of problem 
is met with very frequently in examinations, especially in questions 
on Cost Accounts. 

Great care must be taken to see on which price the rate of gross 
profit is based. 

Illustration. The gross profit is 25 per cent on cost; the selling 
price is £175. It is required to find the cost price. This may be 
obtained as follows — 

£ 

Let the cost price = loo 

The profit is 25% thereof = 25 

When the cost price is ;£i DO the selling price = 125 

lOD 

When the selling price is £175 the cost price = X 175 

= ^140 


In the above illustration the percentage of gross profit or "Loading” 
on Cost is given and the Selling price is the known figure. The 
terms may be interchanged, i.e. the percentage of Gross Profit or 
” Loading ” on Selling price may be given and the Cost price be the 
knowm figure. It will be noted, for example, that the percentage of 
Gross Profit on Selling price is zo per cent, whilst the percentage on 
Cost price is 25 per cent. 

As an illustration of the interchangeability of the percentage 
expressions the following may be appended — 

20% of Cost = i6f % of Selling, or ^ of Cost = J of Selling. 

25% •» ™ 20% „ f ^ •» 

33l% »» “ *5% •» i *» " i M 
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Similarly 


^ of Cost = ^ of Selling, i e 

A •• = A -» i 

A •* ~ 2^rt '» ^ 


5 + 2 
3 

II + 3 

7 

19 + 7 


of Selling. 


It should be appreciated that, once proficiency in making this con- 
version has been attained, valuable time will be saved in examina- 
tion work. If a percentage of profit on Sales and the Cost figure are 
given in a question, by the process of conversion the required figure 
can usually be obtained mentally, e.g. a profit of is made on Sales, 
and the Cost is ;fi,65o. What are the Sales ? The student will 
immediately think of the known factor, i.e. Cost, and secondly he will 
convert the profit on Sales into profit on Cost (the known 
factor) . 

Profit = ,2^ X £1,650 = £500 

Sales = 21,650 (cost) + £^00 (profit) = £1.950 


The profit thereon is £300, which is of Sales. 


ALIQUOT PARTS 

Where a certain amount has to be subdivided into smaller parts 
which themselves must be maintained in a certain ratio, students 
are often at a loss as to how the whole is to be divided at each sub- 
division. The rule is to take the total of all the ratios and divide it 
into each ratio ; this will give the fraction of the whole represented 
by each share. 

Illustration. A, B, C, and D, are to divide £i,ooo in the ratio of 
4:312:1. How much does each receive ? 

4 + 3 + 2 + 1 = 10 

A will receive A X ;fi,ODD = £^oo 

B ,. „ X £1.000 = /3D0 

.'. C .. ,, A X £1.000 = /ZDD 

.'. D „ A X £1,000 = £100 

£1,000 

Should at any time one or more of the dividing parties drop out 
and the remainder still wish to maintain as between themselves the 
same ratio as before, all that is required is to proceed as before, 
ignoring the share of any paity who has dropped out. 

Illustration. Assume that in the previous example B drops out ; 
the ratios will then be A : C : D in the ratio of 4 : 2 : i. 

4 + 2 + I = 7 

A will receive If X ^i,ooo = £571} 

c „ „ ‘i X £1,000 = 2285^ 

B f X £1.000 = 214^ 

jfi.ooo 
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The same principles exactly are involved in many instances 
which occur in business of a sum being received before it is earned, 
e.g. in hire purchase contracts, and discounting of bills of exchange. 
In these cases it is necessary to transfer a portion only to Profit and 
Loss Account in the first year. 

An excellent illustration arises in hire purchase transactions when 
a Hire Purchase Reserve is created and transferred to Profit and 
Loss Account in fixed instalments over the period of the agreement. 
The matter wiU be treated in detail in its appropriate place and the 
sole point of its introduction at this stage is to deal with the arith- 
metical side. 

Illustration. X deals with goods on Hire Purchase and creates a 
Reserve to cover risk, interest, etc., which is added to the price to the 
customer. The amount in four years is £1,000 and it is to be 
transferred to Profit and Loss Account over four years as follows — 
(i) 15 per cent, (2) 45 per cent, (3) 30 per cent, and (4) lo per cent. 
Thus the amounts to be written off in the respective years will be 
iVff- iVif. A”, and jVtt of £1,000, i.e. £150, £450, £300 and £100. 
The question thus presented is simple enough, but it is sometimes 
presented in a form that causes difficulty. 

Illustration. Using the same data the question states that at the 
end of the second year the balance of the Reserve is £400 (i.e. £150 
and £450 have been transferred to Profit and Loss Account). The 
amounts remaining to be transferred to Profit and Loss Account 
are to be calculated on the written down figure of the Reserve £400. 
If the beginning figure is not given, but merely the written down 
figure of the Reserve (£400), and the percentages transferred or to 
be transferred in each of the four years, the proportions to be written 
off in the third and fourth year may be obtained similarly, viz. — 

3rd year . . . ■ lif X = ^300 

4th year . . • JS X £400 =* £100 

The point to watch is that in the third and fourth year the calcu- 
lation is based upon the Remaining Reserve, and not on the original, 
so that the proportions transferred must likewise be based on the 
remaining proportions. 

Thus, if the Reserve had been given as at the beginning of the 
second year, i.e. £1,000 - 150 = £850, the proportions to be written 
off in the three succeeding years would have been 45, 30, 10, i.e. — 

znd year . . . X £850 = £450 

3rd year . . . ■ X £850 = £300 

4th year . . . • H X £850 = £100 

COMMISSION 

In many questions it is stated that the manager is to receive a 
commission of a certain percentage of the profits after deduction of 
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this commission and only the trading profits figure is given (i.e. profits 
before deduction of the commission) and it is required to find the 
amounts due to the manager under this head. 

Illustration. A is to get lo per cent of the profits of A. B. Ltd., 
after deducting his commission. Profits prior to charging commis- 
sion are £2,200. 

If A gets j^ioo commission 
The remaining profits = /i,ooo 

/. Total profits = 

Commission = of the total profits 

If the total profits are ^2,200, the commission 
= tS: X £2,200 = £zoo 

Hence A's commission is one-eleventh of the profits prior to 
charging the commission and one-tenth of the profits after charging 
the commission. 

Similarly, if the commission is 5 per cent (y-|;-|r) of profits after 
charging the commission, the calculation would be 1^-5 X profits 
before charging commission ; if 8 per cent, then 1 f! g X profits before 
charging commission ; if 20 per cent, then X profits before charg- 
ing commission. 

Where the commission on profits prior to charging commission is 
stated in the form of a vulgar fraction, into which form a percentage 
may easily be changed, viz — 8 per cent 15 per cent 

rule is to increase the denominator by the amount of the numerator, 
and the resultant fraction multiplied by profits Prior to charging 
the commission produces the required commission figure. 

Illustration. A is to get of the profits of A. B. Ltd., after charg- 
ing his commission. Profits prior to charging his commission are 

£9400- 

2 2 

Cominission = = — X profits prior to charging commission 

45 + 2 47 

2 2 

— X 9,400 = £400 [or — (9.400 - 400) — £400] 

47 45 

The same type of problem arises as below — 

In bankruptcy it frequently happens that the trustee is entitled 
to a remuneration based upon dividends paid to unsecured creditors. 
After all the other expenses have been paid, the cash left will provide 
both for the remuneration of the trustee and for the dividend to the 
unsecured creditors, and the remuneration will be a percentage 
based, not upon the total cash remaining, but upon that paid to the 
unsecured creditors. 

Illustration. A trustee in bankruptcy is entitled to 2 \ per cent 
commission on the dividend paid to unsecured creditors ; the cash 
available, subject to the above, is £3,280, and the unsecured cred- 
itors amount to £6,400. 
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I 

The remuneration of the trustee will be — ^ = — x £3,280 = £80, 

leaving £3,200 for the unsecured creditors. The remuneration is 
thus 2j per cent of £3,200. 

Care should be taken in the case where the resultant figure is 
already ascertained, as the computation will be simply 2J per cent 
upon the ascertained figure. 

Illustration. Assuming that £6,800 cash was available in the above 
illustration, then, as the creditors can receive no more than £6,400 
(i.e. 20s. in the £), the dividend is already ascertained, and the re- 
muneration of the trustee will simply be 2 \ per cent of £6,400, i.e. 
£160. (The balance left will be handed over to the Debtor.) 

DECIMALIZING £ s. d. 

Wherever possible, in dealing with fractions of £ s. d. the 
decimal system should be used. From the formula given below any 
sum of money can be instantly decimalized or turned from decimals 
into £ s. d. It is only with practice, however, that great rapidity 
and accuracy can be obtained, and every student is advised to spend 
some time working out examples for himself. 

To decimalize money — 

£ 

Every zs. = -i 
„ IS. = 05 

„ td. = ■ODi (approx.) 

[a When the pence are less than 3d. every Jd. should be taken as 
£■□01. 

(&) Where the pence are 3d. or over, but less than 9d., every Jd. 
should be taken as £'Ooi and -ooi added to the result. 

(c) Where the pence are gd. or over, every Jd. should be taken as 
£•001, and -002 added to the result. 

Illustration. 

£ s. d. £ £ s. d. £ 

loo 42= loo-zoS b 14 8 = 6-733 

98 5 3 = 98-263 ID9 12 9 = 109-638 

7 19 6i = 7-977 iB 11} = -947 

For changing back decimals into shillings and pence the famiUar 
method of multipl5nng first by twenty, and secondly by twelve, 
is generally employed. However, greater celerity may be achieved — 
indeed the calculation may always be computed mentally and 
rapidly — if the methods outlined above for decimalizing money are 
reversed, thus — 

[a) Where the decimal exceeding *05 is -013 or over, deduct -ooi 
and divide the remainder by four to find the pence. 
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(&) When the decimal exceeding -05 is *038 or over, deduct -002 
and divide the remainder by four, to find the pence. 

The shillings may be ascertained at a glance, each -05 representing 
one shilling. 

Illustration. 

L L d. I £ 5. d. 

5-223 = 5 4 5* 12-379 = 12 17 7 

27-042 =27 □ lo 2-098 =21 II* 


STOCKS AND SHARES 

The majority of students will have learnt, at some time in their 
studies, the arithmetic of stocks and shares, but the author has 
found that the following types of problems involve even advanced 
students in difficulties. 

(i) Where the rates of interest paid and the required yield are 
given, and it is required to find the market price of securities, the 
calculation is as follows — 


Market price = Nominal value X 


Actual rate of Interest paid 
Required yield 


Illustration. At a certain date the market considers 4 per cent per 
annum to be a fair return on 3^ per cent Conversion Loan. Accord- 
ingly the market price will be — 

;fioD X — = £^7 IDS. per £100 Nominal 


(2) When the amount of money invested is given together with the 
market price of the investment, the nominal amount purchased is 
found as follows — 


Nominal amount = 


Amount invested 
Market price 


Illustration. A invests 3^1,000 in buying £1 shares in X. V. Ltd., 
paying 50s. per share. The nominal amount of his holding is there- 
fore — 


£ 


1,000 

2 * 


= £400 


(3) Where the market price of the investment is so much per 
hundred (i.e. Stock) the formula is — 


Nominal amount = 


Amount invested 
Market price 


X 100 


Illustration. A invests £1,000 in 3J per cent Stock at Bo. The 
nominal amount of his holding is therefore — 


,1,000 

X 100 = £1,250 
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(4) When the cost of the investment, the market price and the 
rate of interest are given, the gross amount of the dividend (or 
interest) can rapidly be obtained without ascertaining the nominal 
amount of the investment from the formula (where the investment 
is quoted per £100) — 


Interest = 


Amount Invested X Rate of Interest 
Market price 


IDO 


Illustration. A invests ^2,400 in 3J per cent Stock at 84. The 
interest for a full year is therefore — 


2400 X 3l 
^ 84 


= 


Proof. The Nominal amount of the Stock will be — 

^2,400 X IDO ^20,000 

1 n/ ^ .20,0DD -20, ODD 7 . 

31 % annum for one year on £ — - — = £ — - — X = £ioo 


The above formula is true only where the investment is stated as 
so much per hundred. Otherwise the nominal amount of the invest- 
ment will be found simply by dividing the amount invested by the 
market price, as shown above. The gross amount of the interest 
may then easily be calculated. 

(5) Where the risk involved in a certain investment is given to- 
gether with the estimated cash amount of the dividend, and it is 
required to find the market price — 


Market price = 


Amount of the dividend 
Percentage of risk 


IDO 


Illustration. The shares of no par value of the Yankee Bank Inc. 
are considered to involve a risk of 7 per cent, and the next dividend is 
estimated to amount to $10.50 per share. (As the shares are of no 
par value, tlie dividend cannot be expressed in terms of a percentage.) 
The price of each share will therefore be — 


% 


10.50 X 100 
7 


I130.00 


Proof. Price of each share = $150.00. Risk 7 per cent per annum. 

Dividend — $10.50 per share and 7 per cent of $150.00 = $10.50 
dividend. 

In all questions of the above type, no candidate can expect to 
earn full marks unless he deals with the question of the amount of 
dividend earned to date included in the price. 

In all cases the amount of any dividend accrued will have to be 
added to the price found by the formula to get the actual market 
price. 
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The following example illustrates the working of a problem in 
which it is necessary to find the proceeds of an original investment 
which has been converted into another. 

Illustration. A expends £i,ooo on 5 per cent Stock at 95 which 
he sells at 105, investing the proceeds in 3J per cent Stock at 70, 
and sells at 68. How much does he receive on sale ? 


100 

The amount purchased of 5% Stock = ;^i.ood X i.e. Nominal = x 


which when he sells produces 

with the amount oly, he is able to make 
a purchase of 3 J% Stock 

which when he sells produces 


X X 


105 


y X 

X X 


IDD 

70 

68 

100 


This will equal 


. 100 105 

/l,ooo X X — — X 

95 100 


TDD 68 

X 

70 I DO 




-= X 

= ? 


It will be seen that the four "loo's” cancel, leaving the calculation 
as follows — 


105 68 21 68 21 68 

1,000 X — - X — = 1,000 X — X — = IDO X — X — 

95 70 19 7 ° 19 7 


lOD X 3 X 68 

19 


i.e. 


20,400 
^ 19 


= £1.073 13s. 8d. 


It is, therefore, simpler to employ the rule of dividing the original 
sum by the purchase price (in the above example, 95), then multiply- 
ing such result by the selling price (in the above example, 105) and so 
on till the final sale is reached. 

Illustration. A expends £2,000 on a purchase of 4 per cent Stock at 
75, which he sells for 72, and with the proceeds he buys 5 per cent 
Stock at g6, selling the latter at 100. The amount finally realized 


2,000 72 

“ ~75 ^ T 

72 

= 2,000 X 

75 

= ;f2,000 


X 

X 


I 100 

— X 

96 I 

100 

— — = 2,000 X 
96 


3 IDD 
— X — 
75 4 


Actually the answer is obtainable at sight, because in the first 
instance he loses and in the second he gains i.e. in one case 
he loses ^ and in the second he gains . 


FLAT AND REDEMPTION YIELD 

[a) The flat yield is the yearly return on an investment, ignoring 
any profit or loss accruing on redemption, e.g. a stock may be issued 
at 98 redeemable in 10 years' time at loB, thus giving a profit to the 
holder, so that — 

(b) The redemption 3deld is the yccirly return on the investment 
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taking into account any profit or loss on redemptioni i.e the flat yield 
plus yearly profit arising from surplus of redeemable price over 
purchase or issue price ; or the flat yield less yearly loss resulting from 
deficiency of redeemable price as regards purchase or issue price. 

Illustration. A buys at the date of issue 5 per cent Stock at 95 
redeemable in lo years' time at 105. Ignore expenses. 

Flat yield 

— X IDO «* 5-26% per annum 

95 ^ 

Profit on redemption 
10 

= — X 100 
95 

ID 

X IDO 

95 

^ yearly 

SB — X IDO = i' 05 % per annum 

95 

Redemption yield = 6-31% per annum 

It is clear that the holder gains 10 points in 10 years on every 
£100 of Stock, so that on an outlay of £95 he receives (or strictly his 
capital is augmented by) £1 each year, i.e. ^ X 100 per cent 
yield per annum. 

The same principle will apply in case of a loss on redemption ; for 
instance if the redemption price at the end of 10 years is B5 then 
there will be a loss of J “ in ten years, which calculated exactly as 
above, equals 1-05 per cent per annum. 

Therefore the yield per annum on the Stock, taking into account 
loss on redemption, is 

Flat yield = 5-26% per annum 

Loss on redemption = 1-05% per annum 

Net yield = 4-zi % per annum 


In practice two very important details will affect the results, viz. — 

(1) Cost of purchase or sale (not applicable in the above illustra- 
tion as the circumstances postulate an application for the Stock on 
issue and the retention of the Stock till maturity). 

(2) Income Tax. 

The above-mentioned method, so far as ordinary requirements are 
concerned, is invariably adopted in practice, although theoretically 
the profit on redemption per annum so determined is inaccurate (the 
inaccuracy increasing the length of the period lapsing between date 
of purchase or issue and date of redemption). 

This arises in consequence of the fact that the one point (£i) 
profit is not received yearly, as is the dividend, but only upon the 
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expiry of the lo years. A sum of £io payable in lo years is certainly 
not worth £io now. Hence the true worth now (i.e. the present 
worth) is such a sum which, invested at such a rate of interest as 
is considered desirable and allowed to accumulate with yearly rests, 
will amount at the end of the ten years to £io. 

As this is a matter of actuarial science, it will not be considered 
here. In practice if the precise figure is required. Tables suppl)dng 
the information are available and, so far as examination work is 
concerned, the requisite figures would undoubtedly be supplied in 
the question paper. 


AVERAGE 

Weighted Average may be defined as the quotient of the sum of a 
series of items multiplied by their number, divided by the sum of 
their number ; that is to say, it is the result achieved by multiply- 
ing each item in the series by its number (commonly called weight), 
such products being totalled, and then divided by the sum of the 
number of weights. 

Illustration. Of 20 companies — 

15 companies pay 10 per cent dividend ; 

5 companies pay 6 per cent dividend. 

The average rate of dividend is 9 per cent, arrived at as follows — 

15 X ID = 150 
5 X 6 = 3D 

2D 18d 


/. Average rate of dividend per company — 


180 


= 9% 


Illustration. 


A company's wage bill comprises the following — 


I, ODD employees at ^3 per week = 3,000 
400 >. «< = i,6od 

iDD £5 >> .. = 500 

20 „ .p £^ .. >p = 160 

5 pp p. ^12 „ = 6 d 

1.525 Total Wages = ;^5,32 d 


Average weekly wage per employee — 


r 5.32P 

^1.525 


= £3 9S. 9id. 


It is clear that this average is no true criterion of the wages 
received by any specific employee, since 525 employees are receiving 
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£4 or over per week. The average is weighted heavily by the large 
bulk of the £3 per week employees. 

Where the sales of a period are given, e.g. a year, and it is stated 
that the sales for specified months are a certain number of times as 
heavy as those in others, then to ascertain the amoxmt of the Sales 
or the Gross Profit apportionable to any particular month, it will 
be necessary to weight the months accordingly. 

Illustration. The Total Sales for the year = £7,600. 

(а) The average salesfor the first three months, January, February, 
and March, are three times as high as those for the last five months, 
August to December. 

(б) The average saJes for the four months, April to July, are twice 
as high as those for the first three months, January to March. 

Taking the sales average of the last five months as the basic 
unit = I, the first period's s^es per month are three times as great = 3, 
and the second period's twice as great = 6. 

The ratios in order of time are 3:6:1. 

The average sales per month are — 

(0) Three months in ratio 3:1= 9 units 

(b) Four „ 6:1 = 24 „ 

(c) Five „ 1 : 1 = 5 

38 units 

The average sales per month in the different periods will vary in 
the ratio, 3 : 6 : i, as explained. The amounts of the various averages 
will be found as follows — 

The total amount of sales effected in periods will be — 

Ratio 

(a) 3**^ X £7,600 = £i,Boo (3 months) = £600 per month 3 

(^) 3s X £7.600 = £4,800 (4 months) = £i,zod „ 6 

(c) X £7.600 = £1,000 (5 months) = £200 „ i 

It will thus be seen how it is necessary to weight the months in the 
proportion in which they contribute to the total sales in order to 
find the specific monthly or periodical figures for comparative pur- 
poses, etc. 



CHAPTER IV 

ACCOUNTS CURRENT AND AVERAGE DUE DATE 

When it is agreed that interest be charged in respect of transac- 
tions between parties it is usual, in order to facilitate calculations, to 
have a special column ruled adjacent to the ordinary column, on 
each side of the Ledger, this being purely "Memorandum.” Such 
additional columns are employed merely on account of their useful- 
ness in the calculation of interest, and having provided the amount 
thereof the columns have fulfilled their function. Hence the entry 
of interest into the ordinary columns of the Ledger must be posted to 
Interest Account, either through the Journal, or if the number of 
transactions of this kind should warrant it, through an Interest 
Journal or Day Book. 

An Account Current, then, is a statement in account form of 
transactions of one person with another, duly set out in chronolog- 
ical order, with additional columns for the purpose of computing 
interest allowed or received, the net balance of which will be entered 
to the credit or debit of the account itself. 

Before the methods employed in accounts current are dealt with, 
it will be necessary to observe the following points — 

(1) The Account, save for Interest, will be an ordinary account, 
but just as the Bank Pass Book may contain the entries reverse to 
the sides in the bankers' book, i.e. to correspond with the entries in 
the customer's books, so the Account Current may, when rendered 
to a party, be reversed to correspond with the entries in the books 
of the person to whom it is sent. 

Thus "Jones in Account Current with Brown” would represent 
the state of account of Jones in Brown’s books; in other words, 
Jones is the accounting party, so that his account will be in debit 
for goods sold to him, charges, etc., and in credit for payments, dis- 
counts thereon, allowances, etc. 

If, for the convenience of Jones, these sides are reversed, the head- 
ing wiU be "Brown in Account Current with Jones,” and the entries 
will correspond to, and be on the same side as, those appearing in 
Jones's Ledger; that is. Brown will be in credit for goods he has sup- 
plied to Jones, and in debit for payments, discounts thereon, allow- 
ances, etc. 

(2) In calculations of interest, if computed according to the 
number of days, the opening date, if it is the date on which the 
balance, if any, is brought down will be included, but if it is the date 
of the first transaction it will be excluded. 

(3) Particular care is required in dealing with bills of exchange 
and forward-dated sales, as the due date of the bill and the 
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forward date of the sale are the material dates for the purpose 
of interest. 

The methods adopted vary, and from an examination point of view 
it is advisable to be quite clear on one method and ignore the others. 
The various methods are — 

FIRST METHOD 

Each item is taken separately and the number of days from the 
date opposite such item to the end of the period is ascertained 
and interest calculated at the agreed rate of interest for the re- 
quisite number of days. 

SECOND METHOD 

A modification of the above method is to employ the products 
system, i.e. instead of making separate calculations, each item is 
multiplied by the number of days from its date to the end of 
the period, and one interest calculation only is made on the net 
products for one day. It should be clear to the student that if there 
is interest on £150 for 10 days, this, when made into a product 
and treated by the products method, will be — Interest on £150 X 
10 = £1,500 for one day; and this principle is employed herein. 

THIRD METHOD 

The other method of importance is the Epoque method. Broadly 
speaking, the procedure is the reverse of those already explained. 
Interest is computed from the commencement of the period to the date 
of each item. Thus no Interest must be charged on the Opening 
Balance, ^ but interest for the whole period of the account will be 
charged on the Closing Balance.^ 

Where interest is computed at a higher rate for debits than credits, 
or vice versa, there will be two calculations, one for the total debits 
and another for the total credits. This applies to all the above 
methods. 


RED INK INTEREST 

Wliere transactions are passed through an Account Current it is 
essential to compute interest from the due date, and not from the 
date of entry. As has been seen, an invoice may be dated forward, 
and, analogous to this, a bill of exchange may be payable at a future 
date. No particular difficulty is likely to arise so long as such 
future date fails within the period under review. Where, however, 
such due date occurs after the period of the account has ter- 
minated, the intervening time (i.e. between the close of such period 
and the due date) must be brought into consideration. 

^ Debit balances are here assumed. On the same principle interest will 
be credited for credit balances. 



42 


ACCOUNTANCY 


(1) Ordinary Method. Where an entry is made against the custo- 
mer, and the due date arises after the close of the period, it can be 
seen that not only should no interest be charged, but CREDIT given 
for the time elapsing from the close of the period to the due date, 
because the item debited will be brought down as a balance 
for the new period, and consequently interest which should 
run from the due date will be charged as from the start of the 
new period. 

The converse applies where the customer accepts (i.e. remits) a 
bill of exchange, due after the period in question has closed. The 
opening balance for the new period on which interest is calculated, 
will be unduly small. Accordingly it will be necessary to charge 
interest on the bill from the date of the close of the period to the due 
date of the bill. 

Thus the interest will be normally on the reverse side to the 
relevant item, but it is customary to show it in red ink on the same 
side, to denote that it really belongs to the opposite side, and to 
connect it with its appropriate item. These red ink entries will be 
Ccdculated separately from the others ; that is, red ink entries on the 
debit side will be counted as credits, and vice versa, and if there are 
a number of red ink entries on both sides the balance only may be 
used for the interest calculation, provided that the rate of interest 
for debits and credits is the same. 

(2) £poque Method. Under the Epoque method, interest must be 
charged on the bill from the commencement of the period in which 
the bill is remitted to the due date of the bill, since the interest 
calculation for the whole period is made on the closing balance, and 
not on the opening balance, which is understated by the amount 
of the bill. Thus no red ink modifications are called for. The same 
principle applies to forward dated sales. 

In order to prevent confusion it is submitted that it is preferable 
to avoid red ink interest, and always to insert the interest upon its 
correct side. 

The rules may be formulated thus — 

(i) Ordinary Method. 

Where an entry is made within the period in question, but having 
a due date subsequent to the close of such period, interest must be 
calculated for the time elapsing between the close of the period and 
the due date of the transaction, and shown on the opposite side to 
the principal ent^, or, if the red ink principle is to be followed, the 
interest entry will be in red ink on the same side as the principal 
entry, to denote that its true side should be on the reverse of the 
account. 

Alternatively, interest may be computed from the nominal date 
(on the usual lines) and shown in the ordinary way, and on the 
opposite side of the account an entry for interest may be made, 
for the length of time elapsing between nominal date and due date! 
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Illustration. A owes B on ist January, 19.., £300 and on 31st 
March he remits a bill of exchange for £120 (seven months' date). 
Interest is charged at 5 per cent per annum (calculated in months, 
days of grace^ ignored) the Account Current running to 30th June, 
19... 

It will be seen that the bill is not due till the end of October, 
and therefore the period elapsing from the end of June is four 
months; hence interest on £120 for four months will be debited 
to the account. 

The various alternative methods which may be used are shown on 
pp. 44 to 45. 

(2) Epoque Method. 

It must carefully be observed that under the Epoque method the 
interest on the bill is calculated from the commencement of the 
period to the due date of the bill, and not from the date of the 
giving of the bill. Thus, in the above case, 10 months is the period 
upon which the calculation is based. 

The same principle applies when items are charged within the 
period of the Account Current, and the due date falls after the end 
thereof — 

Illustration . £ 

On ist January, 19. A owes B ..... 200 

„ ist March, 19, ., A remits cash ..... 50 
,, 1st April, 19. A buys ^oods from D (due date, ist 

September) . izo 

,, ist May, 19. ., A remits an B months' bill . . loo 

Show Account Current rendered by B to A (ignore da3^s of grace^) 
for half-year to 30th June, 19. . calculating interest at 5 per cent 
per annum. See Account (i) on page 46. 

Alternatively, the Account Current may be stated by taking the 
nominal date of the goods and the bill as the true date and calculat- 
ing the number of months from the nominal date to the actual date 
on the contra, as in Account (2) on page 46, i.e. — 

(1) Instead of calculating red ink interest on the bill for six 
months, interest will be calculated as if the bill were due on the date 
given, i.e. 1st May — two months interest and contra interest for the 
period of the bill, i.e eight months; thus the difference ** contra'' is 
six months as in the previous example (sec items q and r in Account 
(2) and h in Account (1) ). 

(2) Instead of calculating red ink interest on the goods for two 
months, interest will be calculated as if the invoice for the goods 
were dated ist April — three months interest and contra interest 
for the period elapsing between ist April and ist September — 
five months ; thus the difference is two months as in the previous 
example (see items x and 3' in Account (2) and a in Account (i) ). 

1 See page 147. 
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The preceding examples have been worked on the ordinary and 
conventional rules, but from a purely academic point of view where 
Red Ink interest occurs the correct procedure is to bring the interest 
down to the following period in the Interest column, and not to add 
it to the principal (or deduct as the case may be), because the result 
should be exactly the same as that where cash is paid on the due 
date of the bill without the intervention of any bill transaction. The 
interest calculation in the period in which the bill matures should not 
be affected by the bill transaction. 

Illustration. A owes B £300 on ist January 19. . in respect of 
which debt B receives a 7 months’ bill for ^120. Assuming no 
further transactions occur, and that the bill is met at its due 
date, show the Account Current in the books of B to 30th June, 
19.,, and 31st December, 19.., taking interest at 5 per cent 
per annum and ignoring days of grace. 

(1) The method academically correct is given in the first example 
on page 48. 

(2) The Account Current drawn up imder any of the methods 
indicated before would show a balance on 31st December, 19. of 
£194 4s. 9d., as shown in the second example on page 48. 

The difference is accounted for by the balance at 30th June being 
brought down as £189 los. as distinct from £187 los., that is £2 at 
5 per cent for half-year = is. 

Change in Rate. It frequently occurs that during the period under 
review the rate of interest is changed. In this event, probably the 
simplest method is to strike a balance of the principal on the date 
that the rate changes, calculate the interest to that date, and then 
calculate interest at the new rate on the balance of the principal 
to the endjof the period. Care should be taken, of course, not to 
transfer the interest to the principal column before the end of the 
complete period. 

Illustration. 

lO-- I 

Jan. I. Balance due to ..... 400 

Mar. 31. Jones remits Cash to Brown .... 250 

Apr. 14. Brown sells Goods to Jones (dated i.^th May) . 30 

May 1. Jones sells Goods to Brown .... 20 

Interest to be calculated at 5 per cent per annum up to the 6th April, when 
it tlKiiiRes to 6 per cent per annum. 

Show Account Current to 30th June, calculating in days. 

The Account Current is given on page 49. 

Periodic Balance Method. Under this method interest is reckoned 
on tlie balance (if any) from the commencement of the period until 
the date of the next transaction, when the revised balance is struck 
and interest is computed on it, in its turn, from such date to the 
date of the next transaction, this process being continued throughout 
the period of the account. 

Thus interest is reckoned in stages, each being measured by the 
length of time the balance remains unchanged. 



(i) A IN Account Current with 



4* 



Jones in Account Current with Brown 
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prematurely introduced into the principal column. 
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This method is particularly suitable for interest calculations in 
banking accounts, but it may also be applied to ordinary accounts. 
Its use will necessitate alteration in the form of the Account 
Current inasmuch as it entails the striking of a new balance on the 
occasion of any transaction relating to the account. It must be 
clearly observed that where in a banking account a higher rate of 
interest is charged on overdrafts than is allowed on amounts in 
credit, this is quite different from the system of charging one rate on 
all debits and allowing another on all credits, because in calculating 
Bank Interest the Temporary Balance is the material factor. 


Illustration. 

ig. . 

Jan. I. Balance due to Brown ..... 
Mar. 31. Jones remits cash to Brown .... 
Apl. 14. Brown sells goods to Jones (dated 15th May) 

May I. Jones sells goods to Brown .... 

Show Account Current to 30th June in Brown's books. 
Interest to be calculated at 5 per cent per annum. 
Calculate in [a) days and (6) months. 


£ 

400 

250 

50 

20 


Jones in Account Current with Brown 
(a) (M 


Date 

Dfbits 

Crerlils 

hr . 

Hrtldfice 

Cr . 

Balanrt* 

Da >5 

Unchaniieil 

Proilucts 

Mon the 
UDohaDRCtl 

Product! 

19 ■ 

L 

£ 

£ 

£ 





Jan. X 



41)0 


90 

36,000 

3 

1,200 

Mar. 31 


250 

150 


31 

4.650 

1 

130 

May I 


20 

*30 


M 

],B20 

t 

65 

15 

30 


iBo 


40 

B,2Bo 

it 

370 






iBi 

5 D. 7 SD 

6 

1,685 


(a) Interest on ;f5 0,750 for i day at 5% per annum £ s. d. 


_ . 5075P X ID ^ 

^ 73,000 

(b) Interest on £1,085 ^ month at 5% per annum 

1,605 X ID 


6 19 


= £ 


200 X 12 


[or. being a penny in the £ per month, 1.6B5 pence] 

The difference in the results of the different interest calculations 
is due to the fact of — 

[а) 14 days being treated as | month. 

(б) Difference in the lengtli of montlis. 

(c) Six months are treated as 182J days. i.c. one half of 365 days. 
Illustration. T. Jones, a customer, had the following transactions 
with the Central Bank during the half-year to 30th June, 19. .. 

He drew out as follows — 


19. . 

£ 

19.. 

£ 

Jan. 6 

IDO 

April 2 

950 

18 

180 

May I 

no 

Feb. 22 

IDO 

June I 

40 

Mar. 14 

300 

10 

Bo 
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And paid in as follows — 


19 - . 


£ 

19. . 

£ 

Jan. 31 


80 

April 30 

160 

Feb. 16 


50 

May B 

30 

Mar. 2 


. 500 

24 

80 

12 


. 400 

zB 

30 

3 * 


. 150 

June 25 

. 520 


His balance at ist January, 19 . . was in credit to the extent of £300. 
You are required to show T. Jones's account in the books of the 
bank having regard to the following — 

(1) 2I per cent per annum is allowed on credit balances.^ 

(2) 5 per cent per annum is charged on debit balances. 

(3) Commission charged at rate of is. per £100 on sums paid in. 


T. Jones in Account with the Central Bank, Ltd. 


Data 

Particula/9 







Balances | 

No. of 

Product! 

LfCDlU 




Dr. 

Cr. 1 

Daye 

Debits 

Credits 

i(). . 

Jan Z 

Balance 

£ 

f. 

d. 

1 £ 

1 300 

s. 

0 

d\ 

“1 

i 

£ 

300 

6 


i,Boo 

6 


zoo 

0 

0 



200 

12 


2,400 

iS 


i8d 

D 

D 

1 


20 

13 


sBo 

31 



Bo 

0 

uj 


IDO 

iS 


1 ,800 

Ffb. 16 

1 


50 

D 

0 

1 

150 

6 


Qdo 

32 


ZOO 

0 

0 


50 

B 


400 

Maf. a 



1 300 

0 

D 


55° 

ID 


3.500 

12 



1 400 

0 

o' 


950 

1 ^ 


1,900 

>4 

1 

300 

0 

D 

1 


m 

■■ 


11,050 

3* 

i 


1 130 

0 

o' 


Bew 

* 


x,6do 

April a 

I 

950 

0 

0 

II *5“ 


1 

4,200 


30 

11 

1 160 

0 

” 


10 

■ 


Id 

Mav 1 


, 

1 no 

D 

0 


zoo 

1, ^ 1 

700 


8 



30 

0 

0 

70 


mm 

1,120 


*4 



Bo 

0 

0 


ZD 

\ 4 


40 

26 



30 

0 

0 


40 

* 


z6o 

June 1 


4D 

0 

D 




1 9 



10 1 

1 

Bo 

D 

D 


Bd 


15 

1,200 


25 1 

1 




1 320 

D 

D 


440 

5 

1 

a. 200 


Inlcrcsl . .| 




1 « 

1 

1 




1 7.220 

29,820 



! 

Commiuicni 

• 

D 

0 

I 







Balance 

r/il 

440 

1 

Z 







1 

^1 


1 i210j|^ 

1 

I 

^3301 

1 

1 



1 



July I 

Balance 

a 

1 

[ 440 

1 

1 



1 

1 




Interest is not normally allowed nowadays on current accounts. 
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The interest is ascertained as follows — 

I J. d. 

Interest receivable = 2j% p.a. 00/29,820 for i day b 2 o 10 
Interest payable = 5% p.a. 00/7,220 for i day — 19 9 

Net Interest receivable --/ill 


The commission is ascertained as follows — 

Total payments into bank = /2,ooo 
IS. per cent of / 2 ,ooo = /i 


Noit. The /300 balance has already borne commission during 
the preceding year. 


AVERAGE DUE DATE 

This may be defined as the mean or equated date on which one 
pa3mient may be made in lieu of several payments due on a series of 
dates. 

It is used in connection with the settlement of contra accounts ; 
accounts which are to be settled by a series of bills ; the calculation of 
interest on partners' Drawings Accounts; the piecemeal realiza- 
tion of assets during a partnership dissolution ; and other transactions 
of a similar nature. 

The method of arriving at the average due date is as follows — 

(1) A certain convenient basic date is taken as a starting point 
from which all calculations have to be made. This starting point 
should preferably be the due date of the earliest transaction. 

(2) The number of days (or months) that the due date of each 
transaction is distant from the basic point must then be ascertained. 

(3) Each item (usually taken to the nearest /) is multiplied by 
its distance (measured in terms of days or months) from the basic 
point. 

(4) The products are totalled and divided by the total of the 
various amounts. 

(5) The result is the number of days (or months) that the average 
due date is distant from the chosen basic date. 

lUustration. A owes B the following sums of money due on the 
dates stated — 

i 

IDO due 4th March 
i6d „ 23rd April 
40 ,, 1st May 
200 „ 15th May 
500 31st July 
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He desires to make one payment on the average due date, which 
wrill be ascertained as follows — 


Date 

Amount 

Time from 
4th March 
in days 

Product 

19. . 

£ 



Mar. 4 

100 

0 


April 23 

160 

50 

8.00O 

May I 

40 

58 

2,320 

15 

200 

72 

14.40D 

July 31 

500 

149 

74.500 


;fl,000 


99,220 






CalculatiDn 

9 9.2 2 0 ^ nearest whole number) 

1 ,ooo 

The average due date is 99 days from 4th March » nth June. 

It is not, of course, compulsory to take as a base the date of the 
first amount due. In fact any date may be taken so long as it lies 
between the first and last dates. 

Illustration. Using the previous iUustration, but taking 5th May as 
the basic dale — 



Amount 

1 ime from 5th May 
in days 

Product 

UiilO 

Before- After + 

Before - After -h 

IQ. . 

Mar. 4 

£ 

lOO 

62 

6,200 

April 23 

]6o 

12 

1,920 

May 1 

40 

4 

]6o 

15 

200 

10 

2,000 

July 31 

500 

87 

43.500 


^1.000 


- 8,280 + 45 i 5 oo 

Net Product 37,220 


Calculation 

37.ggo 


1,000 


37 days a/tfr 5th May (to the nearest whole number) 
nth June 
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Illustration. Similarly, the end date may be used as the basic 
date. 


Date 

Amount 

Time from 31st July 
in days 

Product 

19. . 

£ 



Mar. 4 

loo 

M 9 

14,900 

April 23 

160 

99 

15.B40 

May I 

40 

91 

3.640 

15 

200 

77 

15,400 

July 31 

500 

0 



£1,000 


49.78° 


Calculation 


1,000 


50 days before 31st July (to the nearest whole number) 
nth June 


As has been mentioned above, the ascertainment of the average 
due date is often the quickest method of ascertaining the interest 
that should be charged on a series of transactions which bear interest 
over a period (e.g. partners* drawings). 

Illustration. A, a partner in the hrm A B & Co., draws out from 
the business the following amounts during 19. , upon which he is to 
be charged interest at 7 per cent per annum. 


ig. . 


i 

,9. . 

L 

Jan. 31 


■ > 5 ° 

July 31 . 

230 

Feb. 28 


100 

Aug. 31 

. 150 

Mar. 3 1 


160 

Sept. 30 

120 

April 30 


200 

Oct. 31 

100 

May 3 1 


140 

Nov. 30 

iBo 

June 30 


70 

Dec. 31 

. 316 


The best way to deal with a question of this type is to ascertain 
the average due date working in months and then find the amount 
of interest at 7 per cent per annum on £1,936 (the total amount 
of drawings) for the period from the average due date to 31st 
December, ig.. The average due date will be ascertained as 
follows — 
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End date bein^ Commencing date being 

used as basic date used as basic date 



Amounts 

Months 

before 

31st Dec. 

Product 

Months 

after 

I9t Jan. 

Product 

19 - • 

£ 





Jan. 3 « 

150 

II 

1.650 

1 

150 

Feb. afl 

100 

10 

1. 000 

2 

200 

Mar. 31 

160 

9 

1.440 

3 

480 

April 30 

2 DO 

B 

1,600 

4 

Boo 

May 31 

140 

7 

9B0 

5 

700 

June 30 

70 

6 

420 

6 

420 

July 3 > 

230 

5 

1,250 

7 

*.750 

Aug. 3 * 

130 

4 

600 

8 

1,200 

Sept. 30 

120 

3 

360 

9 

i,odo 

Oct. 31 

loo 

2 

200 

10 

1,000 

Nov. 30 

I Bo 

I 

180 

11 

1,980 

Dec. 31 

316 

0 

0 

12 

5.792 


£^.936 


9,6Bo 


13.53* 








Therefore the average due date is — 

q,6Bo 

months prior to 31st December, i.e. 3 months 

1.936 r j 

»= 31st July 


Alteniatively, calculating from ist January, the average due date 
is — 


1.936 


months subsequent to ist January, i.e. 7 months 
=* 31st July 


Accordingly the amount of interest that must be charged to A 
is: interest at 7 per cent per annum on £1,936 for five months 
= £56 9s. 4d. 

Illustration. A owes B £400, due 31st January; A owes B £600, 
due 30th April ; B owes A £300, due 31st March. Find the average 
due date for a settlement in one sum. Calculate in months. 


A TO B B TO A 




Amt. 

£ 

Mths. 

Pro- 

ducts 


Amt. Mths. 

£ 

Pro- 

ducts 

Jan. 

Apr 

31 

30 

400 

600 

0 

3 

0 

1,800 

Mar. 31 

300 2 

60a 



^1,000 


1,800 


/3OO 

600 


Average due date: 1,800 — 600 700 « i 4 months from 31 Jan., 

say. *2 Mar. 70o 


3— (B.aoSj) 
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If the average due date is required for a fixed amount, it is found 
by taking the aggregate of the number of days (or months or years), 
divided by the sum of the number of days (or months or years), 
such quotient being the number of days (or months or years) from 
the commencement. 

Illustration. ;flo,ooo lent on ist January, 1953, is repayable in 
five equal annual instalments commencing 1st January, 1954. Find 
the average due date. 


^_+_ 2 _+_ 3 _+ 4 5 

, 5 

January, 1953, i.e. ist January, 1956. 


15 

5 


= 3 years from ist 



CHAPTER V 


TRADING AND PROFIT AND LOSS ACCOUNT- 
BALANCE SHEET 

Most students will already have familiarized themselves to a 
greater or lesser degree with the nature of the items appearing in the 
Trading and Profit and Loss Account and the Balance Sheet. The 
following pages are devoted to the principles and difiSculties of this 
topic ; problems of an advanced nature will be dealt with as they 
arise in connection with Partnerships and Limited Companies in the 
chapters on those subjects. 

DEFINITIONS 

Gross Profit and Gross Loss. Gross profit is the excess of the sales 
(less returns) over the cost of the goods sold including the expenses 
directly attributable to putting the goods in a saleable condition. 
The cost of the goods sold is the amount of the opening stock plus 
purchases (less returns), less the amount of the closing stock — not 
merely the amount of goods purchased, A gross loss is the converse 
of a gross profit. 

Net Profit and Net Loss. Net profit is the surplus remaining after 
charging against gross profit all the expenses, including depreciation 
and other necessary provisions, properly attributable to the normal 
activities of the jiarticular business. A net loss is the converse of a 
net pr()fit. 


FUNCTIONS OF THE FINAL ACCOUNTS^ 

The final accounts consist of (a) Trading Account, (6) Profit and 
Loss Account, (c) Profit and Loss Appropriation Account and (d) 
Balance Sheet. 

The aim of the Trading Account is to ascertain the gross profit or 
gross loss for a certain period, that of the Profit and Loss Account is 
to ascertain the net profit or net loss for the same period. It is 
customary to keep the two accounts quite separate, but where the 
gross profit or gross loss figure is neither required nor desired, one 
combined account may be employed. It is usual, too, instead of 
showing the two accounts as separate accounts, headed "Trading 
Account" and "Profit and Loss Account," to show them as one 
account with two sections, with the balance brought down from 
one to the other, headed "Trading and Profit and Loss Account." 

^ For the present, attenLion is confined to Trading and Profit and Loss 
Accounts, so tiiat all references to other methods of showing business activitiBS, 
e g. Manufacturing Accounts, are excluded. 
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The aim of the Profit and Loss Appropriation Account is to show 
all dispositions, divisions and appropriations of the net profit. 
Thus, whereas all expenses incurred in the gaining of the net profit, 
such as loan interest, depreciation, rent, rates, wages and the like, 
are chargeable to the Profit and Loss Account, the Appropriation 
Account will be debited with such items as Manager’s commission 
(where intended to be a division of profits), interest on capital of a 
partner, dividends to shareholders of a limited company, etc. 
Similarly all income properly attributable to the ordinary business 
activities will be credited to the Profit and Loss Account, and 
not to the Appropriation Account. 

The vital distinction between the Profit and Loss Account and 
the Appropriation Account is particularly applicable to the 
accounts of limited companies and the topic receives attention in 
Chapter XXIII. 

The Appropriation Account is not usually used in the accounts of 
a sole trader, non-business expenses, such as drawings, being 
debited direct to Capital Account, or, where it is desired to keep the 
capital figure intact, to a Current Account to which also the net 
profit is credited. 

The aim of the Balance Sheet is to show in summary form the 
financial state of the concern as disclosed by the books, and to that 
end will be scheduled the assets, liabilities, reserves and capital as 
they exist upon a given date. 

The Trading and Profit and Loss Account is (as its name implies) 
an Account and its construction conforms to the rules of double- 
entry, whereas the Balance Sheet is quite definitely not an account, 
but a mere Summary of Accounts appearing in the Ledger 
AFTER adjustment OF THE PROFIT AND LoSS ACCOUNT. It will 
therefore be comprised of all items that are not transferred to the 
Trading and Profit and Loss Account, including the closing stock as 
introduced into the books. Hence, as the Trading and Profit and Loss 
Account absorbs, as it were. Nominal items, the Balance Sheet will 
be made up only of assets and liabilities, including closing stock and 
Capital. 

Its form — that is, reverse to the actual side of the Ledger on 
which the particular item appears — should cause no difficulty so long 
as the student treats every item consistently. In accordance 
with English custom, assets are shown on the right hand of the 
Balance Sheet and liabihties and capital on the left hand. The 
terms "debit side" and "credit side" of the Balance Sheet are 
frequently employed, but it is preferable to refer to them as men- 
tioned above : left and right hand. 

Finally, as the Trading and Profit and Loss Account contains the 
results of operations over a period, the heading .should be " Trading 
and Profit and Loss Account for the year (or other period) ended 
. . ."; the Balance Sheet, on the other hand, is a statement of the 
financial position at a stated date and hence should be headed 
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" Balance Sheet as at (or on) (or at) " For example, il 

final accounts are drawn up as a result of operations for the half-year 
to 30th April, 19.., the Trading and Profit and Loss Account 
will be headed — 

Trading and Profit and Loss Account for the Half-year Ended 
Dr. 30TH April. 19.. Cr. 

The Balance Sheet at the close of the period will be headed — 
Balance Sheet as at 30TH April, 19.. 


RULES FOR CONSTRUCTION OF FINAL ACCOUNTS 

(i) Trading Section of the Trading and Profit and Loss Account. 

Tlie items usually appearing in this account are — 

(а) Debit sidl. (Opening Stock. 

PurcJiases. 

Carnage Inv^ards. 

Wages. 

(б) Credit Side Sales. 

Closing Stock. 


The Trial Balance will include opening, but not closing, stock; 
slock at the end of the period must tluTcfore be "taken " and valued 
and be incorporated in the accounts by means of the following 
Journal entry — 


Stock ..... Dr. 

To Trading Account 

When this entry is jiosted, the closing stock will appear on the 
ilebit side of the Stock Ac count and on the credit of the Trading and 
Profit and Loss Account. 

As many students experience great difficult}' in dealing with the 
Stock entries, the following is given by w^ay of illustration. The 
Trial Balance at 31st December, 1952, contains an item Stock 
(ist January, 1952) ;fi,ooo, and on taking stock at 31st December, 
1952, the stock on hand is valued at £1,500. The opening stock 
(£1,000) will have been incorporated into the books at 31st December, 
1951, and have been shown in the Balance Sheet at that date as an 
asset, and will accordingly be a debit balance in the books through- 
out 1952. At 31st December, 1952, it will be transferred to the 
Trading Account by debiting that account and crediting Stock. 
The closing stock (£1,500) will be introduced into the books by 
debiting Stock and crediting Trading Account. The new' stock will 
thus appear as an asset in the Balance Sheet and will remain as a 
debit balance throughout 1953. The Stock Account will appear 
thus — 
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Df. Stock Cr. 


1951 

Dec. 31 

To Trading A/c [1951] . 


£ 

^1,000 

1952 
Dec. 31 

By Trading A/c [1952] ■ 


£ 

X,DDO 

1952 

Dec. 31 

To Trading A/c [1952] 


*1.500 






If, as occasionally happens in examination questions, the closing 
stock is given as part of the Trial Balance, the presumption is that 
the Trading Account has already been prepared prior to the extrac- 
tion of the Trial Balance ; that is, the opening stock, purchases and 
sales and the necessary double-entry for the inclusion of the closing 
stock, have already been disposed of in the Trading Account. 
Reference to the Trial Balance will normally confirm this supposition, 
in that it will include gross profit as a separate balance. In these 
circumstances the closing stock will be shown in the Balance Sheet 
as an asset without adjustment. 

The Trading Section will be closed off and the balance, being 
Gross Profit or Loss, carried down to the Profit and Loss Section. 

( 2 ) Profit and Loss Section. The expenses incurred in carrying 
on the affairs of a concern will vary in accordance with circumstances. 
The following is a list of the usual expenses — 


Wages and Salaries. 
Rent and Rates. 
Insurance. 
Discounts Allowed. 
Stationery. 
Postages. 
Advertising. 
Carriage Outwards. 
Depreciation. 

Bad Debt-i. 

Loan Interest. 


Heating and Lighting. 

Repairs and Renewals. 

Telephone. 

Accountancy and Legal Expenses 
Motor Expenses. 

Bank Charges. 

Travelling Expenses. 

Distributing Expenses generally. 
Royalties. 

Selling Commission. 


Expenses of a special nature (e.g. those peculiar to Limited Com- 
panies, such as Directors' Fees, Debenture Interest) are not included 
here, but will receive mention in their appropriate place. 

Certain items representing gains will be found on the credit side 
of the Profit and Loss Account. Such are — 


Discounts Received. 

Bank Interest. 

Recoveries or Part Recoveries 
of Bad Debts. 


Selling Bonuses. 

Profit on the Sale of Assets. 
Income from Investments. 


The Profit and Loss Section will be closed off and the balance, 
being Net Profit or Loss carried to Capital or Current Account 
(or Appropriation Account where applicable). 

^ An asset in the Balance Sheet at 31st December, 1951. 

■ An asset in the Balance Sheet at 31st December, 1952. 
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(3) Balance Sheet. The balances remaining in the books, com- 
prised of Assets, Liabilities and Capital, will be extracted to 
form the schedule or statement known as the Balance Sheet. 
They are not "transferred” but merely extracted in the form of 
a statement and comprise the opening entries for the succeed- 
ing period. 

The Balance Sheet may be looked upon as the ‘'Trial Balance” 
after the transfer into one combined account of Purchases, Sales 
and Expenses, including the incorporation of the closing Stock and 
the transfer to Capital Account of the net profit or loss for the 
period. 

It is important to observe that the amount shown in Drawings 
Account is transferred to Capital Account (and not to Profit and 
Loss Account) so that the Capital Account will in normal circum- 
stances be made up of (i) Capital at the commencement of the 
period, (2) less Drawings, (3) plus net Profit (or less net Loss) for the 
period. 

The general rules are shown by the following illustration. 

Illustration. The following balances have been extracted from the 
books of H. Jones, retail merchant, at 31st December, 19. and a 
TRADING and PROFIT and loss account and a balance sheet have 
been prepared from them. The closing stock at 3i5t December, 
19. . was £^50. The Lodger accounts are appended in detail to 
amplify and clarify the processes called for in the preparation of 
final accounts. 

The balances remaining in the books agree with the items set out 
in the Balance Sheet below — except that in the Ledger accounts 
the assets are "debits” and liabilities and capital are "credits.” 


H. JONES 


Trial Balance as at 31ST December, 19. . 



Folio 

Dr. 

Cr. 

Fixtures and Fittings . . ■ . 

1 

i 

2,000 

£ 

Stock (as at ist January, 19. .) 

2 

600 


Purchases ....... 

3 

7,200 


Sales ........ 

4 


1o,8dd 

Debtors ....... 

5 

3,000 


Creditors ....... 

6 


1.800 

Expenses ....... 

7 

500 


Drawings ....... 

B 

450 


Cash ........ 

9 

20 


Capital (as at ist January, 19..) . 

10 


1,170 



£ n . 7 i ° 

£13.770 
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H. JONES 

Trading and Profit and Loss Account for the Year Ended 


Dr 


3 1 ST December, ig 


Cr 



To Stcck («)> 

a 

£ 

600 

*9 

Dec 31 

By SaJei 

4 

£ 

1d,Bdd 

,, PuTchaies 

3 

7,acxi 


„ Stock (y)* 

a 

45D 

,, Grosi Pro&t 

c/d 

3.4SD 








fii.a5D 




£ 11,230 

Dec 31 

To Eipeosei 

7 

50 D 

Dec 31 

By Gross Profit 

b/d 

3.43° 

,, Net Pro&t, trans 








f erred to Capitol 
ArCDUnt 

ID 

2 , USD 








£^ 450 




£3 430 










Balance Sheet as at 31ST December, 19 


Capitol at xat Jan , 19 
Less Drawings 

£ 

1 I7Q 

4^0 


£ 

Fixed Assets — 

I ixtures and Fittingb 
Cuirent Assets — 

Stock 

Debtors 

Cash 

1 

1 

1 X 

£ 

2,000 

Add Net Profit 

720 

2 950 


3, 670 

I, Boo 

2 

1 9 

45 ° 

3 DOO 
20 

1 

Current Liabibties — 
Creditors 


6 





xs 470 


1 

£3.470 


I 

Dr. Fixtures and Fittings Cr 


*9 

Dec 31 


To Sundnee 


£ 

2,000 





2 

Dr. Stock Cr 


19 ■ 

Jan I 

To Balance 

b/d 

£ 

600 

19 

Dec 31 

By Trading Acrounl 


£ 

6 m 

Dec 31 

To Trading Account 


450 






3 


Dr. 


19 . 
Dec 3] 


Purchases Cr 




£ 

19 



To Sundnei 


7 200 

Dec 31 

By Trading Arc-ount 



1 See page 64 (A) (i) and (5) 
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4 

Dr. 


Sales 


Cr. 




£ 

19.. 



To Trading Account 


lo.Poo 

i 

Dpc. 31 

By Sundries 



5 

Dr. 


Debtors 


Cr. 


19- 
Dec. 3 > 


To Sundries 


£ 

3,000 





6 


Dr. 


Creditors 


Cr. 




1 

19 . 



£ 



1 

1 

Dee 31 

By Sundries 


i,Boo 


7 

Dr. 


Expenses 


Cr. 


iq 

Dec 31 

To Sundries 


£ 

500 

IQ 

jDec 31 

1 

Bv Profit and Loss 
Account 


£ 

Sao 





1 





B 

Dr. Drawings Cr. 


19 ■ 



£ 

19 



£ 

Dec 31 

To Suodries 


450 

Dec 31 

By Capital Account 

ID 

45° 


9 

Dr, 


Cash 


Cr. 


ig . 



1 ^ 




Dec 31 

To Sundries 


ao 





ID 

Dr. Capital 


Cr. 


iq. 

Dec 31 

Fd Drawings 
,, Ualanco 

8 

c/d 

£ 

450 

3,670 

19 • 

Jan. I 
Dec 31 

By Balance 

,, Profit and Loss 
Arccoimt 

b/d 

£ 

1,17a 

a, 930 




jt 4 ,£ 2 D_ 

ig.. 
Jan, 1 



£i,im 





By Dalance 

b/d 

3.670 
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The elementary rules may now be formulated — 

( A) Trading Account. 

(1) Opening Stock — 

Debit Trading.^ Credit Stock. 

(See item x in preceding illustration, page 62.) 

(2) Purchases — 

Debit Trading. Credit Purchases. 

(3) Expenses (Trading) 

Debit Trading. Credit Expenses. 

(4) Sales 

Debit Sales. Credit Trading. 

(5) Closing Stock (which is not in the Trial Balance). 

Debit Stock. Credit Trading. 

(See item y in preceding illustration, page 62.) 

The Closing Stock so introduced will now appear as a balance in 
the Ledger and therefore as an Asset in the Balance Sheet. 

(6) The balance of Trading will be carried down to Profit and 
Loss by the entry — 

[а) If a profit — 

Debit Trading. Credit Profit and Loss.* 

(б) If a loss— 

Debit Profit and Loss. Credit Trading. 

(B) Profit and Loss Account. 

(1) There will be a balance, being either Gross Profit (credit) or 
Gross Loss (debit) from Trading (as shown in (. 4 ) (6) above). 

(2) Expenses (Profit and Loss) 

Debit Profit and Loss. Credit Expenses. 

(3) Sundry income (e.g. Discounts received). 

Debit the appropriate account Credit Profit and Loss. 

(e.g. Discounts Received). 

(4) The balance of Profit and Loss will be transferred to Capital 
Account by the entry — 

(a) If a Profit. 

Debit Profit and Loss. Credit Capital. 

(&) If a Loss. 

Debit Capital. Credit Profit and Loss. 

^ "Trading" here refers to the Trading section of the Trading and Profit 
and Loss Account. 

* " Profit and Loss " here refers to the Profit and Loss section of the Trading 
and Profit and Loss Account. 
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ADJUSTMENTS 

When preparing final accounts it will be necessary to consider 
the question of the period in respect of which an expense has been 
incurred. It is easy to realize that at any given date, an expense 
may have been paid, or charged if an Expenses Day Book is used, in 
respect of a period which is not co-extensive with the period of 
accounts, either falling short of, or stretching beyond such period, 
and as it is essential that the period for which accounts are prepared 
should bear the true expenditure — no more, no less — an adjustment 
is usually called for to give effect to this principle. Where a payment 
is made in respect of a period beyond the date of the accounts it is 
in the nature of an asset ; that is, the benefit of the expenditure is 
still to be derived and by so treating it the subsequent period bears 
the incidence of the expenditure. Conversely, if a payment fur 
expenditure does not cover the whole period in question, provision 
has to be made for accruals, and this will be in the nature of a 
liability, and by so treating it rehef will be made to the subsequent 
period, which will have debited against it the payment of the expense 
which has arisen in the preceding period. 

In order to ensure that the accounts of a period do contain all 
the expenses and gains properly attributable to that period, all or 
some of the following adjustments will usually be required — 

(fl) Carry forward of payments in advance, e.g. Insurance, Rates, 
and in certain circumstances. Advertising (pages 05-q). 

(?;) Charges for accrued nr accruing expenses, e.g. Rent, Heating, 
Lighting, Telephone (jxiges hq-ji). 

(c) Carry forward of income received but only partly earned or 
accrued, e.g. Apprenticeship Premiums, Rents Received in Advance : 
and its converse, entries for income earned or accrued, not yet wholly 
received (pages 71 3). 

[d) Incorporation of stock into the accounts, e.g. Stationery Stock, 
(r) (1) Depreciation (pages 74-7). 

(2) Bad and Doubtful Debts and Discounts (pages 77-Si). 

(/) Transfers — 

(1) Correction of errors of commission, as, for instance, correc- 
tion of posting to (1) wrong account, (ii) wrong side of an account, 
e.g. charging private withdrawals to Expenses Accounts. 

(2) Correction of errors of omission, e.g. omission of returns, 

etc. 

(3) (i) Special or abnormal charges against Profit and Loss 
Account. 

(ii) Appropriations of Profits, e.g. commissions based upon 

profits. 

{oi) Expenses Prepaid. The book-keeping entry required to deal 
with prepayments or payments in advance is : debit Expenses 
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Prepaid Account, credit Expense Account ; and the effect of the 
entry is to reduce the expenses debited to Profit and Loss Account. 
The Expenses Prepaid Account is an asset and will appear on the 
Balance Sheet as such. 

Illustration. A commenced business on 1st April, 19. and at 
the date of the Trial Balance extracted on 31st December, 19.., 
has paid rates to 31st March next, the proportion of such prepay- 
ment, i.e. for the three months between ist January and 31st 
March, being £30. Make the adjustment for the purpose of preparing 
final accounts in respect of the period ended 31st December, 19. .. 


J OURNAL 


19. . 


£ 

£ 

Dec. 31 

Expenses Prepaid ..... Dr. 

To Rates ....... 

Being transfer of Rates prepaid at this date. 

30 

30 


The item will be shown in the Balance Sheet at 31st December, 
ig. ., as an asset, and on the following ist January, 19. ., it will be 
transferred back to Rates Account, thus throwing the charge 
therefor on to the following period. 

This entry will be — 


J OURNAL 


19. . 
Jan. I 

Rates ....... Dr. 

£ 

30 

£ 


To Expenses Prepaid ..... 
Being transfer of Rates applicable to three months 

30 



ended 31st March, 19. . 




The Ledger Accounts will then be — 


Dr. 


Rates 


Cr. 


Oct. 


3 To Caih 


(say) 


Jan, ] 


To Ex|an 


Prepaid 



£ 

>9 



£ 


I2D 

Dec 31 

By Expensea Prepaid 


30 




,, Profit And Lost 





Account 


90 


£12U 




£i2d 


30 






-Dr. Expenses Prepaid Cr. 




£ 

■9 



To Ratea Prepaid' 


3D 

Jxn. 1 

By Ratea 



^ This would appear in the Balance Sheet on 31st December, 19. . as an 
asset, and on the following ist January, the first day in the new period be 
re^transf erred to Rates Account. 
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The same procedure will be followed in all cases of prepayments. 

In practice, a simpler alternative method is generally adopted, 
whereby the adjustments are made within the one account. The 
method is as follows — 

The amount prepaid is credited to the Expense Account and 
brought down as a balance on the account (in the same way as a 
cash bailee is brought down). The balance of the Expense 
Account is then transferred to the Trading and Profit and Loss 
Account. The amount brought down on the Expense Account is 
shown in the Balance Sheet as an asset. 

Illustration. The facts in the preceding illustration may be shown 
thus — 


Dr. Rates Cr. 


1 "0 

1 

Tn Caih 

1 

£ 

130 

19 . . 
Dec. 31 

By Amount Prepaid 
,, Profit and Loss 
Account 

c/d 

1 

' o o 

I 

1 

1 




£120 




£I 2 D 

Jan 1 

To Rates Prepaid 

b/d 

30 





It i*! important to see that the final balance transferred to Profit 
and Loss Account shows a consistent result, e.g. if rates are £30 
prepaid, the rates tor the whole year should be £120, and this can 
be seen with reference to the account for the following year, which 
will appear as follows — 

Dr. 



Rates 



Cr. 

*9 ■ 

Jan 1 
Oct. 3 

To Rates Prepaid 
,, Cash 

b/d 

£ 

30 

13 D 

*9 • 
Dec 31 

Dy Amount Prepaid 
,, Profit and Loss 
Account 

c/d 

£ 

3 “ 

120 




£150 




£130 

l!#. . 
Jan I 

To Rates Prepaid 

b/d 

30 






The above assumes that the rates payable for the rating year to 
the following 31st March are unaltered. 

In order to make the principle clear the following example is 
given relating to insurance, which is usually payable in advance. 

Illustration. A commences business on 1st May, and draws 
up his accounts on 31st December. He has paid insurance £36 in 
respect of Fire on 15th May covering the year to the following 
30th April. In the next year he increases his cover and the new 
premium is to be £48. Show how these matters would be dealt 
with in the accounts for the eight months ended 31st December, 
and for the next year ended 31st December. As the form required 
for the Journal is precisely as before, only the Ledger Accounts are 
given. 

^ Succeeding year. 
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First method (i.e. the emplo3mient of Expenses Prepaid Account). 


Dr. Insurance Cr. 


19 - . 
May 13 

Td Cosh — Insurance for 
year ended 30th 
April, 19. . 


£ 

36 

19.. 
Dec. 31 

By Expenses Prepaid 

Account 

,, Profit and LoSS 
Account 


£ 

IS 

34 

■9.. 
Jan. 1 

May 15 




£36 

Dec 31 



£36 

To Expenses Prepaid 
Account 

,, Cash — Insurance lor 
year ended 30th 
April, I9. . 


12 

48 

By Expenses Prepaid 
Account 

„ Profit and Lois 
Account 


16 

44 

ig.. 
Jan. 1 




£ 5 o 




£6a 

To Expenses 
Account 

Prepaid 


16 






Dr. Expenses Prepaid Cr. 


I9-. 



£ 

19. . 



£ 

Dec. 31 

To Insurance Prepaid*. 


12 

Jan. z 

By Insurance Accxiiint . 


12 

19.. 




19.. 




Doc. 31 

To Insurance Prepaid * . 


16 

Jan. z 

By Insurance Account . 


z6 


Second Method (i.e. the making of the adjustment within the 
Expense Account). 

Dr. Insurance Cr. 


ig.. 



£ 

zg.. 



£ 

May Z3 

To Cash 


36 

Dec. 31 

By Amount Prepaid 

c/d 

la 






.. Profit and Uoss 







Account 


34 




£36 




£36 

Jan. I 
May 15 

To Insurance Prepaid*. 

b/d 

12 

zg. . 
Dcl. 31 

By Amounl Prepaid 

c/d 

16 

„ Cash 


48 


„ PrcMt and Loss 







Account 


44 

zg.. 
Jan. I 



£60 




£60 

To Insurance Prepaid * . 

b/d 

Z6 






It will be observed that A has been insured in the first period for 
EIGHT months only (i.e. the period commencing 1st May, 19. ., and 
ending 31st December, 19..), and as the Insurance is £36 per 
annum, it is equivalent to £3 monthly, therefore £3x8 should be 
the charge to Profit and Loss Account for the first period, As 


^ These items will appear in the respective Balance Sheets as assets. 
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regards the second period, A is insured for four months (i.e. from 
the following ist January to 30th April) at a month, and for 
eight months (i.e. from ist May to 31st December) at £4 a 
month; the amount of Insurance chargeable to the Profit and 
Loss Account should be, therefore, £44 [i.e. £3X4 (£12) plus 

£4X8 (£32)]- 

If A ceased to carry on business on ist May in the year next follow- 
ing, there would be no furtlicr payment for Insurance, and the item 
of £16 would be transferred to the Profit and Loss Account for the 
four months ended 30th April, which is four months' insurance at 
£4 per month, i.e. £16. 

(&) Expenses Accrued and Accruing. The circumstances giving 
rise to adjustments under this heading are roughly the reverse to 
those relating to prepayments ; that is to say, where an expense has 
been incurred, but not brought into the accounts. \^ere an 
expense has become a definite debt this is termed an accruED ex- 
pense, but where it has not become a definite debt it is designated 
an accrulNG expense. The distinction from a legal point of view is 
important, but for the purpose of elementary adjustments is quite 
immaterial. In order that the student may thoroughly appreci- 
ate the difference, an example may be given in relation to Rent. If 
a tenant draws up his accounts to 31st January, 19. ., and has not 
paid his rent since the September quarter (29th September) then 
his Rent Accrued is for the quarter to 25th December, 19. ., and 
his Rent Accruing is from that dale to 31st January, 19. .. Both 
must be dealt with in the accounts because the business has had the 
use of the premises for such period, but in point of law it is the 
accrued portion that actually constitutes a definitely enforceable 
debt, and the accruing rent will not become accrued rent, and 
therefore an enforceable debt, till 25th March, 19. . ; nevertheless 
both, as mentioned, must be the subject of a provision for Rent 
accrued and accruing in respect of the period ended 31st January. 

Illustration. A draws up his accounts to 31st December, 19. ., 
and his Rent is £180 per annum payable on the usual quarter days, ^ 
the last Rent being paid to 29th September, 19. . . 

At 31st December^ 19. ., there is 

£ 

(a) Rent accrued to 25th December, 19. . . -45 

(b) Rent accruing from z6th December, 19. ., to 31st 

December, 19. i.e. 6 days, i.e. 6/90 X £45 . 3 

The amount to be provided therefore is £48. 

The methods adopted for accruals will be founded upon the same 
principles as those adopted in dealing with prepayments; that is, 

* The usual quarter days are 25th March (Lady Day), 24th June (Midsum- 
mer Day), z9th September (Michaelmas), 23th December (Christmas). 
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a separate Accruals Account may be opened or the adjustment may 
be made within the Expense Account itself. 

First Method. The Journal entry will be — 


J OURN AL 


19. . 



£ 

£ 

Dec. 31 

Rent ...... 

To Expenses Accruals 

Being transfer of Rent accrued and 
at this date. 

. Dr. 

accruing 

48 

48 

19. 





Jan. 1 

Expenses Accruals .... 

To Rent ..... 

Being transfer of Rent accrued and 
at this date. 

. Dr. 

accruing 

48 

48 


Second Method. The amount accrued or accruing is debited to 
the Expense Account and brought down as a balance on the account, 
whereupon the balance of the Expense Account is transferred in 
the ordinary way to the debit of Profit and Loss Account. The 
amount brought down on the credit side of the Expense Account is 
shown in the Balance Sheet as a liability. 

Illustration. A started business on 1st January, 19. and draws 
up his first accounts in respect of tlie year to 31st December, 
19,.. At this date he had not received the account in respect of 
his Gas and Electricity for the quarter ended 31st December ig. . . 
This accoimt is estimated to be £30. The charges incurred for the 


first three quarters were — ^ 

Quarter endt'd 3 ist March 25 

.. M 30th June . . 20 

.1 „ 30th September 15 


The journal entries to record the creation of this provision and the 
subsequent transfer to Profit and Loss Account are as follows— 


J OURNAL 


19. . 
Dec. 31 

Electricity and Gas ■ . . . . Dr. 

To Expenses Accrued - . . . . 

Being amount accrued due and unpaid. 


£ 

30 

£ 

30 


Profit and Loss Account 

To Electricity and Gas. 

Being transfer to Profit and Loss 
amount applicable to the yeai 
date. 

. Dr. 

Account of 
ended tins 


90 

9° 


Succeediug year. 
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The accounts will therefore be as follows — 


Dr. Electricity and Gas Cr. 


19. . 
Mar. 31 
June 30 
Sppt. 30 
I 3 cc. 3 > 

To Cash 

„ Expenses Accrued* 


£ 

25 

2 D 

15 

30 

19 . 

Dec 31 

By Profit and Loss 
Account 


£ 

90 

£90 

£90 



Dr. 


Expenses Accrued 


Cr. 





19 . 



£ 





Dec. 31 

By Electricity and Gas* 


30 


In dealing with accruals, the student should be aware that if an 
Expenses Day Book is employed all expenses accrued will have 
been passed tliruugh the books and if the account, at the date of 
the completion of the accounting period, is still unpaid, it will appear 
as a creditor so that provision is required only for items accruing. 
On the other hand, if no such book is employed, the expenses being 
entered upon payment direct from the Cash Book, then all expenses 
unpaid whether accrued or accruing must be provided for. In other 
words, in all cases, “ accruings ” will require to be brought into the 
adjustments, but not “ accrueds ” where the invoice has already 
been passed through the books. 

Care, however, must be exercised in obtaining all invoices for 
accrued items even if a Day Book is employed, particularly where 
time must elapse befuie the invoice is received, c.g. Electricity 
Account. The meter may be read to ''6th December" and the 
accounts of the consumer be drawn up to loth December. At this 
date it is improbable that the invoice for the quarter to 6th December 
will have been recei\ ed. Ihe Expenses Day Book might be kept 
'‘o])en" till its receipt but, if it is closed off promptly, provision 
will be required lor (a) Electricity accrued to 6th December, and 
(b) Electricity accruing from 7th December to lOth December. If no 
Expenses Day Book is employed, the entries not being recorded till 
pa\nient (neither of the above having been paid) both (a) and (&) 
will have to be provided for. 

The above distinction, it should be emphasized, applies to all 
expenses. 

(c) (i) Unearned Income. Where sums have been received during 
a period in respect of future service, only part of such suins will be 
applicable to service rendered in the period of accounts during which 
they Were received. The part apportionable to future periods will be 
treated similarly to an "accrued** expense. A debit entry above 

* Alternatively, the balance could be brought down below the line in the 
same account, thus di.speiising with the Expenses Accrued Account. 

* This amount is shown as a liability on the Balance Sheet drawn up at 
3 lit December. 
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the line and a credit entry below the line in the income account will 
ensure that the Profit and Loss Account is credited with the cor- 
rectly apportionable amount. The credit balance will appear as a 
liability in the Balance Sheet. 

Illustration. A solicitor receives £300 premium from an 
articled clerk on ist January, 19.., entering into articles for five 
years. The solicitor makes up his accounts for the year to 31st 
December, 19. . . 

The "Premiums on Articled Clerks" Account will appear — 


Dr. Premiums on Articled Clerks Cr. 


19.. 
Dec. 31 

To Pr of i t and Lobs 
Account 
„ Balance . 

c/d 

£ 

6a 

24.D 

19 - 

Jan. z 

By Caeb 


£ 

300 




£sao 

19 . 
Jan. I 



£300 





By Balance . 

b/d 

340 


(ii) Income Accrued and Accruing. The principle involved under 
this heading is analogous to that of expenses accrued or accruing 
except that the adjustment will operate in the reverse manner. The 
accrual for expenses, it will be remembered, has the effect of in- 
creasing the charge to the Profit and Loss Account and increasing 
the liabilities. The effect, therefore, of the adjustment now under 
consideration is to increase the income in the Profit and Loss Account, 
and increase the amount of the assets. 

The rule is: Credit above the "line"; debit below the "line." 

Illustration. The amount standing to the credit of Loan Interest 
at 31st December, 1952, is ^fioo ; an amount of £^o is due and unpaid 
by a borrower to 30th November, 1952, and £6 accruing. 

Show Journal entries (ignoring narratives). 


J OURNAL 


1952 



£ 

£ 

Dec. 31 

Loan Interest Accrued and Accruing Dr. 


36 



To Loan Interest .... 



36 


Alternatively, the simple device of crediting above the "line" and 
debiting below the 'Tine" may be, and usually is, adopted. The 
Ledger account is shown on page 73. 

In examination work the precise words used in the Trial Balance 
should be carefully scrutinized because if the words "Loan Interest 
received" are employed, the accrued and accruing amounts given 
in the question are not part of the balancing figures ; if, on the other 
hand, the words "Loan Interest Received and accrued (and/or 
accruing) " are employed, the account has already been adjusted 
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and the accrual is a debit in the books ; hence it is part of the 
Trial Balance, calling for no further adjustment. In the former 
instance, where the loan interest shown is only the amount received, 
the adjustment must be made. 


Dr . Loan Intbrsst Cr. 


1952 

Td Profit and Lobb 


£ 

1952 



£ 

Dec. 3* 



Dec. 31 

By (details) 


loo 


Account 


136 < 

„ Loan Interest Accrued 








to 3Dth Nov., 1952 . 

c/d 

30 






„ Loan Interest Accni- 







mg . . . 

c/d 

6 




£136 




£136 

1953 
Jan. I 

To Loan Interut Accrued 

b/d 

3 ° 

(«) 




„ Loan Interest Accru- 





ing .. . 

b/d 

6 

(«) 





(a) Shown bb an uiet in the BaUnce Shset. 


(d) Expenses Stock. When stock is held other than of goods for 
resale, e.g. advertising or stationery stock, it should always be dealt 
with in the account to which it relates. It will therefore be included 
in the particular expense figure in the Profit and Loss Account and 
not in the stock of goods figure in the Trading Account. Thus, if 
the Trial Balance shows — ^ 

Opening Stock (Stationery) zoo 

Stationery Purchases . 470 

and as a note (not in the Trial Balance) closing stock of £70, the 
Profit and Loss Account will show a net debit of £500, i.e. £100 + 
£470 - £70, and the Balance Sheet, Stationery Stock £70 as an 
asset. If the closing stock is shown as part of the Trial Balance it 
presupposes that the Stationery Account has been fully dealt with, 
and in reference to the preceding illustration the Trial Balance would 
in these circumstances show — ^ 

Stationery Account . . . 500 (Profit and Loss Account) 

Stationery Stock (Closing) 70 (Balance Sheet) 

In the Expense Account itself, the entries for stock will be a 
credit "above the line" and a debit "below the line," thus — 


Dr. Stationery Cr. 


ig. . 
Jan. 1 
Dec. 31 

To Stock 
,, Purchases 

b/d 

£ 

lOD 

470 

19 . 
Dec. 31 

By Stock 
„ Profit and 
Loss A/c . 

c/d 

£ 

70 

500 




^ 57 " 




/570 

in. . 
Jan. I 

To Stock 

b/d 

70^ 






^ Shown as an Asset in the Balance Sheet. 
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[e) (i) Depreciation. In normal circumstances the question of 
providing for depreciation is deferred until the Trial Balance is 
extracted and hence will not have been dealt with prior to the 
preparation of the final accounts. In examination work a note will 
be appended to the question stating the rate of depreciation to be 
provided. As the purpose at present is to explain the methods of 
entry of adjustments, detailed consideration of depreciation is 
dealt with in Chapter VII, but in order to present the student with 
a rough conception of its nature, it may be stated that deprecia- 
tion is the inherent decline in the value of an asset from any cause 
whatever. The wearing out of a machine is a simple and obvious 
example, but it must be emphasized that this is but one of many 
causes. As with all other entries, there must be complete double- 
entry for the depreciation adjustment. The required entry is: 
debit Trading and Profit and Loss Account and credit the Asset, 
in respect of which depreciation is being recorded. This entry con- 
forms with the principles already enunciated in that the debit to 
Trading and Profit and Loss Account is necessary because the 
amount written off represents an expense and the credit to the 
asset is required as the asset has, pro ianto, been reduced in value. 

As there are usually several assets which must be treated in a 
similar manner it is not unusual to make the transfer for deprecia- 
tion to a Depreciation Account and transfer the whole of that 
account representing the depreciation of several assets to the Trad- 
ing and Profit and Loss Account. 

The following would be the Journal entries lor Depreciation, 
assuming that an amount of £ioo is to be written off Plant. 


J QURN AL 


19. . 


1 

Dec. 31 

Trading and Profit and Loss Account Dr 

100 


To Plant ..... 



Being Depreciation for the year ended 



this date. 



If the Depreciation Account is employed in preference to the 
direct transfer as above, the entries would be — 


Journal 


Depreciation , . .Dr 

i 

lOO 

L 

To Plant ..... 


100 

Being Depreciation for the year ended this 



date. 



Trading and Profit and Loss Account ^ Dr 
To Depreciation .... 

Being Depreciation transferred 

IDO 

loo 


^ See page 75 (end of first paragraph). 
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Depreciation dealt with before extracting the Trial Balance will 
appear among the acrounts therein. The asset will already have 
been credited with the amount of depreciation and the necessary 
debit to depreciation made, so that only the formal transfer to 
Trading and Profit and Loss Account is required. Reverting to the 
above example the only entry required will be that marked (^). 

These points may be further illustrated by an example — 

Illustration. Fixtures Account at ist January, 19. appears in 
the books at £^00 and 5 per cent Depreciation is to be written off. 
If no depreciation has been written off for the year prior to the ex- 
traction of the Trial Balance, the amount standing in the books 
against Fixtures of £5^0 will appear in the Trial Balance at 31st 
December, 19. .. In order to write off depreciation an entry to the 
debit of Trading and Profit and Loss Account and to the credit of 
Fixtures Account will be required ; or, the depreciation may be first 
debited to Depreciation Account and credited to Fixtures, and then 
transferred to the Trading and Profit and Loss Account. 

On the other hand, if depreciation has been dealt with prior to 
the extraction of the Trial Ijalance, the Trial Balance will not show 
Fixtures A' coun^ as ^500 (for £25 has already been credited to it by 
way of depreciation), but as £475, and Depreciation Account will be 
part of the Trial Balance at tlie figure of £2^. Hence, instead of 
Fixtures £500 there will be Fixtures £475 and Depreciation Account 
£25. Upon preparing the Trading and Profit and Loss Account the 
amount of £25 debited in the Depreciation Account will be trans- 
lerred to the former account by the following entry: debit Trading 
and Profit and Lo.ss Account, credit Dcjireciation Account. 

If the asset is to stay in the books at cost, the entries are — 

Debit Depreciation Account (or Profit and Loss Account). 

Credit Depreciation Provision or Fund Account.^ 

Where cash is invested outside the business to ensure that when 
replacement is required, the necessary cash will be available, the 
following additional entries will be made — 

Debit Depreciation Investment Fund. 

Credit Bank. 

Depreciation is usually computed at a certain rate per annum, 
e.g. 10 per cent per annum. The student must exercise great care 
in the calculation, when the period covered by the accounts is not a 
year, for when the accounts are prepared half-yearly the deprecia- 
tion would be 5 per cent actual. Examiners often omit the term 
"per annum,” so that if the actual rate is given, the amount to be 
calculated for depreciation will require adjusting accordingly. For 

^ This may also be referred to as "PepreciatiDii Reserve." The difference 
between the terms I’rovision and Reserve is dealt with in Chapter VII. The 
distinction is important in Limited Company accounts, but the student may 
find it useful to accustom himself to the terms by using them also in the 
accounts of sole traders and partnerships. 
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example, if accounts are prepared half-yearly, depreciation at 15 
per cent per annum will mean ']\ per cent for the h^f yesir; but 
if the words "per annum" are omitted, depreciation in that half- 
year will be 15 per cent instead of 'j\ per cent, that is at the rate 
of 30 per cent per annum. 

^Qiere assets have been acquired during the period covered by 
the accounts, depreciation should be charged upon the new assets 
from the date of acquisition to the end of the accounting period. 
In the examination, if no indication is given as to the date of acquisi- 
tion, depreciation should be calculated on the closing balance, and 
an explanatory note made at the foot of the answer. The newly 
acquired asset may be an addition to the existing assets, or may be 
merely a replacement. In the latter case the book value of the old 
asset must be completely eliminated by crediting it with — 

(а) Loss on Sale (if a profit the entry will be a debit). 

(б) Depreciation to the date the asset ceases to be used. 

(c) Proceeds of Sale. 

If any costs should be incurred, for example on dismantling plant, 
these also will appear as a debit to the old Asset Account. Thus — 

Dr. Plant Cr. 


To Balance 

b/d 

1 1 
150 


By Sale .... 


i 

lo 

„ Cost of Dismantling 

1 23 


,, Depreciation (to date of 





1 


ceasing to be used) . 
,, Profit and Lois 


30 





Account (Loss on 
Sale) 


143 



£172 




£17* 









If the sale realized, say, £210 the account would be — 

Dr. Plant Cr. 


To Balance 

,, Cost of Dismantling 
,, Profit and Loss 
Account (Profit on 
Sale) 

b/d 

1 

23 

58 


By Sale .... 
,, Depreciation 


aio 

30 



^330 




£230 


Illustration. Period of accounts 1st June, 19. . to 31st December, 


19. . (i.e. seven months). ^ 

Plant and Machinery Balance, ist June, 19. . 8,000 

Plant and Machinery purchased ist October, 19. . . 2,000 

Depreciation to be calculated at 6 per cent p>er annum. 
The amount of depreciation is — £ 

6% on /8,odo for 7 months ..... 280 

6% on ^2,000 for 3 months ..... 30 


[6% per annum 


IS. per jfiD per month.] 
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Plant and Machinery Account will appear as follows — 


Dr . Plant and Machinery Cr. 


19. . 
June I 
Oct. 1 

To Balance 
,, Cash (nr Creditor) 

b/d 

1 

8.000 

2.000 

Dec. 31 

By Depreciation . 

„ Balance 

c/d 

£ 

310 

9,690 

iij. . 

Jan. 1 



£id.ooo 




£10,000 

To Balance 

b/d 

9,690 






Depreciation is dealt with in more detail in Chapter VII. 


(ii) Provisions^ for Bad and Doubtful Debts and Discounts. The 
provision for bad and doubtful debts is usually made by taking a 
suitable percentage on Sundry Debtors^ and when computed the 
amount will be entered twice in the Bad and Doubtful Debts 
Account — 

(1) On the debit side above the 'Tine/' and 

(2) On the credit side below the 'Tine." 

The latter figure will be sliown either as a liability, or n.s a deduction 
from Debtors on the assets side of the Balance Sheet. The latter 
method i.s more frequently used in modem accounting. 

Where separate acenunts for Bad Debts and Provision for Bad and 
Dtmbtfiil Debts are kept, and it is required to carry forward to the 
next period a revised provision based upon a percentage of Sundry 
Debtors, the following steps must be taken — 

(1) The balance of Bad Debts Account, that is bad debts actually 
WRiiTEN OFF, less bad debts that have been recouped, is transferred 
to the debit of Provision for Bad and Doubtful Debts, or to the 
credit of that account if recoveries exceed amounts WTitten off. 

(2) The new Bad and Doubtful Debts Provision will be debited 
above the ‘Tine" and credited below it in the Provision Account. 

(3) The balance will be dealt with thus — 

(а) if Debit, the transfer will be — Debit Profit and Loss Account 

and Credit Provision for Bad and Doubtful Debts. 

(б) if Credit, the transier will be — Debit Provision for Bad and 

Doubtful Debts and Credit Profit and Loss Account. 

Illustration. The following figures relate to the books of a trader. 

Bad and Doubtful Debts I’ruvision at ist January, 19. . . . Cr. £^00 

Bad debts written ofl during the year to 31st December ig. . Dr. /goo 

The Provi.sion is to be maintained at 5 per cent of Sundry Debtors, 
which at 31st December, ig. ., are £20,000. 

^ These may also be referred to as Reserves instead of Provisions. See 
footnote on page 75. 

* Alternatively the Bad and Doubtful Debts Provision may be based on an 
I'stimatc of the worth of each debt at the balance sheet date ur be taken as a 
percentage on crrdit sales. (Usually the former is preferred, as it is more 
accurate, and being specific, will be allowed for taxation purposes.) 
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The Bad and Doubtful Debts Provision will be — 

Dr Provision for Bad and Ddubtiul Dldis Cy 


iq 

Doc 31 

To Bad Debts written off 
,, Balance 

c/d 

£ 

qno 

I ooo 

19 

Tan I 
Dec 31 

By Balanrr 

, Profit and loss 
Account 

b/d 

L 

Bdo 




£l qno 

iq 

Jan I 



ifi.qoD 





By Balance 

b/il 

1,000 


Dr Bad Debts Cr 


19 

Dec 31 

To Debtors (detaili?d) 


1 ^ 

1 900 

■q 

Dpc 31 

By Transfer to Provision 
f)r Bad and Doubt 
fill Debts 


1 

qoo 










It will be apparent that the "clearance” may be effected by trans- 
ferring /rt?m Bad Debts Piovision io Bad Debts Account and to this 
alternative no objection can legitimately be raised Eliminating 
dates the accounts would appear — 

Dr Provision for Bvd and Doi utfi i Dirts Cr 


To Balance 

c/d 

0 

0 


By Balance 

, Transfer to Bad Debts 
Account 

b/d 

L 

Boo 

aoo 



£1 ooo 




£i ooo 





By Balance 

b/d 

1 OOo 


Dr Bad Debts Cr 


To Debtors (detailtd) 

,, Iransfer from Bad and 
DoubllulDebts 
Provisi jn 


£ 

900 

200 


By Profit and Loss 
Account 


£ 

1,100 



£l IDO 




£l IDO 


Alternative Treatment of Bad Debts. A consolidated account is 
often used whereby the proMsion is raised and adjusted in the Bad 
Debts Account, thus dispensing with the separate aceount, as below — 

Dr Bad Debts Cr. 


To [details, etc ) 

,, Provision 

c/d 

£ 

qoo 

1,000 


By Provision 
, Profit and Loii 
Account 

b/d 

£ 

Boo 

I,|D0 



£1,900 




£1.900 





By Provision 

b/d 

1,000 


Discounts. Where a Provision for Discounts is to be created on ’ 
Sundry Debtors, the object is to charge against the current period 
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the estimated rash discounts that will be ordinarily allowed to 
debtors on sales during the period, and which will involve a reduction 
in the Balance Sheet of the book value of debtors. Naturally, such a 
disroiint will be allowed only upon payment being made within the 
period stipulated expressly or impliedly in the contract, so that it is 
usually not necessary to provide for discounts on all the debtors, 
and further it is clear that if a debtor’s account is written off as 
bad no provision for discount is required. It is therefore important 
that the discount jjrovision be calculated on the proportion of 
debtors likely to be “good,” that is, not merely those who will pay 
“sooner or later” but the promjd payers. As a matter of caution, 
it is the practice generally to assume that the proportion of debtors 
who are likely to pay will pay promptly and take advantage of the 
discount terms. Therefore, before making the Discount Provision 
the estimate of bad and doubtful debts must FIRST be made and 
provided for, and the Discount Provision created on the balance 
of debtors ; in other words, on the estimated “ good “ debtors, being 
the debtors according to the ledger less the Provision for Bad and 
Doubtful Debts. ^ 

It is usual to confine the creation and adjustment of the Discount 
Provision to the last method shown in relation to bad debts, i.e. the 
consolidated account. 

Illustration. £ 

Discounts allowed during the year to 31st December, 19 . . 1,200 

Discount Provision at 1st January, 19 . . . . 270 

Debtors (none likely to be bad) at 31st December, 19 . 6,dod 

Discount Provision to be 5%. 


Df. Discounts Allowed Cr. 


^9 

Dec 3I 

To Sundnes from Cash 
Book . 


£ 

1,300 

19 • 

Jan. 1 
Dec. 31 

By Provi^'iDii 
,, Protil anil Loss 

b/dj 

1 £ 

1 » 7 o 


,, Provi'iion 

c/d 

jon 

Account 

1 

1 1 , 33 D 




£1,500 



1 

I 

1 ^ 1.500 




i 

1 

19 . 

jan. 1 

By ProviMoii 

j b/d ' 

1 

1 3D0 


If, however, it is estimated tliat 26 per cent of the £6.000 are 
likely to be bad, the Bad and Doubtful Debts Provision would be 
adjusted to £1,200, leaving £4,800 as the basis of the Discount 
Provision ; so that the Provision of £joo as computed above w^ould 
be 5 per cent of £4,800 — £240, the account being as follows — 


Dr. Discounts Allowed Cr. 


>9 


£ 1 

ig . 


£ 

Dec. 31 

To Sundriri from Cash 


Jan. X 

By Provision . 

b/d z7o 


Book . 

I,30D 

Dec. 31 

,, Profit and Loss 



,, Provision . c/d 

240 


Account 

1,170 



£■,440 



£1.440 


1 


19 

iJan. 1 

Bv Provision . 

b/d M40 


* The same principle must be followed in respect of Goods out on Sale or 
Return (see page 85). 
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The Balance Sheet at 31st December, 19.., would, as far as 
Debtors are concerned, appear — 

I I 

Sundry Debtors ...... 6,doo 

Less Provision for Bad and Doubtful Debts '(20%) 1,200 

4, Boo 


Less Provision for Discounts^ (5% of /4.800) 

240 

4.560 

Illustration. 

The following figures appear in 

the books of Y 

19 ■ 


£ 

Jan. I. 

Bad and Doubtful Debts ProMsion 

1,200 


Discounts Allowed Provision 

560 

Dec. 31. 

Discounts Allowed during year . 

930 

Bad Debts written off 

470 


Bad Debts recovered. 

25 


Debtors (per Ledger) 

io,o6d 


Write off a further ^240 (definitely bad). 

Create a Discounts Allowed Provision of 3 per cent 
Create a Bad and Doubtful Debts Piovision of 10 per cent. 
Show Accounts : calculate to nearest £ 

The accounts are — 


Df Provision tor Bad and Doui’th l Debts Cr 


19 

Dec 31 

To Balance 
,, Bad Debts 

c/d 

£ 

982 

aiB 

Jan I 

By Balance . 

b/d 

£ 

1,200 




£^1,200 




£ 1,200 





19 

Jan 1 

By Balaiicr 

b/d 

981 

Dr. 


Bad Debts 



Cr. 

19 

Dec 31 

To (details) 

,, Sundry Debton writ- 
ten off . 

,, Profit and Loss 
Account 


£ 

470 

240 

25 

*9 

Dec 31 

By (details) Bad Debts 

RpiuvLred* 

,, Bad Debts l*rn\isirni . 
,, Profit and Loss 
Account 


£ 

*5 

21B 

492 




£735 




£733 










Dr. Discounts Allowed Cr. 


*9 

Dec 31 

To Sundries . 

,, Provision . 


1 




■ 




1 £1.193 

1 



£1.193 







265 


^ These items are credits in the books, and instead of being shown as 
liabilities are deducted from the asset. 

" The debit is to cash ; or alternatively the treatment is — 

Debit cash ; Credit Person^ Account. 

Debit Personal Account ; Credit Bad Debts Account. 
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Dr . Sundry Debtors Cr. 


19. . 
Dpc. 31 

Td (detailed Ledger Ac- 
DDunta) 


M 

19.. 
Dec. 31 

By Bad Debts 
,, Balances . 

c/d 

£ 

140 

9,B2D 




pHB] 




£id,o6o 

19. . 
Jan. I 

To Balances . 

b/d 

g 






Notes, (i) The Bad and Doubtful Debts Provdsion would be created on the 
value of the debtors as shown in the books at 31st December, 19. i.e. 10% 
of /9,82 d. 


(2) The Discount Provision is 3% on^ — 


Book Value of the Debtors 9*820 

Less Bad and Doubtful Debts Provision 9B2 

;^8.B3S 

3% on ;£B,838 (taken to nearest f) -= ^2b5 


These Provisions will then appear in the Balance Sheet in the 
following manner — 


Assets Side 

£ £ 

Sundry Debtors ...... 9.B20 

/.fis PruMsiunfor Bad and Doubtful Debts (10%) 982 

8,838 

Provisu)!! fi)r Disrounts (3% of ;^8,B38) 265 

8.573 

Loan Interest. The lender of money usually requires a reward for 
the use by the borrower of the sum loaned, the amount of which 
varies with rircumstanres. Such a reward is termed Interest and it is 
customary in normal circumstances to stipulate for the payment of 
loan interest at stated periods, yearly or half-yearly. Hence, if 
accounts are drawn up at a date other than that of the due date of 
the payment of the loan interest (assuming that the borrower 
pays promptly), an adjustment is required to cover the loan interest 
accruing since the last due date. 

The same principle applies in connexion with other expenses, 
viz. that a charge may be required in respect of an amount accrued 
(unless this should happen to be paid on the due date) and an 
amount accruing in resiuxT of the period elapsing from the due date 
of the loan interest and the date to which the accounts are made up. 
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Illustration. Trial Balance at 31st January, ig . . , shows [inter alia ) : 

i 

Loan Account (Cr.) at 6% per annum 100,000 

Loan Interest (Dr.) ...... 3.0D0 

It is quite evident that, assuming the loan was made at least a 
year ago, there is accrued a half-year's interest and eonscquently the 
required adjustment is — ^ 

Debit Loan Interest Account above the " Imo ” . 3,000 

Credit Loan Interest Account below the "line " . 3,000 

The latter being a credit balance in the books will be shown in the 
Balance Sheet at 31st January, 19. as a liability, either as a sep- 
arate item or with the loan, thus — ^ ^ 

Loan Account . . . • - 100,000 

Add Interest to date 3 .°°° 

103,000 

The Loan Interest of £6,000 for the year will be transferred in the 
usual way to the debit of Profit and Loss Account. 

Illustration. A borrowed £5,000 on 3otli April, 195 1, agreeing to 
pay interest at the rate of 4 per cent per annum, on the jist 
October and the 30th April in each year. He prepares his accounts 
yearly on 31st December. Show' Loan Interest Account in A’s books 
for the years ended 31st December, 1951, and 1952. It may be 
assumed that the payments arc made promptly on the due dates. 

Dr. Loan Interest ^ Cr. 


1951 

1 


£ 

5 

d 

IQ'S! 



£ 

s 

d. 

Oct. 31 

To Cash : Half-year's 





Dec 31 

Bv Profit and Loss 





lutercst to date 


mo 

□ 

D 


Account . 


133 

6 

B 

Dec 31 

,, Interest accruing, 











2 EUDatba 

c/d 

3 J 

6 

8 










£133 

6 

B 




£>33 

6 

B 

I 9 i 2 






1952 






Apl. 30 

To Cash; Half-year's 





Jan I 

By Interest accruing 

b/d 

33 

6 

B 

Inlerpst to date 


loo 

0 

0 

Dec 31 

,, Profit and Loss 




Oct 31 

,, Cash . do. . 


IDO 

D 

□ 


Account 


2DD 

0 

0 

Dec. 31 

,, Interest accruing, 












a months 

c/d 

33 

6 

8 










£233 

6 

8 




£233 

b 

8 







1953 












Jan I 

By Interest accruing 

b/fl 

33 


B 


If in 1953 the borrower pays only the half-year’s interest to 3otli 
April, 1953, the half-yearly amount due on 31st October, 1953, 
being paid on loth January, 1954, the account for 1953 and 1954 
(assuming the 1954 payments are met promptly) would be — 

^ In practice, Income-tax is deducted from each payment of Interest. This 
does not afiect the principle above outlined and treatment of Income-tax 
in this connection is dealt with in Chapter XXI. 
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Dr . Loan Interest Cr. 


1913 
Apl. 30 

Td Caih; Half-year's 


£ 

s. 

d . 

1953 



£ 

f. 

i. 





Jan. 1 

Dy Interest accruing , 

b/d 

33 

6 

B 

Interest to date 


loo 

0 

0 

Doc. 31 

,, Profit and Lni 



Dec, 31 

„ Half-year's Inter- 






Account . 


aoo 

0 

0 


BSt to 3 ZSt 












October, 1953, 
Accrued 

c/d 

loo 

0 

0 








„ Interest accniiug, 











a months 

c/d 

33 

6 

B 










£233 

6 

8 




l 233 

6 

B 

1954 

Jbd. 10 

To Cash; Half-year’s 





1954 

Jan. z 

By Hali-year’s Inter- 






Interest to 31st 






est to 3iBt Oct., 






Oct , 1953 


lOO 

D 

0 


> 953 . Accrued 

b/d 

IDD 

0 

□ 

Apl. 30 

,, Cash: do. to date 


ino 

O 

0 


,, Interest accruing . 

b/d 

33 

6 

B 

Oct. 31 

,, Cash: do. to dale 


ZOO 

0 

0 

Dec. 31 

,, Profit and Loss 




Dec. 31 

,, Interest accruing, 





Account . 


aoo 

0 

0 

a months 

c/d 

33 

6 

8 










t 333 

6 

8 




£333 

6 

B 







>955 
Jan. 1 

By Interost accruing . 

b/d 

33 

6 

B 


Where repayments of the loan itself have taken place it will be 
necessary to ascertain the date of repa3'ment as the adjustment for 
loan interest accrued or accruing will be modified accordingly. 

Illustration. Reverting to the preceding example, on ist August, 
ir)55, tlie borrower repays £1,000 and tin? interest pa^^ments are 
made promptly at due dates. 

The calculation of the accrual at 31st December, 1955, will be 
thus — 

Two monthb' Interest accruing on £4,000 at 4% per annum, viz. 

£26 13s. 4d. 

Moreover, the Loan Interest j>aid 31st October, 1955, will be — 

Three months' Interest on £5 .doo at 4% per annum, that is, for £ 
the period between 1st May, 1955, and 31st July, 1935 . 50 

Three months' Interest on £4,000 at 4% per annum, that is, for 
the period between 1st August, 1955, and 31st October, 1955 . 40 


Payment of Loan Interest on 31st October, 1955 ■ £ 9 ^ 


The account would be continued in 1955, as follows — 


Dr. 


Loan Interest 


Cr. 




£ 

i. 

d. 

>955 




£ 

M, 

d 

To Cash: Half-year's 





Tan. 1 

By Interest accruing . 

b/d 


33 

6 

B 

Interest to date 


loo 

□ 

D 

Dec. 31 

,, Profit and Lmb 






,, Cash: do. 


90 

D 

0 


Account ^ 



1B3 

6 

B 

,, Interest aCLruing, 












2 months 

c/d 

26 

>3 

4 










l 2 \b 

13 

4 


1 



/ai6 

>3 

4 

1 






1 






1 





I 95 h 

1 











Jan. 1 

j By Interest aicruing . 

h/d 


2 b 

>3 

4 


M.e. Interest for 7 months on £5,000 (£116 13s. 4d.) plus Interest for 5 
months on £4,000 (£66 13B. 4d.) at 4 per cent per annum. 
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The repayment of the principal would be debited to the Loan 
Account. 

In the books of the lender the entries will be exactly opposite 
to the above. 

If an Expenses Day Book is used the interest accrued will have 
passed through the books; hence an adjustment is required only 
for items accruing. 

(/) Transfers. As the correction of errors requires detailed treat- 
ment (see Chapter XIV) all that need be stated here is that the 
transfer required will conform to ordinary double-entry principles, 
a simple illustration sufficing for the present. 

Illustration. An amount of is paid for decorations to the private 
house of a trader, such amount being paid b}^ cheque on the business 
banking account and debited to General Expenses. The correcting 
entries are — 

i 

Debit Drawings (or Capital) Account . . .10 
Credit General Expenses . . . .10 

It is important also that abnormal or exceptional items or 
expenses should be shown quite clearly and separately in the 
accounts and not merged with normal items or expenses. 


CONSIDERATION OF INDIVIDUAL ITEMS 

There is no uniform practice as to which items should be included 
in the Trading and which in the Profit and Loss section of the final 
account. Each case must be considered on its own merits. In 
manufacturing concerns, a Manufacturing or Working Account is 
often employed either in addition to or instead of a Trading Account : 
these will be considered later in Chapter XXXII. In non-manufac- 
turing concerns where goods are purchased for resale, and in 
manufacturing concerns where no separate Manufacturing or Work- 
ing Account is prepared, the Trading Account should include only 
those expenses which are directly attributable to putting the goods 
in a saleable condition: all selling, distribution and overhead ex- 
penses will be included in the Profit and Loss Account. The most 
important point is that treatment must be consistent so that the 
rate of Gross Profit may be compared from one p)criod to another. 

(i) Stock. Opening and Closing Stock of goods held for sale will 
be included in the Trading Account as already described. It is 
important that these items be confined to stock of goods purchased 
for resale or for manufacturing into saleable condition. This will 
exclude the following — 

(а) Expenses Stock. This has alicady been dealt with (sec page 73). 

(б) Stock in Special Circumstances. Goods which are in pos- 
session of the trader are not necessarily his property, e.g. they 
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may be goods received on sale or return, on consignment for 
sale, or as agent. The treatment will vary according to circum- 
stances, but it may be stated as a general rule that unless the goods 
have been definitely purchased they should be excluded from the 
stock ; and if they have been definitely purchased a corresponding 
entry will be, or ought to have been, made in the Purchases Account. 
Conversely, when goods have been bought and the seller dates 
forward the invoice (c.g. goods bought on 15th July, 19. ., may be 
invoiced as on 15th August, 19..) the purchase should be duly 
recorded in July and the goods included in stock (unless sold), as 
such arrangement is merely one whereby the purchaser obtains 
extended credit. 

Thus, the following goods must not be included in Stock — 

(а) Goods held by the business as agent or consignee, or sold 
awaiting delivery to the purchaser. 

(б) Goods held by the business as security. 

(c) Goods out on Sale or Return, when the title thereto has passed 
to the sendee. 

Conversely, the following must be included — 

{a) Goods purchased and entered, including goods in transit or 
stored. 

(6) Goods purchased and entered which are in the hands of agents 
and consignees, or held as security. 

(c) Goods purchased and entered which are out on Sale or Return 
unless the title thereto has passed to the sendee. [If already 
entered out as Sales, an entry must be made to eliminate the 
sale, e.g. by debiting Sales and crediting Goods out on Sale 
or Return, the latter being deducted from Debtors in the Balance 
Sheet (see Chapter IX). J 

[d) Goods at Branches, unless dealt with in separate Branch 
Accounts. 

Stocktaking, Where practicable Stock should be taken on the 
expiry of the business accounting period. Often this is not possible 
and the actual stocktaking may have to be done during the last 
day of the year, or may extend into the next few succeeding 
days. 

In many retail businesses the Stock is evaluated at the retail 
selling prices and reduced to cost by a deduction of the gross profit 
percentage on selling prices, otherwise the valuation will be at cost. 

In all cases the necessary revision to market prices if lower than 
cost will be required. 

The principles to be followed are — 

(i) That the goods purchased and the invoices therefor are passed 
through the books in the same accounting period, so that the liability 
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is taken into account in the same accounting period as the appro- 
priate asset. 

(2) That where goods are sold, although not actually de- 
livered, they should be included in the Sales but excluded from 
stock. 

(3) That where goods, although not in its physical possession, 
belong to the business they must be included in Stock (and Rule i 
observed) . 

(4) Where Stocktaking takes place during the time sales are 
being effected, care must be taken to avoid inclusion of goods as 
Stock on hand and in the Cash (or Debtors), e.g. if a retailer takes 
Stock during, say, the last day of the year the Cash received in 
respect of goods taken into Stock must be reduced to Cost and deleted 
from Stock ; if the Stocktaking takes place during the day after the 
close of the accounting period the whole of the takings for that day 
must be added to Stock either at cost, or, if evaluations are based 
on retail selling prices less percentage deduction, then the cash 
takings augment the Stock at selling price and the deduction is 
taken from the total. 

Illustration. X's financial year ends on the last Wednesday in 
September, but actual stock is not taken until the following Satur- 
day, when it is ascertained at £33,500. You find that — 

(1) Sales are entered in the Sales Day Book on the same day as 
despatched, and Returns Inwards in the Returns Book the day the 
goods are received back. 

(2) Purchases are entered in the Purchases Day Book as the 
invoices are received. 

(3) Sales between the Wednesday and Saturday per Sales Day 
Book and Cash Sales Book were £1,720. 

(4) Purchases between the Wednesday and Saturday per the 
Purchases Day Book were £120, but, of these, goods amounting to 
£40 were not received until after the stock was taken. 

(5) Goods invoiced during September (prior to the last Wednesday) 
but not received until after the Wednesday amounted to £ioo of 
which £70 worth were received between the Wednesday and Satur- 
day. 

(6) Goods sold in the previous week £60 were returned on the 
Monday but did not reach X until the Thursday. 

(7) The rate of Gioss Profit to Sales is 25%. 

Ascertain the value of the .stock as at the end of the financial 
year, assuming that the market value is higher than cost and that 
the Purchases and Sales Day Books are not to be amended. 
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Calculation of Stock Value at Last Wednesday in September 

Stock (Saturday following) . 

Add Sales (Wednesday— Saturday) 

Gross Profit (25%) 


Z.PJ5 Purchases entered (Wednesday— Saturday) . 
Lbss received after stocktaking 


Add Goods invoiced September prior to the last 
Wednesday not received until after stocktaking 


Less Returns Inwards not entered in current financial 
period ........ 

Stock value at close of current financial period 

It will be observed that all the Day Book entries, except (6) (see below) 
had been made to the Wednesday when the year ended, so that no adjust- 
ments are required in the Ledgers. 

As to (3), the addition to the stock is the goods sold since Wednesday to 
restore it to the position on that day. 

As to (4), all these purchases relate to the next period, so that if any goods 
are received between Wednesday and Saturday they must be eliminated. 
This figure is ;fi20 less ;^4o received after Saturday, i.e. ;^8o. 

As to (5), all these purchases belong to the financial period ended Wednes- 
day, so that any "late" deliveries must be added to stock. Those actually 
delivered between Wednesday and Saturday will automatically have been 
taken into stock, i.e. ^70; but those which have been delivered after Satur- 
day, i.e. ^30, are not included in stock and so must be added. 

As to (6), the goods returned are included in stock at a cost price of 
so that they are included both in Stock and Debtors. Stock should therefore 
be reduced by ;^45, but as the amount in the Debtors is still at the selling 
price of £60, a provision of ^15 should be made. The better treatment, however, 
which can be effected without amending the Sales Day Book or the Returns 
Inwards Book is to — 

(1) make no amendment to the stock figure, so that the deduction above 
□f ;^45 would not be required ; and 

(2) adjust the Sales Account for the returned goods at selling price in 
the same way as making an entry for an accrual, thus — 


Dr. Sales Cr. 


To Returns 


£ 

By Sales 


£ 

Returns unentered 

c/d 

60 

,, Trading Account 




L 



£ 





By Returns unentered 

b/d 

60 


The £60 would be deducted from the Debtors’ total for Balance Sheet 
purposes. If the goods were returned by the purchaser on the Thursday, 
the deduction of ^45 without any further adjustment would be correct. 


4 — (B.aoSj) 


£ 

£ 

33.500 

1,720 


430 

1.290 



34.790 

120 


40 

Bo 



34 . 7*0 


30 


34.740 


45 


^34.695 
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Stock Valuation. The accepted rule is that closing Stock should 
be taken into account at Cost or Market Value, whichever is the 
lower. In this connection — 

(1) Cost means the net price payable for goods, i.e. invoice 
price after deduction of trade discount and all allowances referable 
to the goods in question, e.g. allowances for defects. To this may be 
added direct and indirect expenses actually incurred, having regard 
to the stage of manufacture, condition or location of the goods, e.g. 
cost of transport, packing, mixing, breaking bulk, etc. 

The calculation of cost may be based on — 

(а) The ascertained cost of each item or batch (i.e. "Unit" cost). 

( б ) The average over a period of time. 

(c) The goods represented by the latest purchases, on the "first 
in, first out" (FIFO) principle (or even, in certain circumstances, on 
the earliest purchases, following the "last in, first out" (LIFO) 
principle'). 

These are generally the most common methods of calculating 
cost, being based on actual ascertained cost, i.e. on cost as an 
historical fact. Wliere this is not suitable on account of the nature 
of the business, an estimated figure is taken, either — 

(i) on a budgeted cost per unit, particularly where the unit 

is manufactured in several processes, i.e. "Standard" cost, or 

(ii) on adjusted selling prices, by deducting from such prices 

estimated selling expenses and the normal profit percentage. 

(2) Market price means either — 

[а) The bu3dng price ruling at the end of the financial period, 
assuming a purchase is made in the usual way, that is, of normal 
quantities under ordinary conditions —in other words, replacement 
cost, or 

( б ) The estimated net selling price of the goods either in their 
existing condition or, after allowing for all expenditure still to be 
incurred, in their ultimate manufactured form. 

Other methods of valuing stock which may be mentioned are — 

(i) At the actual selling price subsequently received, less realiza- 
tion expenses (as with Tea, Rubber and Tin Companies). 

(ii) The Base Stock method, where such stock is permanently 
retained at a fixed figure at or under original cost. 

(iii) At a fair value to a going concern, calculated in a similar 
way to 2 {b) above; although not a very prudent method, it is 
advanced on the grounds that, in a (say) manufacturing concern, the 
benefit of effort should go to the period in which the effort was made. 

In all cases due regard must be had to the condition and location 
of the goods and to market conditions generally. 

* The LIFO method is not in common use and is generally not accepted for 
taxation puiposes, but see the 1 95-2 Canadian case of Anacondu Aifierican Btuss, 
Ltd. V. Minister of National Revenue. 
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No one method is suitable or practicable for all types of business. 
In normal circumstances, however, stock is a current asset intended 
t'to be held for the minimum length of time prior to realization and 
therefore the usual basis of valuation should be the lower of cost or 
market value, the former being calculated on whichever of the above 
bases will give a fair view of the trend of results, the latter preferably 
as described in 2 (ft). If less than 2 (6), 2 [a) may be used, in which 
case the Balance Sheet should show that the valuation is “at the 
lower of cost or replacement value.” Where, on account of the 
nature of the business, any other method of stock valuation is used 
-as, for example, in the case of Tea, etc., companies as mentioned 
above — the fact should be stated in the Balance Sheet. Whatever 
me thod is adopted, however, it should be employed consistently. 

In dealing with the application of the “lower of cost or market 
value” rule, there are two methods (to be applied consistently) — 

(i) To list all the Stork and obtain the aggregate cost and aggre- 
gate market value, taking the lower total into the final accounts, or 
(z) To take each item or batch at the lower of cost or market value. ^ 

Illustration. 

STOCK LIST 


Item 

Cost Price 

Market Price 


£ 

£ 

I 

40 

55 

2 

62 

23 

3 ■ 

131 

137 


etc. 

etc. 



£215 





Under (i), the amount shown in the Market Price column would 
be taken as the valuation. Under (2), the value would be ,^194 
.(composed of each "lower” item, shown above in italics). 

The following points may also be noted — 

(f^) Where the cost of stocks of by-products cannot be ascertained, 
they should be valued at current net seUing price, the cost of the 
main product being reduced accordingly. 

(6) Where forward purchases are not covered by forward sales, 
provision should be made when necessary to reduce the cost to 
market value. Conversely, where forward sales are not covered by 
forward purchases or storks, provision should be made where neces- 
sary to cover the excess over the sales value of anticipated cost. 

^ Tliis method was appioved for lax purposes in C.l.R. v. Cock, Russell 
Ltd., and Worthin/^tnn v. Oceana Development Co., Ltd., when it was 
prtjvL'd that it was the normal commercial practice. 
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(c) Any deduction to reduce stock value below the appropriate 
level described above is a reserve and should be shown as such in 
the Balance Sheet. 

(2) Purchases. Goods purchased for sale, whether immediate or 
ultimate, are included under this heading. Returns Outward will 
be shown as a deduction from the Purchases Account, and it is of 
little consequence whether the Returns Outward are recorded in a 
Returns Outward Account and transferred separately to the Trad- 
ing Account, or transferred to the Purchases Account and the net 
b^ance only of the latter account transferred to the Trading 
Account, so long as the Trading Account correctly discloses the net 
purchases. 

The following adjustments are usually required in reference to 
purchases (if the latter includes purchases of goods otherwise than 
for sale) — 

(1) Purchases of fixtures^ plant and other assets. The adjust- 
ing entry is: debit Fixtures (or other assets), credit PurchEises 
Account. 

(2) Purchases of goods for private use. The adjusting entry is: 
debit Capital or Drawings Account, credit Purchases Account. 

(3) Purchases of stationery, advertising materials, and other 
" Expense'* stock. Unless it has been separately recorded either by 
means of an Expenses Day Book or a sepaiate column in the 
Purchases Day Book, a transfer is necessary as follows — 

Debit Stationery Account (or other expense item) ; credit 
Purchases Account. 

Where the balances have been extracted and it is discovered that 
certain items of purchases have not been entered, it is usual to as- 
certain the total of such items and to pass an entrv through on lines 
similar to those called fur by an "accrual item," i.e. debit above 
the "line," credit below the "line." The former entry will augment 
the Purchases Account, and the latter will represent creditors and 
will be shown as such in the Balance Sheet. The detailed purchase 
items will be passed through the books on the first day of the 
new period. > 

Returns outward will be dealt with conversely. 

Illustration. In the Trial Balance on 3i5t December, 19.., 
appear — 

Dr. Cr. 

L I 

Creditors ..... 4,000 

Purchases ..... 12,000 

It is discovered after balancing off the books and preparing the 
Trial Balance that items to the sum of £500 have been omitted from 
the Purchases Day Book. The adjustment will be as shown 01. ' 
page 91. 
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Dr. Purchases Cr. 


19. . 
DBC.31 

To SundriPB (as per Trial 
Balance) 

„ PurchaieB omitted 
from Purchase! 
Day Book . 

c/d 

£ 

12,000 

500 

19. . 
Dcc.31 

By Trading Account 


£ 

12,500 




£12.500 

19.. 
Jan. 1 



£12,500 





By Purchues omilled . 

b/d 

500 


The Balance Sheet will show Creditors — 

£ £ 

Per Ledger ..... 4 ,odd 
,, Purchases Account . . . 500 

4,500 


(3) Carriage. It is customary to charge carriage inwards (i.e. 
carriage of goods purchased) to the Trading Accoimt, and carriage 
outwards (i.e. carriage of goods sold) to the Profit and Loss Account. 
If the item represents an expense not connected with purchases or 
sales a transfer is required to the appropriate account ; e.g. if carriage 
inwards includes carriage in respect of new fittings, an adjusting 
entry is made thus — 

Debit Fittings Account ; credit Carriage Inwards Account. 

(4) Wages.' For the purpose of convenience, salaries will be dealt 
vrith hereunder. The terms are generally distinguished by their 
method of computation (i.e. a wage is calculated or paid in refer- 
ence to a week, a salary to a month or year), but this distinction 
does not necessarily form the true criterif)n of the work performed. 

Only those wages should be included in the Trading Account 
which are directly attributable to the purchase or production of 
goods for resale ; selling, distribution, etc., wages are included in 
the Profit and Lus.s Account. 

The following points should be considered — 

(n) Wages and salaries, if incurred other than for the ordinary 
purposes of the business, should be transferred to the account to 
which they really relate, e.g. wages paid to workmen, (a) for repairs, 
(6) for construction of a machine, (c) for private purposes. These 
should be transferred to (a) Repairs, (b) Machinery Account, and (c) 
Proprietor's Capital or Drawings Account, unless the business is that 
of executing repairs or constructing machinery and such work is 
done for customers. 

(6) Where employees, owing to the nature of the employment, are 
housed, fed and/or clothed (as at a Club, Hotel or Hospit^) a trans- 
fer should be made to the debit of Wages Account from the account 
to which the expense has in the first instance been debited. In many 
cases no entry whatever will have been made and hence an estimated 
figure will be taken and the result incorporated in the accounts ; e.g. 

^ See footuote on page 57. 
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for meals of waiters: credit Provisions or Meals Account; debit 
Wages Account, unless it is desired to keep separate accounts for 
Staff Meals, etc. 

(c) Where Wciges or salaries are stated at a rate free of Income 
Tax,” i.e. the employer pa3^s the tax on behalf of the employee, 
the net amount payable to the employee must be "grossed up" 
and it is this latter amount which must be debited to Wages 
Account. Such payments come under the system of P.A.Y.E. 
which is dealt with in Chapter IX where a detailed illustration will 
be found. 

(d) Wages accruing should be provided for. 

(e) Where wages are shown ” net ” after deduction of National 
Insurance contributions borne by the employee, a transfer 
should be made by debiting Wages and crediting the National 
Insurance Account. For example if the Trial Balance shows — 

/ 

Wages paid .... 1*7^5 

National Insurance . 305 

(the amount deducted from the employees being £175) a transfer will 
be made accordingly : debit wages £175 ; credit National Insurance, 
£175, the revised figures being — 

£ 

Wages ..... 

National Insurance . 130 

(5) Sales. This account will normally be made up of goods sold, 
less returns. The question of dealing with returns in the Trading Ac- 
count is analogous to that relating to purchases. Where goods are out 
on consignment or sale or return, it is important to ascertain what 
part is really sold. That part sold and not paid for must be shown as 
DEBTORS (and not included in stock), that part unsold must be shown 
as STOCK at cost price, or market price if lower, and not as Debtors. 
Where a business sells goods on condition that the invoice shall be 
dated "forward," this is usually equivalent to giving the buyer extra 
credit, but so far as final accounts are concerned the transaction 
must be treated as a sale, hence passed through as sales and included 
in Debtors (but not included as Stock). Where the account includes 
realization of assets a transfer from Sales to the credit of the Asset 
Account will be required. It should be further observed in connec- 
tion with the sale of an asset that a resultant transfer will be almost 
inevitable, i.e. writing off any profit or loss on sale of the asset, as 
well as depreciation to date of sale. 

Illustration. Sales as shown in the Trial Balance are £3.000, w'hich 
includes the sale of a car (effected half-way through the yearly 
accounting period) realizing £120. The book value of the car at the 
commencement of the period was £zio, and in the past 20 per cent 
depreciation has been written off yearly. 
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The entries will be: debit Sales £120, credit Car Account 
£izo; but as the car stands in the books at £210, there is still a 
debit of £go therein to be disposed of, as follows: £zi (i.e. 
at 20 per cent per annum on £210 for half-year) and £69 for deprecia- 
tion and loss on sale respectively. 

The Car Account will be thus — 

Dr. Car Cr. 




£ 




£ 

To Balance . 

b/d 

21a 


By Transfer from Sales 


lao 





,, Depreciation 


SI 





„ Profit and Loss 







Account ; Loss on 







Sale . 


69 



£210 




£sXa 


The inclusion of the proceeds of the car in Sales Account, more- 
over, may convey the hint that the purchase of a new car (if any) 
has been included incorrectly in Purchases Account ; thus involving 
a transfer from Purchases Account to debit of new Car Account. It 
may be mentioned further that in the purchase of a new car the 
vendor often makes an allowance for the old car, and pays the 
licence for the new car, charging the latter to the purchaser. Such 
a transaction may involve several adjustments. An illustration is 
given on pages 117-8. 

Where goods are purchased and resold without profit (e.g. where 
a tobacconist sells to another at cost, in order to obtain the benefit 
of the bonus given by the Tobacco Co.) the amount of such sale 
should be transferred to the credit of Purchases Account. Similarly, 
goods sent out on consignment or to branches should be credited 
to a separate account and not treated as sales. (These matters 
will be fully dealt with in the chapters on Consignment and Branch 
Accounts respectively.) 

Where the balances have been extracted and it is discovered that 
a batch of sales has not been entered, it is usual to remedy the omis- 
sion by ascertaining the total of such sales and passing an entry 
through on lines similar to prepayment items (i.e. credit above 
the line; debit below the line). The former will augment the Sales 
Account and the latter will represent and be shown as Debtors in 
the Balance Sheet. The detailed sales figures will be passed through 
the books on the first day of the new period. 

Returns inward will be dealt with conversely. 

Illustration. The follovdng items appear [inter alia) in the Trial 
Balance on 31st December, 19., — 


£ £ 

Debtors .... 3.500 

Sakh i5.a'>o 
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After ruling off the Day Books and extracting the Trial Balance 
it is discovered that invoices to customers amounting to ^^729 have 
been omitted. 


The adjustment will be as follows — 

Dr. Sales Cr. 


Dec.ji 

Td Tndliig Account 


£ 

15,939 

19 - 

Dec.31 

By Sundrin (per Trial 
Balance) 

,, Sales omitted from 
Sain Day Book . 

c/d 

£ 

13,300 

739 




/is.gag 




£15,939 

ig.. 
Jui. 1 

To BaLanca: 

Sain omitted 

b/d 

729 






The Balance Sheet will show Debtors — 

£ 

Per Ledger .... 3.500 

Sales Account . 729 


£ 


4.229 


Various terms are commonly used in relation to Sales. These are — 

(i) Cost of Sales. This term is employed frequently both in 
ordinary and cost accounting. It is simply the cost price of the 
goods sold, or the price at which goods would be sold to recover 
exactly their cost, that is, without either profit or loss. Hence, 
assuming that in arriving at gross profit no unusual items are in- 
cluded, the cost of sales equals the amount of sales (less returns) 
less gross profit. 

Illustration. Goods are sold for ;f2,ooo (no returns inwards) : 
opening stock is Purchases are £1,200 and closing stock is 

£300. Find the cost of sales. 


Gross Profit is ;^2 ,doo plus ;^3 do 

Less £500 plus £1,200 

£ 

2,300 

1,700 

Gross Profit 

/Goo 

Cost of Sales is Opening Stock 

Purchases .... 

500 

1,200 

Less Closing Stock .... 

1,700 

30D 

Cost of Sales 

/i,4oo 
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This gives the same result as — i 

Sales ....... 2,000 

Less Gross Profit ..... 600 


Cost of Sales ^1,400 


(2) Turnover. In addition to its simple meaning of Sales, this 
term is frequently used to mean the number of times the Stock is 
"turned over"; in other words the speed of the "turn-over" of 
the average stock. 

The usual criterion is the money equivalent of the yearly sales as 
compared with that of the average stock, the former being divided 
by the latter. It is important to have the average stock converted 
into selling price for this purpose. 

There are also two other modes of arriving at the speed of the 
turnover — 

(1) The cost of sales divided by the cost of the average stock. 

(2) The quantity (as distinct from the money equivalent) of the 
goods sold divided by the quantity normally in hand. 

When a wide range of goods is carried, it is usuaUy necessary to 
calculate the turnover figure for each class of goods since the rate 
will vary considerably for each class. The turnover rate of, say, 
Motor Lorries or Grand Pianos will be much less, for instance, than 
that of Groceries, Tobacco, and Meat. The average stock on hand, 
too, may be greatly affected by bulk purchases made with a view 
to reducing the buying price. 

How the various adjustments dealt with so far in this chapter 
affect the Final Accounts can be seen from the following illustration. 


Illustration. j WALTERS 


Trial Balance as at 31ST December, 19 

Dr. 

Cr. 



L 

J. Walters: Capital . . . 1 


4.250 

J. Walters: Drawings 

1 

7ID 


riant and Machinery ..... 


950 


Stuck, ist January, 19 . . | 

1,460 


Purchases ....... 

10,362 


Purchases Returns 



291 

Sales 



11,906 

Sales Returns ...... 


210 


General Expenses -1 

440 


Rent 

120 


Rates 


2 00 


Apprenticeship Premiums .... 



80 

Bank Overdraft 


1 

240 

Bad Debts .... 


172 1 


Sundry Debtors ... 


3.200 


Sundry Creditors 


1 

1,000 

Cash in Hand ...... 


48 


Bad Debts Provision ..... 



105 




^17.872 
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You are required to prepare Trading and Profit and Loss Account, 
for the year ended 31st December, 19 . . , and Balance Sheet as at 
that date, showing the adjustments and closing entries in Journal 
form, having regard to the following — 

(1) Write off depreciation on Plant and Machinery at 10 per cent 
per annum. 

(2) The Bad Debts Provision is to be increased to 5 per cent on 
Sundry Debtors. A discount provision of 2J per cent on Sundry 
Debtors is to be created. 

(3) Walters has drawn out Goods for his own consumption 
amounting to £40, of which there is no record in the books. 

(4) £100 Plant and Machinery purchased on 31st December, 19. . , 
has been inadvertently included in Purchases. 

(5) Rent Accrued is £40. 

(6) Rates of £80 are paid in advance. 

(7) Stock-in-hand at 31st December, 19. . is valued at £1,730 
including stock of stationery £20. 

(8) £100 Apprenticeship Premium was received on ist January 
in the previous year in respect of a five years' period, and £20 was 
written off. The same amount is to be written off this year. 

(9) General Expenses include — 

(а) Purchases of stationery £50. 

(б) Carriage inwards £80, including £20 on the Plant and 
Machinery purchased on 31st December, 19. . . 

(c) Wages £iSo, including £30 for installation of the new 
Plant and Machinery. There are £10 wages accruing on 31st 
December, 19. . . 

(10) Sales include £100 resale without profit. It is discovered 
that sales to the value of £200 have not been entered in the books at 
31st December, 19. . . 


J. WALTERS 


Journal 


Depreciation .... Dr. 

To Plant and Machinery 

Being io% per annum written off. 


L 

95 

'i 

95 

J. Walters. Drawings Dr. 

To Purchases .... 
Being Goods drawn out of the busi- 
ness for private consumption. 


4 D 

40 
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19. . 

Dec. 31 Plant and Machinery , Dr. 

T D Sundries : 

Purchases .... 
General Expenses (CaiTiage) 
General Expenses (Wages) 
Being transfers from Purchases and 
General Expenses of items in- 
cluded therein in error. 


Rent ..... Dr- 
To Rent Accrued 
Being Balance carried forward. 

Rabes Prepaid Dr. 

To Rates . . . . 

Being Balance carried forward. 

Sundries .... Dr. 

To General Expenses 
Stationery . . . . . 

Carriage Inwards .... 

Wages ...... 

Being allocation □£ General Expenses 
to correct accounts. 


Wages ..... Dr. 

To Wages Accruing . 

Being balance carried forward in 
respect of wages accruing. 


Sales ..... Dr. 

To Purchases .... 
Being transfer in respect of goods 
resold without proht. 

Sundry Debtors' Total Amount (or 
Sales Account "below the line’')Z)r. 
To Sales . . . . . 

Being salc.s omitted from Sales Day j 
Book. 


£ 

150 

£ 

100 

20 

30 

40 

40 

80 

80 

50 

60 

150 

260 

10 

10 

100 

IDO 

2 00 

200 


Journal (Closing Entries) 




£ 

£ 

Trading Account . . . Dr. 


II.35I 


To Sundries; 




Stock . . . . . 



1,460 

Purchases* . ;^io,i2z 




Less Returns* . . 291 







9,831 

Carriage Inwards . 



60 

Being Balances transferred. 





^ Purchases per Trial Balance jf 10,362, less transfers £2^^ (see the second, 
third, and eighth previuii.s Journal entries). 

” Alternatively, the Returns may be transferred by means of separate 
Journal entries. 
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Journal (Closing Entries) — (conid.) 


19. . 



i 

L 

Dec. 31 

Sundries .... Dr. 





To Trading Account 



13.506 


Sales^ .... /i 2 ,od 6 





Less Returns* zio 







11.796 



Stock ...... 


1,710 



Being Balances transferred. 





Trading Account . Dr. 


2.155 



To Profit and Loss Account 



2.155 


Being Gross Profit transferred. 





Apprenticeship Premiums . Dr. 


20 



To Profit and Loss Account 



20 


Being yearly sum written off. 





Profit and Loss Account Dr. 


1,013 



To Sundries : 





Wages [/15D plus accrual /id] 



i6d 


Rent [/120 plus accrual /40] . 



ibo 


Rates [/zoo less prepaid /8 d] . 



120 


Stationery [/50 less Stock /zo] 



30 


General Expenses* 



130 


Bad Debts .... 



172 


Bad Debts Provision* 



65 


Discounts Provision* 



81 


Depreciation. 



95 


Being Balances traiLsferred. 





Profit and Loss Account. . Dr. 


1,162 



To J. Walters, Capital 



I,i6z 


Being Net Profit transferred. 

1 1' 



1 

J. Walters, Capital* . Dr.' 

1 1 

, 750 



To J, Walters, Drawings .| 

1 1, 

750 


Being Balance transferred. I 

! ii 



^ Sales per Trial Balance iJv.gub, plus net transfer £ido (see the eighth 
and ninth Journal entries, page 97). 

■ Alternatively, the Returns may be transferred by means of separate 
Journal entries. 

® General Expenses per Trial Balance less transfers (sec the 

third and sixth Journal entries, page 97). 

‘ Sundry Debtors per Trial Balance /3,zoo, plus transfer /200 (see the 
ninth Journal entry, page 97) — ^3,400; 5 per cent of ;£3, 400^15 ;^i7o, less 
provision per Trial Balance ^105, which leaves ■;^65. 

■ Sundry Debtors ■ /3.4DO 

Less Bad Debts Provision 170 


/3.230 

aj per cent of ;^3.23 d is /Si (to the nearest /). 

■ Drawings per Trial Balance /710, plus transfer /40 (see the second 
Journal entry, page g6). 
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J WALTERS 

Trading and Profit and Loss Account for the Year Ended 
Dr 3 1 ST December, 19 Cr. 


Td StKk ist Jan , 19 

£ 

£ 

1,460 

By Sales 

£ 

12,006 

£ 

„ Purchases 

10 IZZ 


LtMt Returns 

3 X 0 


Less Ketufiu 

29X 




11,796 



9,831 

„ Stock 3iit Dec , 19 


1,7x0 

,, CaniaK Inwirds 


60 




„ Gross Profit c/d 


*,155 






£13 506 



£13.506 

To Wajes 


x6o 

By Gross Profit b/d 


a.155 

„ Rent 


160 

„ Apprenticeship Premium 


30 

„ Rates 


120 




,, Stationi-^ 


30 




,, General Expenses 


130 




„ Dad Debts — 






Written off 

172 





Provision 

65 







237 




,, Discounts Provisiuii 


Bi 




,, Depreciation of Flint 


95 




„ Net Profit transferred to 






Capital Account 


1,162 






£2 175 



_£aj>7^ 


J WALTERS 

Balance Sheet as at 31ST December, iq 


Capital — 

Balance at 1st ]aa 19 
Less Drawings 

1' ‘ 1 
1 4 250 1 
1 750 

i ‘ ' 

Plant and Machmery — . 

Balance at xst Jan X9 ^ 

' Additions 

1 

^ 1 
950 

150 

£ 

Add fiel Profit 

3 500 

1 i6z 

4 662 

60 ^ 

1 

Less Depreciation 

I.XDO 

95 

1,005 

1 

Apprentireship Prenuums 
Less written off 

Bo 

20 

{Stock m hand — 1 

Goods 

' Stationery. 


Sundry Creditors — 

1,000 

50 

*'^30 

1 

1 1.730 

iradc 

Expenses 

1,050 1 

Sundry Debtors 

1 Less Bad Debts Provision 

3.400 

170 

Bank Overdraft 



1 

240 

Less Discounts Provision 

3.230 

BX 

3.149 

Bo 

4^ 



1 

Rates prepaid 

Cash in hand 



1 

£6 013 

' 



O.ola 








EXAMINATION PROCEDURE 

As the types of questions on this subject-matter are illimitable, it 
IS essential that students should make it a habit in the early stages 
of their preparation of working, under time conditions, exercises 
mvolving the compilation of final accounts. 
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It is neither practicable nor desirable to lay down dogmatically 
any precise method of approach to these problems, but the 
author has found the following methods adequate to meet the 
general requirements of students — 

(1) Take a rough preliminar}^ survey of the question , carefully 
underlining dates, nature of business, and unusual items. 

(2) Obtain agreement of the Trial Balance. 

(3) Note against each individual item in the Trial Balance any 
adjustment required. 

(4) Proceed to build up in skeleton in the Trading and Profit and 
Loss Account and Balance Sheet only those items that are "straight- 
forward,” that is, those items that require no adjustments, ticking 
each item in the Trial Balance as it is disposed of. 

(5) Next deal with remaining items (i.e. those requiring adjust- 
ment), making sure that the double-entry has been completed; 
the Trial Balance item should be ticked up to the adjustment note. 

(6) Insert closing stock first in the Trading Account and then in 
the assets side of the Balance Sheet, ticking up the adjustment note. 

(7) Avoid, if possible, a "piecemeal" treatment of adjustments 
and stock; that is to say, deal at one and the same time com- 
pletely with the adjustments, and if several items are involved, 
open rough working accounts to avoid confusion. 

(8) Until the problem is complete it is advisable to insert totals 
in pencil. 

(9) In case of ambiguity in the question, think out the most reason- 
able and common sense view and proceed accordingly; state your 
assumptions, supporting them with reasons, and other possible 
assumptions. 

(10) Ascertain whether any self-e\'ident adjustments are required 
in accordance with the facts given in the problem, e.g. where the 
Trial Balance shows a loan outstanding and there is a debit charge 
for loan interest for a period only. If, for instance, the accounts 
are for a year and the debit for loan interest is for the half-year, an 
adjustment is clearly required (provided that the loan did not arise 
halfway through the year) to increase the loan interest debit to a 
full year's charge, with a corresponding liability for the half-year's 
interest unpaid.^ 

In examination work it is usually unprofitable to spend much 
time attempting to discover the out-of-balance where such exists. 

The following points are illustrative of common failings in tliis 
type of problem — 

(i) Failure to complete the double-entr^'’ of the adjustments, e.g. 
insertion of closing stock in the Trading Account, but its omission in 
the Balance Sheet ; the increase of an expense in the Profit and Loss 
Account and omitting to show the accrual as a liability in the 
Balance Sheet. 

^ The same principle applies where Loan Interest is shown "net,” i.e. after 
deduction of Income Tax (see Chapter XXI). 
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(2) Incorrect or incomplete treatment of Bad and Doubtful Debts 
and similar provisions ; the most frequent error being the addition 
of the Bad and Doubtful Debts Provision to the Debtors instead of 
DEDUCTION in the Balance Sheet. 

(3) Failure to carry out "inset" items. 

(4) Failure to provide for interest on loans and depreciation 
where the facts in the question clearly indicate the necessity for so 
doing. 

(5) Failure to " clear" all the Trial Balance figures or the careless 
insertion of amounts on the incorrect side of the Profit and Loss 
Account and Balance Sheet. 

(6) Failure to close off by a transfer to Capital Account of the 
balance of the Profit and Loss Account. 

(7) Careless lack of observation of important details, e.g. the 
period of the accounts, nature of the business, distinction between 
capital and revenue and the like. 

As the examination bodies frequently require the preparation of 
Final Accounts from a schedule of balances, illustrations are 
]irovided in the succeeding pages of the wwking of the final accounts 
both from the orthodox Trial Balance and from a schedule of the 
balances. 

(i) From the Complete Trial Balance. It should be noted that 
rough workings — this is imperative where the adjustments are com- 
plicated — should be submitted, as the examiner’s purpose is to test 
knowledge of principles ; and further, he is not oblivious to tlie fact 
that the examinee is working under wdiat may be considered as very 
unfavourable conditions. 

Illustration. The Trial Balance of A on 3i5t December, 19.., 


follows — 

Dr 

Cr. 



i 

L 


Debtors 

2,DDO 


(i) Closing Stock. ;fi,47o. 

Creditors . 


1,400 

(ii) Stock destroyed covered by 

Drawings . 

4 S 0 


Insurance (not yet paid). 

Capital 


S,o 00 

^ 15 ° 

Stock, iBt J&n., 19 . . . 

1,200 


(iii) Provide zo% on Debtors 

Purchases . 

6,200 


for Bad Debts. 

Sales. 


7.302 

(iv) Included in Soles is £30. 

Sales Returns 

60 


being Sale of Fixtures. 

Wages 

900 


book value. ^80; Depre- 

General Expenses 

35 ° 


ciation thereon, to date 

Dank 

Fixtures and Equip- 


S 90 

of sale, £5. 

(v) Expenses accruing, ^25. 

ment 

400 


(vi) Included in Purchases is 

Bad Debts 

172 


a new Typewriter, ^13, 

Dad Debts Provisinn . 

^11.702 

ZIO 

;ilI, 70 Z 

bought on 31st Decem- 
ber of the current year, 
(vii) Write 10% Depreciation 
off Fixtures. 

The items in heavy type ore straightforward and do not require adjustment. 
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The skeleton will first be prepared by the insertion of the items Com- 
plete in themselves and not influenced by the required adjustments. 
This will appear as follows — 


Trading and Profit and Loss Account for the Year Ended 
Dr. 3 iST December, 19.. Cr. 


19.. 
Jan. X 
Dec. 31 

To Stock 
,, Purchaaes 

WxffBS 

£ 

£ 

1,200 

900 

19 - . 

Dec. 31 

By Sales 

Less Returns . 

,, Stock Destroyed 
„ Stock on hand . 

£ 

6a 

£ 


„ General Expenxes 
,, Bad Debts 
,, Depreciation : Fixturrs 
,, Loss on Sale of Fix- 
tures 








Balance Sheet as at 31ST December, 19. 


Capital — 

Balance ist Jan., 19. 
Less Drawing . 


Current Liabilities — 
Creditors 
Bank Overdraft 
Expenses accruing 


£ 

; 

2,500 


420 



2,( 

1,40a 


29D 



Fixed Assets — 

Fixtures aiitl Lr]iiipiiiL‘ut: 
Balance ist Jan., 19. . 
Less Sale 
,, Loss on Sale 
,, Depreciation . 
Add Purchases 

Current Assets — 

Stock 

Debtors 

Lc55 Bad Debts PioMsioii 
Insurance Co. 


At this stage all the items that can be completely disposed of have 
been inserted in the appropriate place in the Trading and Profit and 
Loss Account or Balance Sheet , and in an exercise will have been 
duly ticked up. 

In addition, it will be observed that other expenses and adjust- 
ment items, not in the Trial Balance itself but required by the ques- 
tion, have been inserted without figures, thus facilitating the double- 
entry of the adjustments by avoiding the necessity of having to 
perform the "writing" part at the time of insertion of the relevant 
figures. 

It is now necessary to deal with each adjustment. 

(i) Closing Stock. This will be inserted in the Trading Account 
on the credit side and immediately after this entry in the Balance 
Sheet on the assets side. 

(ii) Stock Destroyed. The Trading Account should be credited 
with the amount as if it actually existed, and the Profit and Loss 
Account debited as a separate item if not covered by insurance, or in 
the probable event of its being so covered, the amount will go to the 
debit of the Insurance Company. The adjusting entries will therefore 

^ Debit Profit and Loss Account xr ^ ■ 

Credit Trading Account . insured. 

Debit Insurance Company I xx x n ■ j 
Credit Trading Accoilnt \ “ 

In the event of the loss being partly covered, the proportion 
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insured against will be debited to the Insurance Company and the 
uninsured portion passed to the debit of Profit and Loss Account, the 
total of the two being credited to Trading Account. 

It is quite conceivable that the insurance claim may have been 
passed through the books as a sale and the Insurance Company 
debited ; in these circumstances a transfer should be made by debiting 
Sales and crediting Trading Account as a separate entry for such 
amount, the Insurance Company's account having already been 
debited. 

The transfer required where there is no insurance of the goods, 
or if partly insured, then to the extent of the loss not covered, will not 
reflect itself in the Balance Sheet at all, and actually will not amend 
the NET profit, but will increase the gross profit and increase 
the debit side of the Profit and Loss Account. 

(iii) Bad Dd)(s Provision. The following rough working account 
will be prepared, and although such working account would be 
attached to the written answer to the problem there is no 
necessity to embellisli it so long as it is made perfectly clear to the 
examiner what accounting process or processes it contains. Thus — 


B.id DeLli A/c | 

1 Bad Debts Provisiuii 


i £ 

£ 


£ 

T.B. 

. 172 

New ProMsiun (m 

T.B. 

2ID 

B.D.r. . 

. 190 

362 Dr.P & L. 

B.S.) 4DO 

B.D. A/c. 

190 


Hence will be debited to the Profit and Loss Account and the 
new Provision of £400 sliown as a deduction from Debtors. Both 
of the above will completely dispose of the Bad Debts Account, and 
the Bad Debts Provision appearing in the Trial Balance. This 
is made clear bv a comparison of the Trial Balance and the Final 
Accounts figures, i.e.- - 

Trial Balaoce: Dr. £172 and Cr. £210; difierence Dr. /3B. 

Final Accounts: Dr. £362 and Cr. £^00; difierence Dr. £38. 

(iv) Expenses accruing £25. This will merely increase the Ex- 
penses in the Profit and Loss Account and be shown in the Balance 
Sheet as a liability. 

The next adjustment is of a composite nature because the adjust- 
ments called for are interwoven with more than one account, so that 
the appropriate accounts may be referred to by letter or some other 
special designation. 

Adjustment for sales, fixtures, depreciation, etc., are referred to 
as “A” in the final accounts on page 105. 

Rough working accounts will be prepared — 


Purchuei 



£ 

£ 


£ 

£ 

fixtures 

rrsdiuf . 

3Q T.B. . 

. 7,252 

■ 7 , 3 °* 

T.B. . 

. 6,anO 

FIXTURES, etc. 13 
Indinc . . 6,187 
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Fixtures and Equipment 

Depreciation 

£ 


£ 


£ 

£ 

T.B. . 400 

SALES . 

5D 

FIXTURES 

, 5 



DEPN. . 


FIXTURES 

. ^ 3 * P. 4 L. . 

. 37 


P. & L. . 

as) 




PURCHASES . 13 

DEPN. . 

33 





Balance 

. 3°* 





The transfers between the accounts themselves have been inserted 
in BLOCK letters for clearness. 

After these adjustments have been effected, the balance of the 
Trading and Profit and Loss Account will be transferred to Capital 
Account or (as it is unnecessary formally to open the latter account), 
added to or subtracted from the Capital Account in the Balance 
Sheet, according to whether the result disclosed is a profit or loss. 

The Final Accounts will then be as shown on page 105. 

Illustration. The Trial Balance of A at 31st December, 19. . , is — 


Trial Balance Dr. Cr. 




L 

£ 

Capital ....... 



22,000 

Drawings ....... 


ID, ODD 


Sundry Creditors ...... 



10,401 

Loan on Mortgage ..... 



9 , 50 d 

Interest on Loan ...... 


300 


Goodwill ....... 


5 , ODD 


Cash in Hand ...... 


5 ° 


Sundry Debtors ...... 


2 D,IOD 


Bad Debts Provision ..... 



710 

Stock, 1st January, 19. . 


4.^39 


Plant and Machinery ..... 


8,000 


Bank ........ 


2.555 


Land and Buildings ..... 


lz,ooo 


Bad Debts ....... 


525 


Purchases ....... 


5I.45B 


Purchases Returns ..... 



1.346 

Sales ........ 



116,246 

Sales Returns ...... 


7,821 


Carriage Outwards ..... 


2,004 


Wages ....... 


15.485 


Salaries ....... 


6,097 


Carriage Inwards ...... 


929 


Rents and Rates ...... 


2,000 


Gas, Water, and Electricity .... 


720 


Insurance .... 


I7I 


Advertising . . . . 


3.264 


Discounts Received .... 



1,100 

Discounts Allowed .... 


560 


Investments, at Cost .... 


5,000 


General Expenses .... 


3.489 


Bills Payable .... 



2,614 

Bills Receivable . .... 


I, Boo 


Dividends Received .... 



250 



^164,167 

;£i64,i67 






On £400 - 80 = ^320 a.t 10% per annum. 




Trading and Profit and Lass Account for the Year Ended 31ST December, ig . 



Notes, (i) If the Stock had been insured far, say, £100 only, would be debited to Profit and Loss Account and 
/loa to the Insurance Company. 

(2) As the question is not clear as to whether the loss on Stock had already been adjusted prior to the Trial Balance, a footnote^ 
should be made to the student's answer. 
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You are required to prepare Trading and Profit and Loss Account 
for the year to 31st December, 19. and Balance Sheet as at that 
date, after making provision for the following — 

(1) Depreciation — Plant and Machinery, 10 per cent per annum; 
Land and Buildings, 5 per cent per annum. 

(2) End Stock on hand — 31st December, 19. ., £s,loo. 

(3) The Investments at 31st December, 19.., are worth 
at market values. 

(4) £200 is outstanding in respect of Rent and Rates. 

(5) Insurances are prepaid, £so. 

(6) The Bad Debts Provision is to be maintained at 5 per cent of 

Sundry Debtors. ^ 

(7) Loan Interest at 6 per cent per annum is to be charged for lUil 
year having regard to the fact that £500 was repaid on 30th June, 19 . . . 

(8) The Manager is to get a commission of i/ioth on the net trad- 
ing profits after charging his commission. 

(9) Transfer £2,250 to Reserve. 

(10) 3/4thsof the Rent and Rates are to be charged against trading. 

(11) i7/24ths of Gas, Water, and Electricity are to be charged 
against trading. 

Trading and Profit and Loss Account for the Year Ended 


Dr. 3 1 ST December, 19 . Cr. 




£ 

£ 



£ 

£ 

Td Stock, 1/1/19. . 



4.839 

By Sales 


116,246 


,, Purchases 


31.458 


Less Returns 


7.821 


Lms Returns 


1.348 





108,423 




30,112 

,, Stock, 31/12/19. . . 



5 ,idO 

„ Carriage Inwards 



929 





„ Wages . 



15.4B5 





,, Rent and Rates 



1,630 





„ Gas, Water and 








Electricity . 



510 





„ Gross Profit . 

c/d 


40,000 








£113,525 




£*I 3 , 5»5 

To Rent and Rates 



55 D 

By Gross Profit . 

b/d 


40,000 

Gas, Water and 




,, Discounts Received 



1,100 

Electricity . 



210 

,, Dividends „ 



23 D 

,, Insurance 



12 I 





,, Carriage Outwards . 



2,004 





,, Salaries 



6.097 





,, Advertising 



3.284 




- 

,, Discounts Allowed . 



560 





„ Bad Debts 



B20 





,, Loan Interest 



3B5 





,, General Expienses 



3.4B9 





,, DepreciatiDn — 








Plant and Machin- 








ery 


Bod 






Land and Build- 








ings 


6dd 









1,400 





„ Manager’s Commis- 








sion . 



2,000 





„ Net profit trans- 








ferred to Profit 








and Loss Appropri- 








ation Account 

c/d 


20,250 








£41.350 




£41,330 
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Dr. 


Profit and Loss Appropriation Account 


Cr. 


Td Traniftx to Reserve . 

,, Net Profit transfemd to 
Capital Account 



L 



£ 


2,250 

iBpOoo 

By Net Profit fnr Ybut 

b/d 

20,230 

L 

20,250 


i 

20,350 


Balance Sheet as at 31ST December, ig.. 


Capital I5t Jan., 19. . 

L€ 5 s Drawings 

£ 

22,000 

ID, 000 

£ 

Fixed Assets — 

Goodwill .... 
Land and Buildings 

Less Depreciation 

£ 

12,000 

600 

£ 

5,000 

.. Add Net Profit per Profit and 
Loss Appropriation Account 

12,000 


11,400 

I B,odo 

30,000 

2,250 

9,500 

Plant and Machinery . 

Less Depreciation 

B,ooo 

8do 

Reserve ..... 
Loan on Mortgage 

Current Liabilities — 

Sundry Creditors: 

Trade .... 

Rent and Rates . 

Manager's Commission 
Mortgage Interest due. 

Bills Payable 


7,200 

5,000 


Investments at Cost (market 
value £5,500) 


10,401 

200 

2,000 

2B5 

2,614 

15.500 

Current Assets — 

Stock. .... 

Sundry Debtors . £20,100 

Less Bad Debts Prov. 1,005 

5 . IDO 

19.D95 

30 

i,6do 

50 

2.555 

2B,6oo 



Expenses prepaid (Insurance) 
Bills Receivable . 

Cash in hand 

Cash at Dank 

28, 650 







£ 

57,25d| 


£ 

57.250 


_J 






Notes, (i) The Loan Interest has been computed as follows — 

£ 

6% per annum on £10,000 for 6 months 300 (already paid) 

6% per annum on £9,500 for 6 months 2B5 (outstanding) 

^585 

(2) Computation of Manager's Commission equals i/iith of the 
profit of the business before tlie Profit and Loss Account has been 
credited with dividends and debited with the commission, viz. — 


£ 


Net profit .... 

20,250 

A dd Commission . . . . . 

2,000 


22,250 

Less Dividends (non-trading ri'ccipls) 

250 


£22,000 

One-eleventh thereof = £2,000 


Subject to agreement, depreciation should, for the purpose of calculating 
commission, be computed on the straight line method. 

— The commission is based, in the absence of an agreement otherwise (as 
in this problem) on the profits before charging commission. 
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(2) Where the Items are Shown in Single Columnar Form. No dif- 
ference in principle arises in these circumstances as compared with the 
presentment of a complete Trial Balance. The additional work 
involved is the separation of items, so as to form, prior to the 
preparation of the Final Accounts, the Trial Balance. The time 
entailed in rewriting is usually considerable and cannot easily be 
spared in examinations, so that a "short cut" method should be 
employed. 

The method usually adopted is to add the whole list (after 
ascertaining that the list or schedule comprises only Ledger 
Balances) and either extract the credits by the side of the 
schedule or on a separate sheet, and the total schedule less the 
credits extracted should equal the latter figure. There is no 
reason why credits instead of debits should be extracted, but 
from the point of view of expediency it is almost invariably better 
to extract credits inasmuch as they are comparatively few in 
number. 

Many of the advanced problems require adjustments of errors 
or omissions before the list of balances is complete ; that is, 
not infrequently the list of balances does not contain the whole 
story. In subsequent chapters will be found illustrations of this 
type. 

When the Trial Balance is obtained the problem will be worked 
out on the usual lines. 

Illustration. The following is the Schedule of balances on 31st 
December, 19. . , of X — 


Ledger items 



Balances 

Debits 

Credits 

Purchases .... 



£ 

I, ZOO 

£ 

I, ZOO 

£ 

Debtors .... 



1,700 

1,700 


Bank Overdraft . 



60 


Loan ..... 



IBO 


iBo 

Fixtures .... 



zoo 

200 


Capital .... 



1,600 


1,500 

Drawings .... 



300 

300 

Expenses .... 



420 

420 


Bad Debts Provision 



90 


90 

Creditors .... 



2 B0 


280 

Sales ..... 



1,900 


1,900 

Sales Returns 



50 

5 ° 

Stock .... 



130 

130 





;^8,0D0 

;f4,ooo 

;^ 4 ,OOD 


The items are also shown in Trial Balance form for reference. 
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The procedure in a question of this nature will be — 


(1) Total of balances 

(2) Credit items . 


Deduct (z) from (1) 


i 


50 

iSo 
1,500 
go 
z8o 
I, goo 


£ 

8,000 


4,000 


/. Total Debit items 


^ 4,000 


Where items (e.g. Bank, Loans, Discounts) are ambiguous, the 
question will generally give some indication or hint as to the correct 
side of the particular item. For instance. Bank Interest (Dr.) would 
suggest a bank overdraft. 

Illustration. The following arc the balances which appeared in the 
books of X, who is an Hotel Proprietor, at 31st December, ig. . — 


Apartments and Attendance 


83,000 

Meals ..... 


16,000 

Provisions .... 


7.750 

Stocks ..... 


510 

Cash in Bank .... 


5,000 

Capital ..... 


. 110,000 

Debtors ..... 


40D 

Creditor.s .... 


4 .B 00 

Provision for DeT)rociLitit)n of Biiililings 

12,000 

Buildings .... 


. 103,000 

Furniture and Equipment 


30,000 

Bank Interest .... 


565 

General Expenses 


13.705 

Wages ..... 


3,000 

Income Tax .... 


240 

Drawings .... 


760 


Prepare Final Accounts after making adjustments as follows — 

(1) Increase Provision for Depreciation of Buildings to 3^15,000. 

(2) A sum of £400 representing accommodation £120, and meals 
£280 to be charged to X. 

(3) A sum of £8oo representing accommodation £280 and meals 
£520 to be charged up in respect of Staff. 

The "Trial Balance" is — 

£ 

(1) Total of all the items . . . 332,730 

(2) Total of Credit items . 166,385 


Total Debit items = /166.365 
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Profit and Loss Account for the Year Ended 
Dr . 3TST December, iq.. Cr. 


Td Pro visions 
.. Wanes 

,, Ocneral Exprnsps 
,, Depreciation of Buildings 
,, Net Profit transferred to Cap- 
ital Account 


1 

7 , 7 <o 

3 Rod 
13 yns 
3,000 

12,510 

By Apartments, etL 
,, Meals 
,, Bank Interest 



£ 

33,400 

1 6, Boo 

565 



£40,765 




£40 765 


Balance Sheet as at 31ST December, 19 


Capital — 

Balance at ist Jan , ig. . 
Less Drawings 

£ 

XID.OOO 

1.400 

£ 

Fixed Assets — 

Buililmgs 

Less prt ciation 

£ 

105,000 

l5,DC»o 

£ 

Add Net Profit per Profit 
and Loss Account 

lo8,6oo 

12,510 


I umiture and Equipm’t 
Current Assets — 

Stocks 

TJ0b tors 

510 

30,000 

Current Liabilities — 



Cash at Dank 

5,000 


Creditors 


4, Boo 



5,910 



£125, gio 



^125^10 








Notes The General Expenses (which should include the complete upkeep 
and renewals of furniture, crockery, linen, etc ) would be in more detail in an 
examination question 

The adjustments will be effected thus — 


£ 

Apartments 

£ 

Meals 

£ 

Debit Drawings 400 

Credit . 

120 

Credit . 

280 

Debit Wages 8oo 

Credit . 

280 

Credit . 

520 

^1,200 

Increase of 

£400 

In[ rcase uf 

. £Soo 


Income Tax, ^240, will also be transferred to Drawings , hence total Drawings 
are £i,4oo, 1 e £76^ -|- ;£24o + ^400 

Stocks are Closing Stocks (the credits already having been made to the 
appropriate Nominal Account'*) 

Illustration. From the following balances prepare Final Accounts 


in respect of the year 

ended 31st December, 19. . — 

r 

£ 

. 8,740 

Loan 

500 

Creditors 

Sundry Expenses 

398 

Income Tax 

• 203 

Stock ( I st January, 19 

) • 5,470 

Investments 

2,000 

Purchases 

. 31,400 

Fixtures and Fittings . 

6oo 

Wages 

. 2,000 

Motor Vans 

, 500 

Discounts Allowed 

126 

Investment PrDvision . 

500 

Rent and Rates 

170 

Bad Debts written off 

. 20 

Sales 

. 37,000 

Bad Debts Provision . 

820 

Carnage Inwards 

224 

Bank Interest 

15 

Bank 

• 3.247 

Capital 

. 9,150 

Sundry Debtors 

1,900 

Dividends on Investments 

107 

Buildings 

■ 2,674 

Drawyigs 

400 


^ Alternatively, the amounts representing meals may be credited to Pro- 
visions Account instead of being credited to Meals Account 
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(ij Stock in hand at sist December, 19. .. £3.577 (including Stationery Stock £17). 

(2J Sundry Expenses include stationery purchased, £37. 

(3) llie Loan was made on xst March of the current year; interest at the rate of 6% per annum 

no provision for which has yet been made. 

(4) Investments valued at £1,420; adjust Investment Provision accordingly. 

(5) Provide 5% on Debtors for Discounts and 20% for Bad Debts. 

(6) Write off 5% for Depreciation on Buildings. 

(7) Included in Sundry Expenses is £26 for Legal Charges in connection with the acquisition of 

certain buildings (included in the item of £2,674). 

(B) Dividends accruing, £27; Rates paid in advance £20 and Rent owing £30. 

(9) The opening stock included Stationery Stock £20. 


Trading and Profit and Loss Account for the Year Ended 
Dr . 31ST December, 19.. Cr. 


ig. . 
Jan. 1 
Dec. 31 

To Stock 
,, Purchases 
,, Carnage Inwards 
,, Wages 
,, Gross Profit 

c/d 

£ 

5.450 

31,400 

224 

2,000 

1,426 

ig. . 
Dec. 31 

By Sales 
,, Stock 


£ 

37.000 

3.500 



£ 

40,500 



£ 

40,500 

Dec. 31 

To Rent and Rates 
,, Sundry Expenses 
,, Stationery. 

,, Loan Interest 
,, Dad Debts 
,, Discounts (net) , 

,, Depreciation — 

Buildings . £133 

Investments . Bo 

.. Net Profit translcrred 
to Capital Account . 


iBo 

335 

40 

25 

Bo 

202 

215 

498 

Dec. 31 

By Cross Profit 
,, Dank Interest 
,, Dividends 

b/d 

1,426 

15 

134 




£1.575 




£1.375 










Balance Sheet as at 31ST December, 19. 


Capital — 

Balance ist Jan., ] 
Less Drawings 


Add Net Profit per Trading 
and Profit and Loss A/c 


Loan 

Current Liabilities — 
Creditors 
Kent owing . 
Loan Interest 


In absence of date 
of purcha^ of new 
buildings, deprecia- 
tion taken at 5% on 
the balance at 31st 
December, 19. . 


£ 

9.130 

603 


8,547 

498 


3.740 

30 
z5 


£ 


9,045 

5oo| 


3,795 


£i3.3 4o| 


Fixed Assets — 

Buildings : 

Balance ist Jan., 19 
Additions 

£ 

? 

? 

■"£ 

Add Legal Charges on 
Purchase . 

2,674 

z6 


Less Depreciation at 5% 

2,700 

135 

2,565 

600 

500 

1.420 

Fixtures and Fittings . 

Motor Vans 

Investments 

Less Provision . 

2,000 

5B0 

Current Assets — 

Stock: Goods 

Stationery 

Sundry Debtors . £1,900 

Less Bad Debts Prov. 380 

3,500 

17 

5,085 

1,520 

Less Discount Prov. 76 



1.444 

Add Rates paid in 

Advance 20 

Add Dividends accru- 
ing . 27 

i,49> 

3,247 


Cash at Bank. 

8,255 



£^3.340 
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MISCELLANEOUS ADJUSTMENTS 

Having grasped the principles relating to the preparation of final 
accounts with comparatively elementary adjustments, a student 
will now be the better able to advance a step further. Therefore, 
examples will now be given illustrating as many types of adjustment 
as are compatible with the degree of knowledge that, at this stage, 
the student is reasonably assumed to have attained. 

It will be recognized that many adjustments call for a consider- 
able knowledge of advanced accounting and these will be dealt with 
in Chapters XXII and XXIII. 

The almost inexhaustible number of adjustments makes it im- 
possible to illustrate them completely, but the following are typical — 

(i) Included in the accounts are Plant and Machinery, £2,000; 
Investments, £3,200; Loose Tools, £720. 

Plant and Machinery are to be written down by 10 per cent ; Invest- 
ments are revalued at £1,950; Loose Tools at £700. 

During the year certain investments have been sold for £750, 
realizing a profit of £170 and passed through Sales Account ; sundry 
loose tools have been purchased for £240 in respect of which carriage 
of £5 has been expended, the items being charged respectively to 
Purchases and Carriage. 

As no dates are given, the assumption is naturally that the figures 
given in the first sentence are those in the books at the commence- 
ment of the period. 

The adjustments are — 


Re Plant — £ 

(а) Trading and Profit and Loss Account Dr. zoo 

To Plant and Machinery 

Re Investments — 

(б) Sales Account , . . Pr 750 

To Investment Provision 
„ Investment Account 

Tho book value oi luvestments now is £3 ,zdd £ 
iC55 z, 62 d 

And as the revised value is . . z,95o 

A Provision IB necessary for £670 ^ 


£ 


zoo 


170 ^ 
580 


Re Loose Tools — 

(c) Loose Tools 

To Purchases 
,, Carriage 


Dr. 243 

Z4O 

5 


^ But assuming no other items appear in the Provision, e g a commencing 
figure or other profits or losses on realization, the Investment Provision already 
IS in credit for /170, thus requiring a further more to augment it to £670, 
that is — 

£ 

Profit and Loss Account . Dr. 300 

To Investment Provision . 


300 
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Assuming there had been no sales of Loose Tools or other trans- 
actions not disclosed, the amount of Loose Tools will now be — 

Per Accounts ..... 

Add Purchases and Carriage 

As the revised value of Loose Tools is . 

The required Depreciation is 

Entries for Depreciation of Loose Tools — 

(c) Trading and Profit and Loss Account Dr. 

To Loose Tools 

Alternatively, Loose Tools may be treated exactly like Stock, i.e. the 
commencing figure of £720 would be debited to Trading Account ; 
Purchases and Carriage (£245) transferred separately to Trading 
Account ; and the closing figure introduced into the Final 

Accounts by the familiar entries- - 

i £ 

Loose Tools .... Dr. 780 

To Trading Account . . . 7B0 

Actually Loose Tools will be unlikely to appear in accounts other 
than those relating to manufacturing, but the adjustment is intro- 
duced here for purposes of illustration. 

(z) A acquired a business from C on 1st September, 1952, and 
included in his expenses was one quarter’s rent to 29th September, 
1952, to the amount of £60 ; he makes up his accounts to 31st Jan- 
uary, 1953. September quarter rent paid znd October, 1952; 
December quarter 31st January, 1953. 

When he acquired the business A would receive credit for the rent 
accruing up to the date of acquisition, viz. two months from Z4th 
June, 1952, to 1st September, 1952. Actually the computation 
would be in days and there would almost necessarily be several other 
items to be alhiwed or charged as between A and C. 

The entries would be as under — 

Dr. C Cr. 


£ £ 
720 

245 

965 

780 
/1 83 


£ £ 
1B5 

183 


To Accruiug Rent . 







^ This debit will have been settled up either against the cost of acquisition 
of the business, or against adjustments in favour of C, e.g. prepayments, or 
in cash. 

If, by error, the ^40 debit to C and credit to Rent had not been effected 
at the date of acquisition, it would probably be done at the date when A paid 
^the quarter’s Rent to 29th September, 1932; or upon the preparation of the 
final accounts. 
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Dr. Rent Cr. 


1952 

Oct. a 

To Cash: One Quarter's 


£ 

19-52 

Sept. 1 

By C lor Rent accruing to 


£ 


Rent to 29th Sept , 

1952 


6d 

1st Sept , 1952 


40 


1953 




1953 

,, Profit and Loss 



Jan. 31 

,, Cash : One Quarter’s 



Jan 31 



Rent to 25 th Dec., 
1952 


60 

Account 


loo* 




,, One Month's Rent 








accrumgto 31st Jan , 

1953 . .| 

c/d 

20 








£140 









Feb 1 

By Balance: 








One Month’s Rent 
accruing 

b/d 

ZD 


* As the Rent is £20 a month there should be a charge to Proht and Loss Account of £100, made 
up of hve mouths from 1st September, to 31st January, 1953, at £20 a month. 


(3) The Trial Balance of X shows the account of the Z Building 
Society as credit £1,225. 

It is ascertained that tlie balance due at the commencement of the 
year was £1,346. 

From the records supplied b}" the Building Society it is found that 


the £121 paid (i.e. £1,3^6 -£1,225) is made up of — ^ 

Repayments of Capital . . -34 

Loan Interest . .86 

Fire Insurance ...... I 


^121 

The required entries are — ^ ^ 

Fire Insurance Dr. i 

Loan Interest .... Dr. 66 
To Z Building Society . 67 

The Ledger Account of the Z Building Society will be — 


Dr. Z Building Society Cr. 


To C lilh 
,, Balance 

c/d 

f 

121 

1.312 


By Balance 
,, Interest (a) * . 

Insurance (b) 

b/d 

£ 

1,346 

B6 

I 



£1,433 




£1.433 





By Balance* . 

b/d 

1,312 


Alternatively "By Sundnet £87." 

I 

■ Beginning Balance ..... 1,346 

Less Repayments of Capital ... 34 

Closing Balance ..... £1,312 

(a) and (b) The postings will be made to the debit of the appropriate account, and the usual adjust- 
ment for prepayment (Insurance) and for accruals (Interest) unless (as urould be probably the Case) 
the amounts were trivial 

(4) A trader with property standing in his books at £12,300, sold a 
portion of it for £4.200. The latter represents a profit of 20 percent 
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□n book value. The date of the sale was 30th June, 19. . , the account- 
ing period ends on 31st December, and depreciation at 10 per cent 
has always been written off. 

[a) If the phrase "profit of 20 per cent on book value" means 
value left standing in the books at 1st January, 19. the entries, 
ignoring narrations, are — 

J OURNAL I I 


Depreciation 
To Property 
Cash . 

To Property . 
Depreciation 
To Property 
Property 

To Profit on Sale 


Dr. 175 
Dr. 4,200 


Jan. I To nalance 


Protit and Loss 
Account; Profit 
on Sale 


Jan. 1 1 To Balance (t) 


LEDGER 

Property 



£ 

19. . 

b/d 

12,300 

June 30 


B75 

Dec. 31 


£13.175 


b/d 

7 , 9*0 



Depreciation 
5% ou<3,JDo 
Depreciation 
10% on £B,Bdo 
Balance . 


(i) Book value of remaining Property (;£i2,3od - ^3,500) ^ . B,8oo 

Less io% Depreciation ....... B80 

Balance per Ledger ...... ^7,92 d 

It will be seen that if the sale had realized exactly the depreci- 
ated value at 30th June, 19.., it would have been £3,500 less 5 
per cent depreciation. Thus — £ 

Book Value .... 3,500 

Less Depreciation . . .175 

£3.325 

As the sale price is ;£4,200 the pro&t is £675, as shown below — 

£ 

Sale Price .... 4,200 

Less Depreciated Value . . 3,325 

*■ Profit on Sale . 1^875 


^The book value ol tho property sold was five-sixths ol sale price, i.e. 1^3,500, thereiore the profit 
must be — £ 

Sale Price ....... 4,aoo 

Less Book Value ...... 3,300 


Plus Depreciation. 
B Profit on Sale . 


. 1^75 
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(6) n the phrase “profit of 20 per cent on book value" means the 
value after depreciation on the part sold has been dealt with on 30th 
June, ig. the entries, ignoring narrations, are — 

J OURNAL 

Depreciation 
To Property 
Cash . 

To Property 
Depreciation 
To Property 
Property 

To ^ofit on Sale 


Dr. 


LEDGER 

Property 


Dr. 

i 

184 4 

d. £ s, d. 
3 

Dr. 

4,200 0 

1B4 4 3 

0 

Dr. 

86 r 11 

4,200 D 0 

7 

Dr. 

700 0 

861 11 7 

0 



700 0 D 

Cr. 


Jan. I 
June 3 d| 


15 

Jan. 1 




£ 

5 

d 

19.. 



£ 

j. 

4. 

To Balance . 

b/d 

I 2 JO 0 

0 

0 

Tune .^0 

Uy Cash Sale 


4,200 

□ 

0 

„ Profit and Loss 






„ Depreciation 





Account : Pro- 






5% on 





fit on Sale 


7D0 

0 

0 


£3,684 4s 3d 


1 84 

4 

3 






Dec. 31 

,, Depreciation 











10% on 











£8,615 15s. sd. 


B6I 

II 

7 







„ Balance . 

c/d 

7.754 

4 

z 


1 

ISjODO 

0 

0 



£ 

13,000 

D 

0 

To Balance (t) 

b/d 

7,754 

1 

4 

z 








(t) Total Book Value of Property at ist Jan., 19 . 
Less Book Value of Property Sold 


Less 10% Depreciation 

Balance per Ledger 


£ 

5 . 

d. 

12,300 

0 

0 

3.684 

4 

3 

8.615 

15 

9 

861 

II 

7 

^£ 7.754 

4 

2 


The January book value of the property sold must be of the 
written down value; and the latter must be J; of the sale price of 
£4,200 (equals £3.500). 

Therefore — 


Book Value at ist January, 19. . , of the property sold 

i 

S. 

d. 

“ ...... 

which, after providing Depreciation at 10 % per annum 

3.684 

4 

3 

for half-year (i.e. 5%) . . . . . 

1B4 

4 

3 

Leaves net Book Value at 3Dth June, 19 . . 

:^ 3 . 5 DD 

0 

0 

Proof — 

£ 

s. 

d. 

Sale Price ........ 

4,200 

0 

□ 

Book Value at 3Dth June, 19. ., as written down 

3.500 

0 

0 

Profit 

£700 

0 

0 


This is a profit of 20% of Book Value (^.riitten down), i.e. ^ X £3500 = ;£70 d 
do. 1^1% price i.e. ^ X 
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(5) Included in the Purchases Day Book of a trader, who draws 
his accounts up to 31st December of each year, is the following 
item — 


19. . 



■ 


May 1 7 

Dud ft Co. (Motor) ..... 


1 

1 


On examining the invoice you find the following material facts — 


I9-- 


£ 


d. 

April .^0 

Purchase of New Car ..... 

650 

0 

0 


Accessories ....... 

3 ° 

□ 

0 


Licence to 31st December. 19. . 

17 

5 

0 



697 

5 

0 


Less Old Car ...... 

IDD 

0 

0 



597 

5 

0 


Less 10% Trade Discount on £550 . 

55 

D 

0 



542 

5 

0 


Less 5% Cash Discount on ^525 

26 

5 

0 



£516 

0 

0 


Received Cash, 

ijth May, 19 . . 

(Signed) Dud & Co. 


Assuming depreciation at 20 per cent per annum you are required 
to make the necessary adjustment. 

The old car stood in the books at £iBo. 


Adjustments Statement 


Particulars 

Gross 

Trade 

Discount 

True 
Price j 

Cash 

Discount 

Net 


£ 

s. 

d. 

£ 

s. 

d. 

£ 

J. 

d. 

£ 

s. 

d. 

£ 

s. 

d. 

Cost of New Car 

650 

0 

0 

65 

0 

D 

585 

0 

0 

29 

5 

0 

555 

15 

0 

Accessories 

30 

□ 

0 




30 

D 

0 

I 

10 

D 

zB 

10 

0 

Deduct Old Car 

6B0 

0 

D 

65 

0 

0 

615 

0 

0 

30 

15 

D 

584 

5 

0 

lOD 

0 

0 

10 

0 

0 

90 

0 

0 

4 

10 

0 

85 

10 

0 


580 

0 

0 

55 

D 

0 

525 

0 

0 

z6 

5 

D 

49S 

15 

0 

Add Car Licence 

17 

5 

0 










27 

5 

0 

* 

^597 

5 

0 










^516 

0 

0 
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J OURNAL 


19 - . 



£ 

j. 

d. 

£ 

s. 

d. 

April 3D 

New Car ..... Dr. 


555 

15 

0 





Licence ..... Dr. 


17 

5 

0 





Accessories .... Dr. 


28 

10 

0 





To Purchases .... 





516 

0 

0 


,, Old Car ..... 





85 

ID 

0 


Being the necessary adjustments as per 









statement attached. 








Dec. 31 

Depreciation .... Dr. 


86 

2 

D 





To Old Car ..... 





12 

D 

0 


,, New Car .... 





74 

2 

0 


Being depreciation at 20% on the Old 









Car for 4 months, and on the New 
Car for 8 months. 









Profit and Loss Account Dr. 


82 

10 

0 





To Old Car ..... 





82 

10 

0 


Being the loss on the Old Car written 









off. 









Notes, (i) The question indicates that the Trade Discount would only bo 
allowed on the motor-cars 

(2) The transaction was entered in the Purchases Day Book on the day the 
receipt was given, namely, 17th May; this, however, is not correct, as the car 
was actually purchased on 30th April. 

(3) The narratives are added for purposes of illustration, but are not neces- 
sary when working an exercise on the final accounts. 

(4) Actually there would be an allowance to the purchaser in respect of 
the unexpired licence on the old car, wdiich would be offset again 5 t that in 
respect of the new car. 


(6) A company draws up its accounts half-yearly to 31st July 
and 31st January. On 1st October, 1952, it commences to occupy 
its own factory newly built. 

The rating authorities assessed the company at a rateable value 
(net) of jfSoo. The company on receipt of the assessment in 
December, 1952, appealed, which appeal at 31st January, 1953, 
had not been heard. 

On 15th December, 1952, the company paid rates on account ^^220. 

The appeal was heard and settled in February, 1953, the assess- 
ment being reduced to £600 net. On loth May, 1953, the Company 
paid £210 on account of the following Demand Note — 

I 

Rates fur 1953-54, ^6ou at l6s. . 4B0 

balance of Kates 1952-53 ... 80 

560 

Less allowance for the over-assessment, ^zdo at 13s. 75 




TRADING AND PROFIT AND LOSS ACCOUNT — BALANCE SHEET II9 

On 1st November, 1953, the whole of the balance due, viz. £275, 
was paid. 

Write up the Rates Account of the Company in respect of the 
three periods ended 31st January, 1954. 

Dr. Rates Cr. 


1952 



L 

1953 




1 

Dec. 15 

To Cash on account 


220 

Jan. 31 

By Rates prepaid 


c/d 

20 






,, Profit and Loss 

Ac- 







count (4 months 
£Bdo at 15s. in £) 

on 


200 




£220 





£220 

1953 
Feb. 1 

To Balance — 



July 31 

By Rates prepaid (3) 


c/d 

45 


Kales prepaid 

b/d 

ZD 

,, Profit and Loss 

Ac- 



May lo 

,, Cash on account 


210 


count (2) 



235 

July 31 

,, Rates Adjustment Ac- 








count: over-payment 
oJ Kates for the half 









year ended 31st Jan- 
uary, 1953 on £200 
at 15s. in {, for 4 
months (1) . 


30 









£280 





£2Bd 




w 

2954 





Aug. I 

To Balance — 



Jan. 31 

By Rates prepaid (5) 


c/d 

Bo 

Rates prepaid 

b/d 

45 

,, Profit and Loss 

Ac- 



Nov. I 

,, Cash balance of Rates 

275 


count (4) 



240 




u 

10 

□ 





£320 

1954 

Feb. 1 

To Balanre — 









Rates prepaid (3) . 

b/d 

Bo 







Notes, (i) This item should be shown separately as it is in effect a relief 
in respect of the preceding period. The true rates for the period to 
31st January, 1953. are ;^6 od at 15s. in £ for 4 months = £"^50, which 
is the £200 above, less the relief in the following period. 

(2) This item is arrived at as follows — £ 

Rates for 2 months (ist February, 1953, to 31st March, 1953) 

on 1^00 at 15s. ........ 75 

Rates for 4 months (ist April, 1953, to 31st July, 1953) on 

^boQ at 16s. ........ 160 

^235 


(3) This item is arrived at — 

The payment of £'210 discharges £^ still owing to 31st March, 
1953 (i.e. balance of ^/8o less allowance £ts) leaving £205 on account 
of the current rating period 1953-54. The rates in respect of the 
current rating period, i.e. ist April, 1953. to 31st July, 1953. 

4 months on ;^boo at 16s. in £ amounting to £1^0 as against ^205, 
leaving ;^45 prepaid. 

(4) This item is half-year's rates, viz., ;^6 do for 6 months at i6s. 
in ^ = ^240. 

(5) This item is £600 for z months at i6s. in = ;^8 d being the 
prepayment of 1953-54 rates, i.e. paid up to 31st March, 1954. 

^ Half-year’s Rates, ;f8oo at 15s. in £ = £^00, less Cash paid ^220. 


5— (B. 30 B 3 ) 
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The identical result would ensue if the Rates expenditure were 
passed through an Expenses Day Book. 

(7) On 1st April, 1952, Hardcastle Ltd., whose financial year 
ends on the 30th June, took out a policy with Crag Insurance Co., 
Ltd., to cover Employer’s Liability for the year ended 31st March, 

1953- 

The premium was at the rate of los. per cent of wages paid during 
the year covered. As the current wages cannot be ascertained till 
31st March, 1953, the premium was to be calculated on the wages 
paid for the year ended 31st March, 1952, and an adjustment 
to the premium on current year’s wages was to be eftected by 
a balance payment to or by Crag Insurance Co., Ltd. on the 25th 
April, 1953. 

On 1st April, 1953, the insurance was renewed under similar 
conditions (i.e. pro tern, on 1952/3 wages, adjusted on z5th April, 
I 954 i to actual 1953/4 wages and cash paid to or by the Insurance 
Company) except that the premium was to be £1 per cent of wages 
paid for the year covered. 


The wages paid were : — 

£ 

Year ended 31st March, 1952 .... 6o,doo 

Three months ended 30th June, 1952 15,000 

Nine months ended 31st March, 1953 41,000 

Three months ended 30th June, 1953 25,000 


Journalize the entries (except cash) to record the transactions 
and the closing entries on 30th June, 1952 and 1953, in the books 
of Hardcastle Ltd. 


J OURNAL 


T952 
Apr. I 

Employer’s Liability Insurance Suspense . Dr. 

To Crag Insurance Co., Ltd. 

Premium for 1952-3 on wages for year ended 
31st March, 1952; 4% on ;^6 o,ood 


£ 

300 

L 

300 

June 30 

Employer's Liability Insurance^ . Dr. 

To Employer’s Liability Insurance Sus- 
pense ...... 

Transfer of proportion of premium for 3 mos. 
ended 30th June, 1952: J% on ;£i5,ooo. 


75 

75 

1953 

Apr. I 

Employer's Liability Insurance Suspense . Dr. 

To Crag Insurance Co., Ltd. 

Premium for I953“4 wages for year ended 

31st March, 1953 ; 1 % on /56 ,ood. 


560 

560 


^ This item will be transferred to Profit and Loss Account. 
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J OURNAL (contd.) 


^ 1953 

Apr. 25 

Crag Insurance Co., Ltd. Dr. 

To Employer's Liability Insurance 

Suspense ..... 

Refund due in respect of premium for 1952-3 
on adjustment to actual (^% on £56,000 as 
against provisional £60,000). 


£ 

ZD 

£ 

20 

June 30 

Employer’s Liability Insurance^ . Dr. 

To Employer’s Liability Insurance Sus- 
pense ...... 

Transfer of premium for year ended 3Dth 

June, 1953; 

9 mos. to 31st March, 1953 — on £ 

£41,000 ..... 205 

3 mos. to 30th June, 1953 — 1% on £25,000 250 


455 

455 







It will be seen that the insurance suspense account will be cleared each 
25th April, but on the 30th June of each year the balance thereon will be 
carried forward as an asset. If each 3'^ear’s suspense account is kept separate, 
the clearance will become more apparent — 


Df. ELI. Suspense (i) Cr. 


1952 

Apr I 

To Crag: Insurance Co. . 

1 

1 1 

1 

1 

1 ^ 1 
j joo 

1952 
Junt 30 

By L L.l. 

,, Balance 

c/d 

£ 

75 

225 

July I 

1 

To Balance 

b/cl 

1 1 

j 225' 

1953 

M.ir 31 
Apr. 25 

By E L I 

,, Crag Insurance Co. . 


205 

20 



1 

1 





Dr 


ELI Suspense 

(^) 

Cr. 

1951 

Apr. I 

To Crag Insurance Co. . 


1 ^ 

1 1 

I 9')3 
June 30 

By r L I. . 

,, Balance . 

c/d 

£ 

250 

31D 

July I 

To Balance . 


310" j 

1 




Dr. 



ELI. 


Cr 

1952 
June 30 

To E.L.I. Suspense (i) 


£ 

7 S 

1952 
June JO 

Bv Piofit and Loss A/c 


£ 

75 

> 9*53 
Mar 31 
June 30 

To E L I. Suspense (i) 

,, E.L.I. Suspense (2) 


1 2D5 

1 2^0 1 

19 S 3 
June 30 

1 

By Profit and Loss A/c 


455 




1 


' 



^ See note ^ on previous page 

” These items appear in the lialance Sheet as assets 
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(B) Included in the Trial Balance of Trader are the following — 

Purchases (including Samples ;fi,o5D) at invoice price . ;£z2,03o 
Sales (including £Boo of goods out on Sale or Return) 17,600 

The arrangement between Trader and Supplier is that the latter 
finances the former and supplies him with all goods at ordinary 
price plus 5 per cent, no discount being allowed. 

Trader decided that 25 per cent of the goods out on Sale or 
Return should be regarded as sold. 

The Stock of goods and samples on hand at the date of the Trial 
Balance at invoice price was ^^5,208. £200 of the samples purchased 
have been used and it was decided to write down the remainder, i.e. 
those on hand, by 25 per cent. 

The Gross Profit, before allowing for samples used and Cost of 
Finance, uniformly earned is 10 per cent of selling price. 

Show Trading Account, and write up accounts for Purchases, 
Sales, Samples and Cost of Finance. 


Dr, 


Trading Account 


Cr. 




£ 



£ 

To Purchases 


20,000 

By Sales . 


17,000 

,, Samples used 


200 

,, Stock 


4,700* 

,, Gross Proht^. 


1,500 






;f2I.70O 



^21,700 


^ Gross Profit before charging samples and Finance = £i,joo = 10% of 


;£i7,ood. 

■ Calculation, of Stock — 


Goods and Samples at invoice 
pnce . 5,2 dB 

Add Goods “out" 


Sellmg pnre 

Ooo 


Less 10% G P. 

6 d 


Add 5% tuiance . 

■)4D 

Z7 



— 

5 07 

Less Samples at invoice price 
Ordinary cost . 

Boo 

5,775 

Add 5% l^m.ince 

40 




840 

Goods at invoice price 


4,935 

Less 5/105 


235 


£4,700 


Alternative calculation — 

£ 

£ 

Goods and Samples at inv oice puce 


5,208 

Less 1 inaiice Cost: 



5/105 X £5,208 . 


244 



4,960 

Add Gooils " Dul" 

boo 


Less !□% G.P. 

bo 

540 



5.5DO 

Less Samples at ordinary cost 



(1 e. excluding Fmance Cost) 


Bdo 


£4,700 

Generally speaking, this method 
takes slightly less time than the other 
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Dr, 

Purchases 

Cr. 

• 


£ 



£ 

To Sundries 


22,050 

By Samples 


1,050 




„ Finance 


1,000 




,, Trading Account. 


2D,DOD 



;{22,D50 



;f22,050 







Dr. 

Sales 

Cr. 



£ 



£ 

To Goods on Sale or 



By Sundries 


17,600 

Jieturn 

c/d 

6oo 



,, Trading Account . 

17,000 









£17.600 




By Goods on S. or R. 

b/d 

600 

Dr. 

Samples 

Cr. 



L 



£ 

To Purchases 


1 .OSD 

By I'lnancB 


5 ° 




,, Trading Account 


200 




„ P. & L. Account . 


200 




,, Balance 

c/d 

600 






£1.050 

To Balance 

b/d 

1 

6 od 

1 



Dr. 

Finance 

Cr. 


1 

L 



~L 

To Purchases 


1 ,ODO 

By Balances . 



,, Samples 


50 

Goods — 





5% 0(^4.700 . 
Samples — 

c/d 

235 





5%of;^bDD 

c/d 

30 



1 

,, P. iS- L. Account . 


7-^5' 



£1.050 



£1.050 

To Balances : 






Goods 

b/d 

235 




Samples 

b/d 

30 





^ ^785 is made up of — £ 

Ordinary cost of goods used: /zd.ddo— / 4 , 7 do 15.300 

Ordinary cost of samples used and written off 400 


5% thereof 


£15^700 

£ 785 
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The following problem involves more intricate adjustments than 
those outlined in the preceding pages. 

Illustration. The following is the list of balances extracted from 
the books of X, a trader, at 15th December, 1952 (after the Trading 
Account had been prepared) — 


Gross Profit 


£ 

3,200 

Rates .... 


8d 

Rents Received 


42 

Property (England) 


2,000 

Plant .... 


I.5DD 

Investments 


1,100 

Dividends on Investments Received 

49 

Dividends on Investments Accrued 

8 

Removal Expenses 


200 

Travelling Expenses 
Travellers’ I.O.U.’s 


470 


IDO 

Property (U.S.A.) 15.357 at 4. S7 . 

1,100 

Electricity . 


20 

Electricity Deposit 


2 

Debtors — 

English . 


4 . 45 ° 

U.S.A. I400 at 4 


ion 

Portuguese Escudos 50, 

000 at TOO 

500 

Canadian $1,000 at 4 


250 

General Expenses 


458 

Creditors 


1,720 

Bad Debts (written off) 


368 

Drawings 


700 

Discounts Allowed 


394 

Discounts Received 


395 

Bank (Dr.) . 


550 

Telephone Charges 


32 

Stock .... 


2,000 

Exhibition Expenses 


242 

Exchange Reserve 


130 

Investments Provrsion . 


280 

Provision for Depreciation 

(ProjierLy and 


Plant) 

Ooo 

Bad Debts Provision 


200 

Capital less Drawings 


9.3DO 


Prepare from the above balances a Trial Balance, and a Profit and 
Loss Account for the year ended, and a Balance Sheet as on, 15th 
December, 1952, after making adjustments for the following — 

(1) Rates prepaid, £5. 

(2) Increase Provision for Depreciation to 25 per cent of the 
combined value of the English and U.S.A. property and plant. 

(3) Removal Expenses | to be carried forward. 

(4) A cheque for £60 was given on 2nd January, 1953, to recoup 
the travellers for their expenses, £47 of which was incurred before 
15th December. 
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(5) Exchange Reserve to be adjusted to revalue foreign assets 
and liabilities at the following rates of exchange — 

U.S.A. . . . .280 

Canada .... 2-80 

Portugal . 8d 

Switzerland . .12 

(6) Among the Creditors is included a debt due to Herr Froppan 
amounting to 2,000 Swiss francs at 20 to the £ payable in Swiss 
francs. 

(7) The Canadian debt is payable in sterling. 

(B) Under arrangement made at the commencement of the hnan- 
cial year the installation of electricity is to be paid for by the addition 
of id. a unit to the electricity bill till 5,000 units are paid for, the 
normal charge being 4d. a unit. The charge in the accounts (includ- 
ing the above-mentioned penny per unit) is to 12th October, 1952. 
Units consumed from 12th October, 1952, to 15th December, 1952, 
are 200. 

(9) The Telephone Account includes the charge to 3Dth Septem- 
ber, 1952. The charge for the December quarter represents 230 calls 
at 2d. (of which 25 were made subsequent to 15th December), as well 
as a charge for increase of deposit from £1 los. to £^, the extra 
£1 los. being included in this year's accounts. 

So far no Telephone Deposit Account has been opened. 

(10) Investments are to be brought into the accounts at £917, 
having regard to the fact that a dividend of £10, received after a 
purchase during the year, was included in the price paid. 

The balance of the Investments Provision is to be carried to 
Profit and Loss Account. 

(11) Y, a debtor, is shown in the books for £300, but during the 
year he assigned his Life Policy (for £ 500 ) in complete settlement. 
The pohey at the time of the transfer was worth £170 and at 15th 
December, 1952, £185. A premium of £20 was paid by X and charged 
to General Expenses. The balance of Y's Account is to be written 
off to the Profit and Loss Account. 

(12) Included in the debtors is £300 owing by A and in the cred- 
itors £200 owing to A. The latter is to be set off against the former 
both for Bad Debts and for Discounts. 

(13) Adjust the Bad Debts Provision to 20 per cent of the English 
Debtors, and provide for discounts at 3 per cent on all debtors, 
and 2J per cent on creditors. 

(14) On i6th December, 1952, the bank notified the dishonour of 
a cheque paid by a customer £97 (the discount allowed amounted to 
£ 3 ). 

(15) Rents accruing on property let £10. 

(Calculations, except those arising out of (8) and (9) to be made to 
nearest £. Ignore tax.) 
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X 


Trial Balance as at 15TH December, 1952 

Dr. Cr. 





£ 



£ 

3,20d 

Gross Profit ...... 




Rates ....... 


80 


Rents Received ...... 



42 

Property (England) ..... 


2,000 


Plant ...... 


1,500 


Investments ...... 


],ID 0 


Dividends Received ..... 



49 

Removal Expenses ..... 


200 


Travelling Expenses ..... 


47 ° 


Travellers' I.O.U.'s ..... 


100 


Property (U.S.A.) ..... 


1,100 


Electricity ....... 


20 


Electricity Deposit ..... 


2 


Debtors — £ 




English . .4,450 




U.S.A. ..... loo 




Portuguese . 500 




Caandian .... 250 




— 


5.3OD 


General Expenses ..... 


45B 


Creditors ....... 



1,720 

Bad Debts ....... 


368 


Discounts Allowed ... 


394 


Discounts Received ..... 



395 

Bank ........ 


550 


Telephone ....... 


32 


Stock ..... 


2,000 


Exhibition Expenses ..... 


242 


Exchange Reserve ..... 



13° 

Investments Provision ..... 



280 

Provision fur Depreciation .... 



600 

Bad Debts Provision ..... 



200 

Capital ....... 



9.300 



^15.916 

;^I 5 . 9 I 6 


Notes, (i) DrawiDgs (;^7 do) have already been debited against capital 
so that the item is ignored. 

(z) Dividends Accrued This is not a balance because the Dividends 
Received Account has not been credited with the accrual. If the latter 
account had been credited with Dividends Received and Accrued it would 
have been ^57 in place of the ^49, and the Dividend Accrued Account ^8 as an 
asset. 
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Def'^rred Revenue Expenditun 
Removal Expenses 
Less written off . 
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X 

Profit and Loss Account for the Year Ended 


Dr. 15TH December, 1952 Cr. 




£ 

s. 

d. 



£ 

I. 

d. 

To General Expcnsei 


438 

0 

0 

By Gross Profit . 

b/d 

3,200 

D 

D 

,, Electricity 


zy 

6 

8 

„ Rents receivable 


5a 

0 

D 

,, Travelling Exfienses . 


517 

D 

D 

,, Dividends (leceived and 





,, Ratei 


75 

0 

D 

accrued) 


47 

□ 

D 

,, Telephone 


32 

4 

2 

,, InvDstiiienls Provision no 





,, Bad Debts 


ipioB 

D 

0 

longer required 


107 

0 

D 

,, Discounts 


84 

0 

0 






,, Depreciation 


753 

a 

0 






,, Life Policy 


5 

D 

D 






,, Exhibition Expenses . 


242 

0 

□ 






,, Removal Expenses 


Bo 

□ 

0 






,, Net Profit transferred 










to Capital Account . 


5 z 

9 

2 








^3.406 

D 

D 



£ 3 . 4 d 6 

D 

□ 












Schedule of Debtors 


Debtors (England) (see below) 
Less Bad Debts Provision 20% 


Debtors (U.S.A.) [100 + 43] 

(Portugal) [500 + 125] . 

(Canada) 


Less Discounts Provision, 3% 


£ 


£ 


4.05D 

810 


3.240 


M 3 

250 


1,01 8 
4 . 25 « 


izS 

;£4,I30 


Dr. Depreciation Cr. 


1952 

Dec. 15 

To Balance 

c/d 

£ 

1,353 

1951 

Dec. 16 

1952 
Dec. 15 

By Balance 

,, Profit and Lois 
Account 

b/d 

£ 

600 

753 




£1.353 




£1.353 





Dec. 16 

By Balance . 

b/d 

1,353 

Dr. 


Removal Expenses 


Cr. 

1951 
Dec. x 6 

To Balance 

b/d 

£ 

300 

1952 
Dec. 15 

By Profit and Loss 
Account 
,, Balance . 

c/d 

£ 

Bo 

130 




£2 w» 




£200 

X952 

Dec. 16 

To Balance 

b/d 

120 
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Dr. Exchangb Reserve Cr. 


To Credlton (Swiss) 


£ 

1951 



£ 


67 

Dec. 16 

By Balance 

b/d 

130 

,, DaiancB 

c/i 

1.D44 

1952 




Dec. 15 

,, Property (U.S.) . £813 
„ Debtors (U.S.) . 43 







— 


B56 





,, Debtors (Portugal) 


1 25 







£i,iix 




Dec. x6 

By BaJance 

b/d 

1,044 


Dr. Dividends Receivable Cr. 


>952 
Dec. 15 

To Investments Account . 
,, Proht and Loss 
Ar count 


£ 

lo 

47 

1952 

Dec. 13 

By Sundries (per Trial 
Balance) 

,, Accrual 

c/d 

£ 

49 

B 




£S7 




£17 

Dec. 16 

To Accrual 

b/d 

H 





Dr. 


Investments 



Cr. 

1951 

Dec. 16 

To Balance 

(includiiif' purchases 
to 15II1 December, 

1952) 

b/d 

£ 

1,100 

1952 
Dec. 13 

By Dividends Account 
„ Investments l*rn- 
vision . 

,, Balance 

c/d 

£ 

Id 

173 

9>7 




£1,100 




£i,idd 

1952 

Dec. 16 

To Balance 

b/d 

917 






Dr. 


Investments Provision 


Cr. 




£ 

1951 


b/d 

To Investments Account . 
,, Profit and Loss 
Account 


173 

107 

£280 

Dec. X 5 

By Balance 


Dr. 


English Debtors 


Cr. 


1952 

Dec. 13 

To Sundries 
,, Bank: Cheque 
honoured and 
count 

Dis'- 

Dis- 


£ 

4,450 

xoo 

1952 

Dec. 15 

By Life Policy Transferred 
,, Bail DebU Account 
,, Creditors . 

,, balance 

c/d 

£ 

170 

13a 

200 

4.050 





£4,550 




£4.550 

DnC. 16 

To Balance 


b/d 

4,050 
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Dr. Creditors Cr. 


195a 
Dec. 15 

To Debtors 
,, Balance 

c/d 

€ 

200 

1,587 

1951 
Dec. 16 

1952 
Dec. 15 

By Balance . 

,, Exchange Reserve 
(Froppan) 

b/d 

£ 

1,720 

67 




£i. 7 B 7 




£i, 7 B 7 





Dec. 26 

By Balance . 

b/d 

1.587' 


Dr. U.S.A. Property Cr. 


1951 

Dec. 16 
I 95 Z 
Dec. 15 

To Balance 

,, Exchange Reserve 

b/d 

£ 

X.IOD 

813 

1952 

Dec. 15 

By Balance 

c/il 

£ 

1 , 9*3 




£1,913 




£1.913 

Dec. lO 

To Balance 

b/d 

1 , 9*3 






Dr. Bad Debts Cr. 


1952 




£ 

1951 


b/d 

£ 

Del 15 

To Dad Debts (per 

£ 



Dec 16 

By rruvisiun . 

200 

Trial Balance) 

36B 



1952 




,, Debtor (Life 




Dec. 15 

,, Proht and Loss 




Policy) . 

13D 



Account 


l,ioB 



— 


498 






,, Balance 


c/d 

Bio 









£1,308 




£1,308 






Dec 16 

By Piovisinii . 

b/J 

Bio 


Dr. Discounts Cr. 


1952 
Dec. 15 

To .Sundries (per 
Balance] 

,, Balance 

Trial 

c/d 

£ 

394 

I2B 

1952 
Dec 15 

By Sundries (per Trial 
Balance) 

,, Debtor (DishonDured 
Cheque) 

,, Balance 

,, Profit and Loss 
AcLDunt 

c/d 

£ 

395 

3 

40 

84 





£522 




£522 

Dec. x6 

To Balance 


b/d 

40 

Dec. 16 

By Balance 

b/d 

12B 


Dr. 


Telephone 


Cr. 


1952 



£ 

5. 

d. 

1952 



£ 

I. 

d. 

Dec. 13 

To Sundries (ptr 





Dec. 15 

By Telephone Deposit 






Trial Balance) 


32 

D 

0 


Account . 


z 

ID 

0 


,, Accrual 

c/d 

I 

14 

2 


„ Profit and Loss 












Account . 


32 

4 

a 




£^ 

14 

z 




£33 

M 

2 







Dec. x6 

By Arrrudl 

b/d 

z 

M 

a 


Provision thereon at 2^ per LPnt = £40. (See Discounts Account.) 
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Dr. Telephone Deposit Cr. 





£ 

5. 

d. 

1952 



£ 

I. 

d. 


To Telephone Account 


1 

10 

0 

Dec. 13 

By Balancs 

c/d 

3 

D 

D 


,, Accrual 

c/d 

1 

lo 

D 










£3 

0 

D 




£3 

0 

D 

Dec. 16 

To Balancs 

b/d 

3 

0 

0 

Dec. 16 

By Accrual 

b/d 

I 

ID 

0 

Dr. 



Electricity 


Cr. 


1952 



£ 

s. 

d. 

1952 



£ 

S. 

J. 

Dec. 15 

To Cash . 


20 

D 

0 

Dec. 15 

By Profit and Lobs 






,, Accrual 

c/d 

4 

3 

4 


Account . 



6 

B 








„ Fittings Account. 


4 

16 

B 




£24 

3 

4 




£24 

3 

4 







Dec. 16 

By Arrrudl 

b/d 

4 

3 

4 

Dr. 


Electric 

Fittings 

Cr. 


1952 



£ 

s. 

d. 






Dec. IS 

To ElectncUy Account 



16 

B 








Dr. Life Policy Cr. 



Notes. It should be noted that the Electric Fittings Account can be 
treated in another way. The total liability in respect of electric httinga (i.e. 
5,000 pence = £20 lOs. dd.), may be entered in the books as an asset, a liability 
being entered in the books for a similar amount. As the fittings are paid for, 
in the quarterly instalments, the amounts will be posted to the debit of the 
latter account. 

The AssrT Account in the Balance Sheet may be shown, less the liability, 
or tJiey may both be stated separately on opposite sides of the Balance Sheet. 

In this case where the total liability is already in the books, it will naturally 
not be necessary to provide for the amount accrued due for payment, it 
being already provided for. 

Dr. Electricity Board Cy. 




£ 

5. 

d. 

1952 



£ 

J. 

J. 

To Cash . 


4 

0 

0 

Dec. 13 

By Electric Fittings . 


20 

18 

B 

Balance 

r/d 

lb 

16 

8 









£20 

16 

8 




£20 

16 

8 

















Dec. 16 

By Balance 

b/d 

16 

16 

B 
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Dr. Electric Fittings 


1952 



£ 

S. 

d. 







Dec. 13 

To Electricity Board 


2 D 

16 

B 








The accounts in the Balance Sheet may appear — 

£ s. d. £ 5 . d. 

Electric Fittings . . . . . 20 i6 8 

Less Amount owing . . . . 16 16 8 

400 

or be shown separately on opposite sides of the Balance Sheet. 

It will be observed that the net result of the entries in the books 
is precisely the same as in the original Balance Sheet, viz. — 



£ 5 . d. 

£ 

Electric Fittings ..... 

4 16 8 


Less Amount owing .... 

16 B 

4 D 

The Depreciation charge is arrived at as 

follows— 



L 

1 

Property (England) . 


2,000 

Property (U.S.) 

. 1,100 


increase in value 

. 813 



— 

1,913 

Plant ..... 


1,500 

^5,413 

Provision 25% thereon 


1,353 

Already provided 


boo 

Charge to Profit and Loss Account 




The £200 owing to and by A being a contra item must be elimin- 
ated from Debtors for the purpose of calculating the Bad Debts 
Provision, as the debt is covered by the contra. However, for the 
purpose of computing the Discounts Provisions the contra item, 
£200, might be included in both Debtors and Creditors — particularly 
as the amount provided on Debtors (3 per cent) differs from that 
provided on Creditors (2J per cent). 

It must be observed that the Bad Debts Provision on the English 
Debtors cannot be computed until the Debtors figure has been 
subjected to the other adjustments required. The corrected 
balance of £4,050 is ascertained, as shown in the English Debtors 
Account. 

The items in the Profit and Loss Account need not be showm in 
precisely the order shown above. This matter is considered on the 
next page. The amount brought in from Investments Provision is 
not really a profit of the year and, if desired, the Profit and Loss 
Account could be balanced off before crediting this item so as to 
show the true net profit for the year. 
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As regards the items in the Balance Sheet, the Assets and Lia- 
bilities are grouped under appropriate headings (see page 134). 
Reserves and Capital are, in the accounts of sole traders and 
partnerships, sometimes found at the foot of the Liabilities side 
of the Balance Sheet. 

Subdivision of the Profit and Loss Account. Various views are 
found as to the most suitable subdivision of the Profit and Loss 
Account. The most important methods of arrangement are set out 
below — 

(i) Separation of Trading from Profit and Loss Account or Section. 

(z) As in (i), with a further subdivision of the Profit and Loss 
Account or Section into [a) Commercial and (6) Financial. 

(3) As in (i) or (2), with a further extension for the appropriation 
of the Profit. 

Sequence of Items in the Profit and Loss Account. As regards 
the order of items on the debit side — the credit side will be built 
up similarly, substituting gains for charges and costs — the follow- 
ing alternatives are met with — 

i 4 . (i) Current Fixed Charges — usually comprising those charges 
that must necessarily be incurred whilst the business is in existence. 

i z) Depreciation. 

3) Losses — as distinct from Charges — incurred, e.g. Bad 
Debts, Exchange losses, etc. 

(4) Expenses in relation to Capital — e.g. Interest on Loans. 

B. (i) Normal Charges, subdivided into [a) Charges of an exact 
nature, (6) Charges of an approximate nature, and (c) Losses. 

(z) Abnormal Charges. 

The above are often dealt with according to their being recurring 
or non-recurring. 

C. (i) Charges common to all businesses. 

(2) Charges common to all businesses of the type under review. 

(3) Cliarges peculiar to the particular business under review. 

(4) Exceptional Charges. 

(5) Losses. 

D. (i) Relating to Premises — e.g. Rent. 

(2) Administration. 

(3) Selling Wages and Commission of Travellers. 

(4) Distribution and Despatch. 

(5) Finance — Discounts, Interest. 

Usually, capital expenses written off are placed either last in the 
Profit and Loss Account (or Section) or in the Profit and Loss 
Appropriation Account (or Section). 

Whatever method of subdivision and sequence is adopted, it is 
of paramount importance that the treatment should be consistent, 
so that, for instance, the rates of Gross Profit may be compared 
from period to period; and that whenever items of an unusual 
nature appear in the accomits, their inclusion and amount can be 
readily seen. 
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BALANCE SHEET 

The effects upon the Balance Sheet of the various adjustments 
have been shown during the progress of this chapter, and conse- 
quently it will be only necessary to deal with one other important 
matter, namely, the sequence of the items. 

Sequence. The Balance Sheet lends itself much more readily 
than does the Profit and Loss Account to a natural sequence of 
presentation of items. No two Balance Sheets will follow precisely 
the same order, but it is usual to set out assets and liabilities 
either — 

(а) In order of permanence, or 

(б) In order of liquidity. 

Generally speaking, [a) is most commonly used by industrial and 
commercial businesses, (ft) by banks and concerns of a similar 
nature. 

In order to comprehend the rule, a clear conception of the various 
terms applied to assets and liabilities is necessary. 

Assets are designated under the following headings — 

I. Fixed. 2. Floating or Current. 3. Fictitious. 

Fixed Assets may be regarded as those assets of a business which 
are of a permanent nature, and are definitely held for the purpose of 
earning revenue and not with a view to resale, e.g. Plant and 
Machinery, Buildings. Assets of a wasting nature are sometimes 
included under a separate heading, but this distinction is hardly 
necessary, as they are really Fixed Assets, which by their nature 
depreciate rapidly in value or content. Assets may be further sub- 
divided into Tangible and Intangible, but it must be borne in 
mind that the latter are not necessarily fictitious. Goodwill, for 
example, provided it is represented by actual value, is definitely a 
fixed asset, notwithstanding its intangibility. 

Floating or Current Assets may be regarded as those assets which 
are made or acquired and merely held for a short period of time, 
with a view to sale at a profit in the ordinary course of business; 
that is to say, they are easily convertible into cash, e.g. Cash, 
Debtors, Stock, Bills Receivable. 

Fictitious Assets are merely debit balances not written off ; that 
is, items of expenditure or losses of an unusual character which are 
not recoupable: Preliminary Expenses of a Limited Company, 
property lost through confiscation and not yet written off, Removal 
Expenses carried forward, etc. 

The modem practice is to dispense with the general headings of 
"assets" and "liabilities" and to arrange the assets and liabilities 
in groups with appropriate headings and with sub-totals to show 
the amount of (1) fixed assets, (2) current assets, (3) current liabilities, 
(4) long-term liabilities, and (5) proprietor's interest. By making 
use of these arrangements the comparison of assets and liabilities 
is facilitated. 
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Where the order of permanence is chosen, the Fixed Assets will 
come first, usually commencing with Land and Buildings, Plant 
^ and Machinery, and so on (Goodwill, however, is often placed first), 
followed by the Current Assets in order of realizability ending with 
Cash. In the liquidity order, on the other hand, the reverse is 
followed, the most liquid (i.e. Cash) being taken first, the remainder 
following in descending order of liquidity. Fictitious Assets, 
which are obviously not assets at all but merely debit balances not 
yet written off, will in either case appear at the bottom of the list. 

Liabilities should as far as possible be placed in the same order 
as the assets. Thus, where the permanence order is chosen. Capital, 
Reserves and undistributed profits — comprising the proprietor's 
interest — will come first, followed by Long-term Liabilities (Mort- 
’gages. Debentures, etc.) and Current Liabilities and Provisions. 


Balance Sheet as at 


Capital . 
Current Account 


Loan on Mortgaf^e 
Current Liabilities — 

Sundry Creditors . 

Bills Payable 
Accruals; Rent etc. 

Hank Overdraft 
Mortgage Interest acemed 


£ 

£ 

15,0CM1 

3.350 

Fixed Assets — 

Land and Buildings: 

(il Freehuld 
(a) Leasehold . 

£ 


1B.350 

S.OfMJ 

3,000 

1,950 

i,Boo 

750 

2,000 

150 

Plant and Machinery 

Less Depreciation at id% 

Furniture and Fittings . 

Less Depreciation at 5% 

2.500 
250 

1.500 

75 

6,650 

Goodwill .... 

Secret Processes 

Patents and Trade Marks 

2 PDO 


2,000 

1,ODO 



ln\ I'stmeiits : 

IJuoleil .... 

Not (piotcd 

2 , 7.50 

1,000 



Current Assets — 

Stock : 

Raw Materials . £2,250 

Finished Goods . . 1,400 

Work in Progress 725 

Goods on Consignment 500 
Stationery -125 

1 



Sundry Debtors £=,750 

I^ss Bad Debts Pruv. 450 



2 , 3 DD 

I^ss Discounts Provisinn 100 




Bills Receivable 

Prepayrnen ts : 

Advertising £ iBo 

Insurance . loB 

Rates .12 

’575 

300 

1 



Cash in hand £ 15 

Cash at Bank : 

Deposit . . . 2,500 

Current -485 



Flrlltious Assets — 

Propierty in X land conhscated 
but not written ofi 

3,000 





£31,000 




5,000 

2,250 

1.425 

5,000 

3,750 


17,425 


11,075 

2,500 


£31.0 


^ See notes on page 136. 
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The principles outlined on page 134 relate to ordinary concerns and 
do not apply to certain companies whose Balance Sheets are required 
by law to conform with a set layout; in the case of limited com- 
panies, certain requirements are laid down by the Companies Act, 
1948, relating to the Balance Sheet, not so much in relation to 
sequence as to disclosure of specific details. These requirements are 
dealt with in Chapter XXIII. In addition the attention of the 
reader is directed to the Recommendations of the Institute of 
Chartered Accountants on the Form of the Balance Sheet and 
Profit and Loss Account of industrial and commercial companies 
and a booklet issued by the Institute entitled "The Com- 
panies Act, 1947." It will be realized that no such form is 
laid down for partnerships and sole traders, but it is considered 
that, cLS far as possible, their accounts should follow the same 
principles. 

On page 135 is set out an illustration of a Balance Sheet con- 
structed on the "Permanence" principle, but it should always be 
borne in mind that there are considerable variations and modifi- 
cations according to the nature of the business, the particular 
purpose of the Balance Sheet, and the wishes of the proprietor. 

Notes, (i) The question as to whether investments are fixed or current 
assets is sometimes difficult to determine, but, generally speaking, investments 
in affiliated companies arc classified as fixed assets. Short-term investments, 
however, may be regarded as current assets as they are merely a substitute 
for cash. 

(2) In the case of stock the basis of valuation should be clearly indicated ; 
that is, whether it is taken at cost or market price, etc. 

(3) Where prepaid expenses represent payment for services to be performed 
in the future, they may be treated as current assets. 

(4) It is usual to subdivide investments into those quoted on the Stock 
Exchange and those not quoted, the former being more easily realizable than 
fche latter. 

(5) It will be noticed that whereas ordinary liabilities such as loans, cred- 
tors, etc., appear on the left-hand side of the Balance Sheet, certain credit 
balances in the nature of reserves or provisions, e.g. Bad Debts, are often 
deducted from the particular asset to which they refer. 

(6) In-stead of deducting depreciation for the year from the fixed assets 
balance brought forward and carrying forward the new balance, as is done in 
this illustration, the fixed assets may be shown at cost (or valuation) less the 
aggregate of the provisions for depreciation to date (vide Chapter XXTII for 
the requirements of the Companies Act, 1948, in this respect). 


There are many alternative methods of presentation. In one 
method the proprietor's interest is shown on the left-hand side and 
the net assets, subdivided, on the right-hand side. This method 
lends itself particularly to presentation in columnar form, as shown 
in the following abbreviated example — 
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Balance Sheet as at 

Current Assets 

Less Current Liabilities 

A dd Fixed Assets 


Less Long-term Liabilities 


Representing — 

Issued Share Capital . 

Reserves and undistributed profits 


£ £ 
7,000 

3.90D 

3.100 


7, ODD 
2. 200 

;f4,8DD 


;£4,ddd 

Sod 


/4,8do 


General Survey, From the aspect of examination work the follow- 
ing matters are worthy of the most careful attention : — 

(1) The Nature of the business; e.g. if an extractive business 
like a quarry, attention will be directed to depletion ; if an exporter, 
to the question of foreign exchange. 

(2) The Period covered by the accounts. The matters most usually 
affected by the period are Depreciation, Loan Interest, Partners' 
Salaries and Interest on Capital, Investment Income ; on the other 
hand, the Provision for Bad Debts will not be affected thereby as it 
depends upon the amount of Debtors at a particular date. 

* (3) Provision should be made for expenses and charges accrued 
and accruing where possible. Should no information be disclosed 
in the question, a footnote should be made. On the other hand, 
appropriations of profit and "prudent" (as distinct from com- 
pulsory) reserves should not be made, but the matters relegated to 
a footnote. For instance, Loan Interest paid for six months only 
in a twelvemonth period (or indeed any period longer than six 
months) will indicate the necessity for provision in the accounts for 
interest accrued or accruing; or in the less frequent instance an 
adjustment in respect of a payment in advance. Care must be 
taken to note any change in the amount of the Loan or in the 
rate of interest in respect of the period not covered exactly by the 
payment, e.g. by a repayment of principal. Depreciation will be 
provided for if the rate of depreciation is given, but not otherwise. 

(4) If an item paid in advance or accruing appears in the Trial 
Balance, that is if it is a balance, the Double Entry will already 
have been made. Frequently the wording of the question will 
serve as a guide; thus "Rent paid and outstanding" clearly 
indicates that the provision for Rent accruing has been made so 
that the latter item is a balance. Likewise Depreciation may be a 
balance if the Asset to which it relates is "net, after Depreciation.” 

Otherwise adjustment items are not part of the Trial Balance or if 
ihserted must appear twice, once as a debit and once as a credit. 

Stock on hand (if closing) will, by the same rule, be (a) 
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either a balance (after the Trading Account has been closed off), 
in which case the Trading Account balance — usually credit — will 
appear in the Trial Balance; or (6) an adjustment item requiring 
crediting to Trading Account and insertion in the Balance Sheet 
as an Asset. In this case the Opening Stock, Purchases, Sales and 
other Trading items will all appear in the Trial Balance as the 
Trading Account will not have been closed off. 

(5) Items which may properly appear cither as a debit or as a credit 
must be carefully scrutinized, particularly as there may, notwith- 
standing errors, be agreement of the Trial Balance. Bank Interest, 
Discounts, Bank, Profit and Loss balance forward are typical. 

On the other hand, certain items inevitably indicate incorrectness 
of accounting, e.g. credit balance on Cash Account, credit balance 
on Short Workings in Royalties (as will be noticed in Chapter XV). 
But a credit balance on an Investment (Asset) Account or a debit 
balance on a Bad Debts Provision Account indicates not so much 
incorrectness as incompleteness of the accounting, the former 
involving a profit on sale of investment and a consequential transfer ; 
the latter an incurring of bad debts of an amount larger than the 
existing provision. A transfer to Bad Debts Account (usually after 
creating the new Bad Debts Provision) is required, but the fact of 
there being a debit balance on the old account will not necessarily 
mean that the provision was inadequate, because the account may 
include bad debts incurred since the date of the provision. 

(6) Goods acquired in connection with expenses — and similarly 
stock on hand — must be dealt with in the appropriate account, and 
not in the Trading Account, which deals with goods bought for resale. 

(7) Goods withdrawn for private purposes are not sales. The 
latter account should include goods sold at selling prices. When 
the proprietor takes goods for private use he reduces his business 
purchases, so that the credit is to purchases, not sales. Logically, 
any cash discount, if identifiable, is not a business profit, and a 
transfer should be made to the credit of drawings. 

(8) Where "no profit" sales take place (e.g. by a tobacconist to 
obtain the Tobacco Bonus) they should be separately shown or 
deducted in an inset column from general purchases. 

(9) Particular care is required in "placing" debits of a "Profit 
and Loss" nature. It is of vital importance to distinguish between 
the CHARGE against, as distinct from appropriations of profit. 

As to depreciation, where a Manufacturing Account is required 
there appears to be unanimity as to depreciation of machinery 
being charged in that account, but otherwise there appears to be a 
divergence of view as to whether depreciation should be charged in 
the Trading section or the Profit and Loss section. The proper 
course to adopt is to insert the charge in the latter account and state 
the alternative in a footnote. 

(10) Where ambiguities occur or essential dates are lacking any 
reasonable assumption (supported by reasons) may be made. 
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e.g. if Interest on a Loan has to be charged, the Loan may be 
assumed to have been in existence at the commencement of the 
■j^eriod ; where interest on drawings has to be charged, the drawings 
may be assumed to have been made uniformly over the period. 

(11) Frequently an adjustment will require a consequential 
entry, e.g. if goods sent out on sale or return have been incorrectly 
treated as sales, in addition to the reduction of Sales and Debtors 
there will be an increase of Stock at cost or market value in respect 
of the goods in hands of customers. In addition, such adjustment 
may affect the amount of Bad Debts Provision, because as a result 
of the correction the amount of debts is diminished. Again, if the 
question requires the writing off of a loss on sale of an asset, part 
uf the debit balance on the account may be in effect depreciation. 

(12) In regard to the Balance Sheet, the important matters are — 

[а) Sequence and grouping of Assets and Liabilities. 

(б) Deduction of provisions from the appropriate assets. 

(c) A Bad Debts Provision is computed upon the book debts less 
contra accounts of customers, whilst the provision for discounts on 
debtors is based on the book debts less the Bad Debts Provision. 

(d) Contingent Liabilities should be dealt with at the foot of 
the Balance Sheet in a note. 

(13) Finally, mere arithmetic balancing will not gain full marks, 
nor will failure to balance necessarily cause serious loss of marks, so 
long as the principles involved — always present in the mind of the 
>examiner— be adequately and intelligently dealt with. H ence, support- 
ing schedules and computations should be attached to the answer. 

So far as balancing is concerned the most frequent sources of 
trouble are (i) that the Trial Balance is not in agreement ; (2) errors 
in dealing with the adjustments either by reason of omission of 
the double entry or by making them both debits or both credits; 
(3) overlooking the carry out of inset items into the main column. 

The Use of Percentages in the Trading and Profit and Loss Account. 
Much valuable information can often be gained by comparing the 
accounts of one year with those of another on a percentage basis, 
since comparisons are more easily made on this basis than between 
actual money values. Unless due care is exercised, however, par- 
ticularly in regard to the basis on which the percentages are made, 
the results may be very misleading. Thus, the usual basis from 
which the percentages are worked is Sales (i.e. Sales are taken as 
100 per cent) but it is obvious that there can be little interest in 
the percentage on Sales of Purchases alone, the real figure to be 
taken being the cost of the goods sold, that is, opening stock plus 
purchases, less closing stock. Similarly, wages should be related to 
output, carriage inwards to purchases, and so on. 

A distinction must also be made between those items which may 
be expected to vary with Sales and those which may be expected to 
remain constant. Thus, whereas the percentage of Gross Profit will 
normally be related to Sales, standing charges generally bear no 
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relation to them, so that the former will normally be variable in 
amount but constant in ratio, whilst the latter tend to be fixed in 
amount but variable in ratio. For this reason the use of percentages 
is often confined to the Trading Account. The term "standing 
charges " is, of course, only relative, e.g. there may be rising costs, etc., 
but even so some will remain the same, such as Rent on a long lease. 

A business will seek to earn the marginal gross profit needed to 
cover its fixed charges, so that gross profit beyond that amount will, 
broadly speaking, be net profit, e.g. if standing charges are £400 per 
annum and the rate of gross profit 20 per cent, then the minimum 
net annual sales should be £2,000. Hence, if the net annual sales 
(assuming the same rate of gross profit) are increased to £6,000, 
there will be an increase of gross profit of £800 and a corresponding 
increase, subject to additional selling and distribution expenses, in 
net profit. Actually there will be included in the Profit and Loss 
Account some items which do vary with sales, e.g. carriage out, and, 
where there are credit sales, discounts allowed and bad debts, so 
that for this purpose these items should be brought into account in 
arriving at gross profit, leaving only the fixed charges to be debited 
against it. Naturally these fixed or standing charges may themselves 
vary over a period — increases in salaries, rates, etc. — but these 
increases are not caused by, nor have any relationship to sales. 

Illustration. X intends to purchase a retail shop and has the 
choice of two similar ones, the comparative figures of which are — 

A Shop B Shop 

£ £ 

Aunual Sales ..... 4,000 12,000 

Fixed Charges . . 250 400 

The percentage of Gross Profit is 15 per cent in both cases. Both 
shops are run by their owners but X intends to install a manager at 
£350 per annum for A or £375 for B. 

Assuming that conditions remain the same and the fixed charges 
contain no proprietorship items, the comparative position is — 


A B 

L £ 

Gross Profit: 15% of ;f4.ooD. 6dd 15% of ;^i 2,000 . i.Soo 

Fixed Charges: £250 + /35o 6oo £^00 + 2375 ■ ■ . 775 

Nil /i,dz5 


The marginal gross profit (i.e. sufficient only to cover fixed 
charges) of A is £600 and of B £775. Regard will be had to the price 
of goodwill, stock to be carried, and working capital required. If X 
has insufficient funds to cover these, he will have to resort to borrow- 
ing and the cost thereof will increase the fixed charges and convert A 
into a losing proposition. The charge for borrowing in connection 
with the goodwill would be a fixed charge, whereas that in con- 
nection with stock and working capital would be a variable an\ 
should be first deducted in arriving at the marginal gross profit. 



CHAPTER VI 
BILLS OF EXCHANGE 

It is not within the scope of this book to deal with the purely legal 
cLspect of bills of exchange, promissory notes, and cheques, and 
reference will be made to the legal side only in so far as is 
necessary to enable the student to obtain a proper perspective 
of the subject. 

A bill of exchange is defined in the Bills of Exchange Act, 1882, 
as follows — 

A bill of exchange is an unconditional order in writing addressed by one 
person to another, signed by the person giving it. requiring the person to 
whom it is addressed to pay on demand, or at a fixed or determinable future 
time, a sum certain in money to, or to the order of, a specified person, or to 
bearer. (Sect. 3.) 

By the same Act a promissory note is defined as follows — 

A promissory note is an unconditional promise in writing made by one 
person to another signed by the maker engaging to pay on demand or at a 
fixed or determinable future time, a sum certain in money, to, or to the order 
of, a specified person or to bearer. {Sect. 83.) 

By the same Act a cheque is defined as follows — 

A cheque is a bill of exchange drawn on a hanker, payable on demand. 
(Sect. 73.) 

The important distinctive words are put into italics for 
emphasis. Beyond stating that the law is generally similar for 
bills of exchange and promissory notes with certain essential 
differences, the present chapter will not consider the legal incidents 
of promissory notes, and will be exclusively confined to bills 
of exchange. 

When a bill is drawn up it is known as " drawing” a bill and the 
person who draws it is the creditor (or his agent) of the person to 
whom it is addressed, that is the debtor ; they are known respectively 
as the drawer and drawee, the former being the creditor, the latter 
the debtor. When the drawee signifies his assent to the order in 
writing he becomes the acceptor, and as such is liable to a holder 
of the bill according to the tenor thereof. The creditor or drawer 
may make the bill payable either to himself or to another person. 
Under the Bills of Exchange Act, the acceptor is always liable to 
pay the bill, all other parties being in the position of sureties, so 
that if the document has already passed through several hands 
(the parties having endorsed it in the same way as a cheque), the 
holder in whose possession it is when the bill matures (that is to 
say, becomes due), must, in order to safeguard and preserve his 
rights against the parties other than the acceptor (who is always 
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liable on the bill) comply with certain formalities should the bill 
fail to be paid at maturity. 

The custom of drawing bills of exchange dates from the 
Middle Ages and carried, and still carries, two very important 
rights, viz. — 

(1) It enables the holder, who is technically in law an assignee, to 
SUE in his own name, and — 

(2) It entitles the holder to enforce payment "free from 
equities."' 

These two characteristics are the essentials of a negotiable 
instrument — which term is a term of law, not of commerce. Con- 
fusion exists, unfortunately, by the common employment of the 
term negotiation in relation to bill transactions when persons deal 
with, transfer, buy or sell a bill ; but whilst a transferable docu- 
ment is one which may be transferred from one person to another, 
that is quite a different matter from its being a negotiable docu- 
ment. A common example may be cited by reference to a postal 
order. Such a document is freely transferable, but is not a negotiable 
instrument. 

With reference to the first characteristic, the importance of this 
privilege is not so great as in the past when the Common Law did 
not recognize assignments of certain things, usually choses m 
action — rights which depend not on possession, but on the court's 
willingness to enforce them — so that the assignee had to join the 
name of the assignor if it became essential to enforce his rights ; 
but the law relating to bills of exchange was gradually moulded and 
shaped by the law merchant which contained much foreign law 
through its contact with the ideas and customs of other nations. 
This fact, together with the practical needs of the mercantile com- 
munity, led from the very outset to the rule that the assignee of a 
bill had the right, without being at the mercy of a capricious assignor, 
to go ahead with his action. In short, whether his assignor objected 
or not, the assignee's right to sue was, in the absence of nullif3dng 
causes, absolute. 

The second characteristic is, however, of the greatest importance. 
The right here, as in the preceding paragraph, owed its origin to 
the law merchant. Provided that the holder of a bill has become 
technically a "Holder in due course," he may sue on the bill 
despite the lack, or deficiency of, title of his assignor. It is this 
more than any other characteristic that determines whether or not 
a document is a negotiable instrument. Where the assignor can be- 
stow a better title to his assignee than he himself possesses, the 
instrument so passing is a negotiable instrument, subject always 
to the presence of good faith on the part of the assignee. 

The use of bills of exchange is not confined to financing exports 
and imports, but extends to the home trade and the book-keeping 
entries follow the same principles quite irrespective of the particiilafy 
purpose of the bill transaction . 
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The nature of a bill may be understood better by considering the 
following example. Suppose A owes B £1,000, the latter may draw 
^ up a bill, address it to A, and make it payable (say in three months' 
time) to himself (B) or even to a third party (C). After he has signed 
it B will in the ordinary way obtain As acceptance. The document, 
as will be seen, may be transferred (very much like a cheque) or 
may be kept “in hand" for the three months; or may be taken to 
the bank for discounting. 

It will be seen that should A owe B £1,000 and B owe C £1,000, 
and all parties agree, the one bill settles the mutual debts ; that is 
when A accepts the bill (i.e. signifies his assent in writing thereon) 
B will credit A’s account in the same way as if a cheque had been 
received ; at the same time B will debit C's account as if he had paid 
him a cheque. A will debit B's account when he accepts the bill; 
the fact that the payee is C is immaterial. So far as C is concerned 
he will credit B just as if a cheque had passed between them and the 
fact that the acceptor is A is immaterial. The word "immaterial" 
is naturally meant to signify that the nature of the book-keeping 
entry is the same for C whether the acceptor is A or B. The bill 
comes (as between B and C) from B, and A is not one of the accounting 
parties: but in a business sense the standing and reputation of 
the acceptor of a bill is of prime importance, as C would not take 
the bill either as payee or as endorsee if there were doubts as to A's 
capacity and willingness to fulfil his written obligation, notwith- 
standing C's right against B should the bill be dishonoured by non- 
payment at its maturity. 

Inland Bill. From the legal standpoint an inland bill is defined 
as one which is, or purports to be, drawn and payable in 
the British Isles or drawn in the British Isles on a person resident 
therein. All other bills are considered to be foreign for this 
purpose. 

From the viewpoint of the Stamp Act the conceptions of inland 
and foreign bills are considerably different. A foreign bill is 
defined as a bill which is drawn and payable outside the United 
Kingdom, but paid, endorsed, or negotiated in the United Kingdom. 
All other bills from the viewpoint of stamp duty are considered as 
inland bills. 

The significance of the above definitions is that for the purposes of 
determining the legal incidents of a bill of exchange (English law 
applying to an inland bill and foreign law to a foreign bill), one 
criterion is employed, and for determining the rate of stamp duty 
to be paid another criterion is applied. 

A good example of this is that bills drawn in the Channel Islands 
and the Isle of Man are "legally" inland bills — within the British 
Isles ; yet for the purposes of stamp duty they are foreign bills — 
outside the United Kingdom. 

It is important to note that only one definition (i.e. of an inland 
bill) occurs in the Bills of Exchange Act, 1882 ; the other (i.e. of a 
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foreign bill) occurring in the Stamp Act, 1B91. and being applicable 
for stamp duty purposes alone. 

The stamp duty on inland bills (as defined for the specific pur- 
pose) is — 


When the amount does not exceed /lo . 

2d. 

Exceeding £10 but not exceeding 

£■25 • 

. 3d. 


£ 5 ^ ■ 

. 6d. 

£50 

£75 . 

. gd. 

.. £75 

£100 . 

. IS. 

When the amount exceeds fioo. 

IS. for the first 

£100 and an 


additional is. for every £100 or fraction of £100. When bills are 
drawn payable on demand (which includes those payable on presen- 
tation or at sight) or within three days after date or sight, no matter'^ 
what the amount, the stamp duty is only 2d. 

The stamp duty on foreign bills is — 

Up to /50, like an inland bill. 

Exceeding ^50 but not exceeding {, 100 , 6d. 

„ :^ioo, 6d. for every ;^ioo or fraction of jfioo. 

The following is a specimen of an inland bill. 


£ 2.000 


Ids. Stamp 


ONDDN, 

14th January. 19. . 

/ 


THREE MONJftSijA^d^^pay tptne (or, if arranged. 


y tl^^sum \A One thousand pounds. 


B. 


To A, Mancheste; 



It should be noted that B is the drawer, A the drawee (and upon 
acceptance, the acceptor), B (or C) is the payee. 

The following are examples of foreign bills — 


Exchange for £470 London, 

mh April. 19.. 

SIXTY DAYS after sight pay this First of Exchange 
(Second and Third of the same date and tenor unpaid) 
to Messrs. Dubois et Cte, or order. Four hundred and 
seventy pounds, value in account. 

L. F. Thomson. 


5a. stamp. 


To MM. Martin kt Cie, 
Calais. 
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^342 12s, Manchester, 

30th Octobef, 19 

TWO MONTHS after date pay this First of Exchange 
(Second and Third same date and tenor unpaid) to 
Fritz Troppau, or order, the sum of Three hundred and 
forty-two pounds twelve shillings and four pence, at the 
rate of exchange as per hrst London endorsement, 
value received. 


4B. Stamp. 


To Herr F. Ludwig, 
Berne. 


M. Smith. 


Both the above bills are inland bills for stamp duty purposes. 

The following are the chief advantages of a bill of exchange — 

(1) It is a means of settlement of foreign debts and the financing 
of exports. It bridges, as it were, the gap between the date of ship- 
ment and receipt at destinatirm. Naturally, the exporter does not 
wish to wait for, say, three weeks for payment in respect of his sale 
to a South African importer, nor does the importer feel it incumbent 
upon him to pay until receipt of the goods. By drawing the bill, 
accompanied usually by bills of lading and other documents, the 
exporter is able to obtain his money from his banker, who, on his 
part, forwards the documents to his South African agent, who will 
transfer the documents necessary to enable the South African im- 
porter to claim the goods upon his acceptance or payment, according 
to circumstances. 

(2) In all cases it permits a debtor to defer payment until 
maturity. 

(3) It is evidence of indebtedness. 

(4) It enables (as has been shown) the holder in due course to sue 
in his own name and "free from equities.”^ 

(5) It fulfils to a certain degree, in this country, the function of 
currency. 

(6) It enables a person to lend his name” and so finance another 
by means of an accommodation bill. This is not a truly legitimate and 
normal function of a bill of exchange. 

BOOK-KEEPING ENTRIES 

The position of the acceptor will first be dealt with. By his 
acceptance he engages to pay the required sum at the due date, but 
by the same act is relieved of liability to pay before such date. 

^Note. a person cannot obtain a better title to goods, chattels, etc., than 
that possessed by the seller, subject to certain exceptions, the most important 
of which is a bill of exchange- 
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It is immaterial to him what the drawer does with the document 
during the interval ; his retention of it in his safe, his endorsing it 
over to his creditor, or his obtaining a loan from the bank on 
its security do not interest the acceptor. The latter is con- 
cerned alone with meeting his obligation on the due date and 
not before. 

Where bill transactions are extensive a Bills Payable Book and/or 
Bills Receivable Book will be used for dealing with bills accepted, 
and drawn or received respectively, which may be incorporated, if 
desired, in the double entry system. But as such book will not dis- 
pense with Journal entries, if kept on non-double entry lines, and, if 
so kept, will be but a Journal in modified form, for the purpose of 
concise explanation the entries in the examples below will be shown 
in Journal form (without narratives). 

Where thought necessary. Ledger Accounts will be appended to 
supplement the explanation. 

Entries in the Books of the Acceptor [i.e. the DEBTOR] 


Journal 


Dates 

Date of 
Acceptance 

Creditor (Drawer) 

To BilK Payable 

. Dr. 

1 


Date if and 
when Drawer 
discounts the 
Bill 

No entry 



1 

1 

1 

1 

Due date if 
paid by 
Acceptor 

Bills Payable^ 

To Bank 

. Dr. 


1 

Due date if 
dishonoured 
by Acceptor 

Bills Payable ^ 

To Creditor 

. Dr. 

1 

i 


The first entry against the creditor is precisely the same as if a 
cheque had been given, so that, so far as this transaction is concerned, 
it balances the creditor’s account, and consequently when the bill 
is met the acceptor will not debit the account of the creditor, but 
Bills Payable. If the acceptor fails to pay the bill, the original 
debit to the creditor must be reversed, as the acceptor has paid his 
creditor nothing ; not only must the amount of the bill be credited 
back to the creditor, but with it any discount allowed to the debtor. 

It should be clearly grasped that whether the bill be paid or dis- 
honoured, the original bill is dead ; it has been either discharged in 
the normal way by payment or dishonoured by non-payment. 
Hence, the Bills Payable Account must be closed. 

^ Only one of these Journal entries will be made according to whether t' 
the bill is met or dishonoured. 
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Illustration. A owes B ^fi.ooo. On ist January, 19. A accepts a 
three months' Bill for £975 being in full settlement. At its due date 
the bill is met. 

Entries in the acceptor’s books are — 

(i) On acceptance — 

A’s Journal 


19.. 




£ 

£ 

Jan. I 

B 

. Dr. 


1,000 



To Bills Payable 

. 



975 


„ Discounts Reci3ived 




25 


The payment will be recorded in the Cash Book, but in this entry 
and subsequent entries relating to Bills the Journal will be used. 

(2) On payment — 

A’s Journal 


19 - . 




£ 

£ 

April 4 

Bills Payable ' 

. Dr. 


975 



To Bank 




975 


(3) If dishonoured , instead of (2), the entry will be — 


A’s Journal 


ig. . 




£ 

£ 

April 4 

Bills Payable^ 

. Dr. 


975 



Discounts Received 

. Dr 


25 



To B . 




1,000 


Unless the Bill otherwise provides, three days of prace are added to the 
term of all bills payable after date or after sipht (but not at sight or on 
demand). The.se three days must, therefore, be taken into account in calcu- 
lating the due date, and also for discount and interest. Thus, the due date 
of this bill is the 4th and not the ist April, rg. . 

Since bills are only payable on business days, the following provisions 
(Section 14) apply when the third day of grace falls on a non-business day — 
[a) If the last day of grnce falls on a Sunday, Christmas Day, Good Friday, 
or a day appoint eil by Koyal Proclamation as a public fast or thanksgiving 
day, the bill is due and payable on the preceding business day. 

(t) If the last day of grace is a bank holiday other than the above, or if 
the last day of grace is a Sunday and the second day of grace a bank holiday, 
the bill is due and payable on the succeeding business day. 

Apart from the addition, where relevant, of days of grace, the day of 
payment is found as follows — 

(a) The day of payment is included and the day from which the term is 
to begin to run is excluded. 

(Z>) "Month” means calendar month. 

(r) A bill payable on demand, at sight or on piesentation, is payable on 
the day of demand. 

^ The due date is 4th April, ig. allowing for three days of grace. 
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Entries in the Books of the Drawer [i.e. the CREDITOR] 

(i) Wher^ the drawer discounts the hill — 


J OURNAL 


Dates 

Date of 
Acceptance 

Bills Receivable . 

To Debtor (Acceptor) 

Dr. 


i 

Date if and 
when 

discounted 

Bank^ .... 

To Bills Receivable . 
Discounting Charges Account 
To Bank 

Dr. 

Dr. 



Upon its due 
date if paid 
by Acceptor 

No entry ■ 



Upon its due 
date if 
dishonoured 
by Acceptor 

Debtor .... 

To Bank^ 

Dr. 




When it is realized that the bank is lending money for the period 
between the date the bill is discounted — not necessarily the date of 
acceptance — and its maturity date, the justification for the charge 
for discounting needs no further explanation. The charge made by 
the banker is called banker’s interest or discount as distinct from 
true discount. It is simply explained by the fact that the banker in 
discounting a bill of £1,000 for three months at (say) 5 per cent per 
annum will give credit to the customer for the £1,000, and at the 
same time debit him with discount or interest on £1,000 at 5 per 
cent for three months, which is £12 los. ; that is, the banker lends 
£1,000 - £12 los. = £987 los. for which he charges £12 los. interest. 
If a true 5 per cent interest rate were charged, that is to say on 
the amount which plus interest at 5 per cent per annum for three 
months would amount to £1,000, the charge would be £iz 6s. iid., 
calculated as foUows — 

■ lA 

lOi J ^ Iid. 

Thus interest on £987 13s. id. for 3 months at 5 per cent = 
£12 6s. iid. 

' It is important to keep the two entries separate, that is first the payment 
into the bank at its face value; and secondly the banker's charge for 
discounting. 

* If the bill is met no further entry is required, because the bill has been 
temporarily considered as met by the preceding transaction ; but if the acceptor 
fails to pay at the due date his account will be debited and the bank credited, 
as obviously the bank will debit its customer — the person who has received 
the bill and discounted it — hence the bank's customer will credit the bank 
and debit the acceptor. 

■ 5 per cent per annum for three months equals ij%. 



BILLS OF EXCHANGE I49 

Thus £12 IDS. is chargeable (banker's discount) instead of 
£12 6s. I id. (true discount). 

The difference is slight ; in this case (on the £1,000 bill) the amount 
is 3s. id. which is — 

X £12 IDS. = 3s. Id. 

loif ^ 

(z) Where the bill is "paid** away — 

When the bill receivable is transferred to a creditor of the drawer 
the entries arc (after debiting the bills receivable account and credit- 
ing the customer upon the latter's acceptance) — 


J OURNAL 


Dates 

When 

transferred 

Creditor .... Dr 

To Bills Receivable 


£ 

£ 

Upon its due 
date %f paid 
by Acceptor 

No entry 



1 

Upon its due 
date if 
dishonoured 
by Acceptor 

Debtor ( Acceptor of the Bill) Dr. 
To Creditor .... 



1 


For reasons already mentioned, an entry will be made only if the 
acceptor fails to pay, when the drawer (the creditor of the acceptor) 
will rcdebit the acceptor and recredit the person to whom he assigned 
the bill. 

(3) Where the hill is held till maiuiity — 

The bill will be presented at the bank, [in fact it will be paid in 
on a separate slip like a cheque], the entry for which is — 


Journal 


Dates 

Due date 
wheth er 
Acceptor 
meets it or not 

Bank 

To Bills Receivable 

. Dr. 


£ 

If met by 
Acceptor 

No entry 



, If 

dishonoured 
by Acceptor 

Debtor 

To Bank 

. Dr 




' Before proceeding with the illustration, students may, at this stage, 
observe — 



ACCOUNTANCY 


150 

(1) That in the acceptor's books the important factors are the date 
of acceptance and the due date of the bill, in that any intervening 
transactions relating to the bill (whether discounting, or transfer, or 
payment into bank by the holder) are not of importance to the 
acceptor; nor, in the case of the bill being discounted, are the dis- 
counting charges. 

(2) That in the drawer s books, the important factors are the date 
of acceptance, date of transfer or discounting as well as the due 
date of the bill, but no book-keeping entries will be required in the 
drawer's books at the latter date, if, having disposed of the bill 
by discounting or transfer, he is not notified of its dishonour. 

(3) Whenever any one party has received discount (cash discount), 
and the bill of exchange in question is dishonoured, thus necessi- 
tating the recrediting of the Personal Account of the creditor, 
the cash discount must be reversed ; conversely, when one party 
has allowed to an acceptor casli discount and the bill is 
dishonoured. 

(4) The phrase "no entry" relates only to the ordinary books of 
account, so that if Bill Books are utilized suitable entries will be 
made therein. 

Summarizing the chief points of (i) and (2) normally — 

(1) There is no entry in the acceptor’s books when the drawer 
disposes of or discounts the bill duiing its currency, whilst — 

(2) There is an entry in the books of the drawer upon discounting 
or disposing of the bill, but no further entry at its due date, unless it 
is dishonoured. 

Illustration. 

Entries in the drawees books when the hill is discounted, 

A owes B;fi.ono ; on ist January, 19. ., A accepts a three months’ 
Bill for £975, in full settlement. Discounting charges £12 los. od. 

(i) Where the bill is met. 


B's Journal 

19. . 

Jan. I 

On acceptance — 



Receivable 

Dr 


Discounts Allowed 

Dr 


To A . 



On discounting (assumed same 

date 


as acceptance ) — 

Bank .... 

Dr 


To Bills Receivable 



Discounting Charges . 

Dr. 


To Bank 


19. . 
April 4 

On being met. No entry 



L 

s 

d. 

£ 

5 


975 

0 

0 




25 

0 

0 







l.DDO 

0 


975 

0 

0 







975 

0 


12 

10 

0 







12 

10 


d. 
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(2) Where the bill is dishonoured. 

The entries will be the same as those just outlined, except as to 
4th April, ig . . ; instead of there being "No entry ” the following entry 
will be made — 


B's Journal 


ig. . 
April 4 

On being dishonoured — 



i 

L 


A 

. Dr 


1,000 



To Bank 




975 


Discounts Allowed . 




25 


Entries in the drawer* s hooks uhen the h\ll is transferred to his 
(the drawer’s) creditor. 

Illustration. Same facts (as before) except that the bill is trans- 
ferred to C in complete settlement of an account of ^£985 (ist 
February). 

B’s Journal 



On acceptance — 

Bills Receivable ‘ 

Discounts Allowed 

To A . 

. Dr. 

. Dr 

L. 

L. 

L. 

£ 

975 

25 

£ 

1,000 

Feb. I 

On transferring hill to C — 






C 

. Dr. 

L. 

985 



To Bills Receivable 


L. 


975 


,, Discounts Received- 


L. 


10 


[Should C discount the bill with his 





banker that concerns neither A nor B.] 




April 4 

On being met. No entry. 





If, however, the bill is dishonoured at maturity, attention need 
only be given to the position at 4th April, 19. the entries in the 
preceding example having been made. 


B’s Journal 


ig. . 




£ 

£ 

April 4 

A> 

. Dr. 

L. 

975 



To C . 


L. 


975 


A 

. Dr. 

L. 

25 



To Discounts Allowed 


L. 


25 


Discounts Received 

Dr. 

L. 

lO 



To C . 


L. 


ID 


6 — (B.3DB3) 


See pages 152 and 153 for posting to Ledger. 



ACCOUNTANCY 


152 

These entries have the effect of — 

(1) Debiting A back with £1,000. 

(2) Recrediting C with £985. 

(3) Cancelling the original discount received and allowed entries, 
resulting in a net credit of £15. 

Entries in the drawer^ s books when the Bill is held by B till maturity — 


B's Journal 


19 .. 
Jan. 1 

On acceptance — 

Bills Receivable 

Discounts Allowed 

To A . 

. Dr. 

. Dr. 


£ 

975 

25 

£ 

1,000 

April 4 

On paying bill into bank — 

Bank .... 

To Bills Receivable 

. Dr. 


975 

975 

April 4 

On being met. No entry. 





If the bill is not met but dishonoured at maturity, instead of 
"No entry" there will be the following — 


B's Journal 


19. . 




L 

£ 

April 4 

A 

. Dr. 


1,000 



To Bank 




975 


,, Discounts Allowed 




25 


The postings will be made in the usual way to the Ledger, e.g. 
taking the entries in the drawer’s books when he passed the bill on 
to his creditor, the bill being dishonoured. (See page 15 1 where 
Journal entries are folioed "L. ") 


B’s LEDGER 

Dr. A Cr. 


13. . 
Jan. 1 

To Balance 

b/d 

1 

£ 

1,000 

19 . 
Jan. I 

By Bill due 4th April, 
19 . . 

,, Discount 


i 

975 

25 




£i,odd 




£i,ddo 

April 4 

To Bill due this date 
dishonoured * 

,, Discount allowed 
written back^ . 


975 

25 






^ The circumstances may require the balance to be written ofi as bad. 
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Dr. 


Bills Rbcsivablb 


Cr. 


19 . 



£ 

ig. . 



£ 

Jbd. 1 

To A : Bill due 4th April, 



Feb. 1 

By C . 


S 75 


19 


975 






Dr. C Cr. 


19. . 
Feb. I 

To Bill due 4th April, 
ig . (Acceptor A) 
„ Discount 


£ 

975 

ZD 

ig . 

? 

By Balance 

b/d 

£ 

9B5 




£985 




£983 





April 4 

By Bill due this date 
dishonoured by A 
,, Discount received 
written back 


975 

ID 


Dr. 


Discount Allowed 


Cr. 




£ 

19 - 



£ 

To A 


25 

April 4 

By A ’ Discount allowed 







written bark . 


25 


Dr. Discount Received Cr. 


Ig ■ 



£ 

19 


1 

£ 

April 4 

To C Discount received 



1 eb I 

By C . 


10 


wnttEii back . 


ID 






General Illustration. On ist July, 19.., Smith owes Jones £i,zoo 
and accepts three bills of ^400 each due respectively in one, 
two and four months. The first bill is retained by Jones and met in 
due course; the second is discounted (charges £2) and met in due 
course; the third is discounted (charges £ 2 ) and dishonoured, the 
noting charges being los. (For an explanation of noting charges, 
see page 155.) 

New arrangements are immediate^ made whereby Smith pays 
£100 cash immediately and accepts a bill due in two months for the 
balance of the account with interest at 6 per cent per annum. The 
bill is retained by Jones till maturity. On presentment the bill is 
dishonoured — noting charges 5s. Smith is shortly afterwards made 
‘bankrupt, his trustee pa5dng a first and final dividend of 5.S. in £. 
Write up the Ledger Accounts in Jones's books. 
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Dr, Smith Cr. 


19.. 



£ 

J 

d 

19 ■ 



£ 

$ 

d. 

July I 

To Balance 

b/d 

1,300 

0 

0 

July I 

By Bills Receivable 









due — 












4th Aug 


40D 

0 

D 








4th Sept 


400 

0 

□ 








4th Nov. 


40a 

0 

D 




£i, 3 DO 

0 

0 




£ 1,300 

0 

0 

Nov 4 

To Bill due this date 





Nov 4 

By Cash . 


IDO 

D 

D 


dishonoured 


400 

0 

D 


„ Bill due 7th Jan , 






,, Noting Charges 
,, Interest lor zmoa 


lo 

0 


19 


303 

ID 

1 



on £300/10/0 @ 
6% per annum 


3 

a 

I 










£403 

lo 





£403 

10 

z 

19 . 
Jan 7 

To Bill due this date 





ig . 

? 

By First and Final 





dishonoured 


303 

10 

1 


Dividend of 5s 






,, Noting Charges . 


5 

0 

7 

in£on £303/15/1 
,, Bad Debts 


75 

337 

iB 

16 

9 

4 




£303 

15 

1 




£303 

'2 

1 















Dr . Bills Recrivable Cr. 


*9 • 



£ 

f 

d 

19 



£ 

I 

d. 

July 1 

To Smith Dills due — 





July 1 

By Bank Bills due — 





4 th Aug 


400 

0 

D 

4th Sept 


400 

D 

D 


4th Sept 


400 

0 

O 


4th Nov. 


40D 

0 

D 


4th Nov 


400 

0 

D 

Aug 3 

„ Bank 


400 

D 

D 




£1,200 

0 

D 




£l,zoo 

0 

0 







*9 






Nov. 4 

To Smith Bill due 





Jan 6 

By Bank 


303 

10 

I 


7th Jan , ig 


303 

Id 

* 




















Dr. Bank Cr. 


19 

July z 

To Bill due — 


£ 

s 

d 

19 

July z 

By Discoun ting 


£ 

j 

d 


4 th Sept 


400 

0 

0 

Cbargea . 


a 

D 

0 


4 th Nov 


400 

D 

D 


,, Bill due by Smith 


2 

0 

0 

Aug 3 

Bill due 4th Aug 


400 

0 

D 

Nov 4 





Ndv. 4 

„ Smith 


100 

d 

D 


dishonoured 
,, Noting Charges 


400 

0 

d 








thereon 



10 

0 

19 - 

Jan 6 

To Bill due 7th Jan , 





19 

Jan 7 

By Bill due by Smith 






19 


303 

ID 

I 


dishonoured 


303 

10 

1 

7 

,, First and Final 





,, Noting Charges 





Dividend, Smith 


75 

iB 

9 


thereon . 



5 

0 


Dr. Discounting Charges Cr. 


19 

July I 


To Bank 
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Dr. Interest Cr. 



Dr. Bad Debts Cr. 



Where a bill is dishonoured, the bank will incur charges attendant 
upon the formalities required by the law, called noting charges, 
^and as the bank has incurred the expense on behalf of its customer 
it will debit him with the sum so spent. The customer will then 
credit bank and debit the acceptor to whose fault are attributable 
the charges for noting. 

It may be stated, then, that the effect of dishonour is that the 
account of the debtor will be readjusted to the position at which it 
stood before the acceptance was given, together with noting charges 
necessarily incurred by the drawer through his bank. New arrange- 
ments will now be required to discharge the debt and not infrequent- 
ly the new arrangement will involve a payment of interest by the 
defaulting acceptor. 

The position arising when the drawer transfers the bill to his 
creditor is similar as between themselves. The transferee has relied 
upon the acceptance passed on to him and naturally he looks to his 
transferor (not the acceptor) to reimburse him — just as if the trans- 
feror had himself accepted the bill instead of passing on another’s 
acceptance. The drawer wiU consequently debit the acceptor (as 
before), credit transferee (his creditor). 

So far as the acceptor is concerned, he will in the circumstances 
now discussed, simply debit expenses and credit his drawer's account 
irrespective of whether the bill had been retained till maturity, dis- 
counted or transferred. 

The entries for noting charges thus may be summarized — 

(i) In Acceptor s books — 

Debit Expenses, Credit Drawer. 

(z) In Drawer's }ooks — 

Debit Acceptor, Credit Bank or (if the Bill had been trans- 
ferred) Transferee. 

(3) In Transferee's books — 

Debit Transferor, Credit Bank. 

Illustration. If, reverting to the previous illustration (page 151) 
C had incurred noting charges los. on the dishonour of A's accept- 
ance, the entries would be — 

(t) In A's books. 

Debit Expenses, Credit B. 
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(2) In B's books. 

Debit A (the acceptor). Credit C. 

(3) In C*s books. 

Debit B (the transferor). Credit Bank. 

From the outline given in the preceding pages, it will be 
perceived that even if the bill is discounted there is no certainty that 
it will be paid at maturity and hence the amount appearing in the 
bank, assuming that the bill has been discounted, is always subject 
to a possible reduction at any time in respe' t of unmatured bills, 
and this makes it necessary to have full records of such bills in 
order to know what risk is involved. This risk is an example of what 
is known as a Contingent Liability. 

Retiring a Bill. If all parties agree, a bill may be withdrawn 
before maturity either because the acceptor desires its withdrawal 
to avoid its dishonour or because he is desirous of paying the 
amount without waiting till its due date. The entries arc similar to 
those outlined where a bill is dishonoured substituting the words 
Bill Retired for Bill Dishonoured ; except that no noting charges will 
be incurred. Interest may, as in the case of dishonour, be charged 
to the original acceptor where the latter accepts in place of the one 
retired an entirely new bill. 

Illustration. On 1st January, 19.., A accepts a three months' 
Bill for £1,000 for balance owing to B. On 28th March, 19. ., A finds 
that he will be unable to meet the bill and accordingly B agrees to 
A retiring the bill and new arrangements are subsequently agreed 
upon. 

Entries in A's books are (ignoring narratives) — 


A's Journal 


19. . 
Jan. I 

B . . . . 

To Bills Payable 

. Dr. 


£ 

I,DOD 

£ 

1,000 

Mar. 28 

Bills Payable 

To B . 

. Dr. 


!,□□□ 

1,000 


Entries in B's books are — 


B’s Journal 


19. . 
Jan. I 

Bills Receivable .... Dr. 
To A 


£ 

1,000 

Mar. 28 

A ..... . Dr. 

To Bills Receivable 

Or (if the Bill had been discounted 
in the meantime) — 

Bank ..... 
Or (if the Bill had been transferred 
in the meantime to C) — 

C 


1,000 



BILLS OF EXCHANGE 


157 


Dr. 


A's LEDGER 
B 


Cr. 


19. . 
Jan. I 

To Bill Payable due 
4tb April, 19.. 


£ 

1,000 

T- 

Mar. 28 

By Balance . .l 

„ Bill due 4th April, 
19 . . , retired 

b/d 

£ 

1,000 

1,000 

Dr. 


Bills Payable 



Cr. 

iq. . 
Mar. 28 

To Bill due 4th April, 
ig . retired . 

1 

1 

1 

£ ! 
1,000 i 

i 19.. 

Jan. I 

1 

By B: Bill due 4tb| 
April, 19.. 


1,000 


If B had discounted the Bill on ist January, 19. . (discounting 
charges £8) his Ledger would show — 


B's LEDGER 

Dr. A Cr. 


19. . 

? 

Mar. 28 

To Balance 
,, Bill due 4th April, 
19 ., retired: 
Bank 

b/d 

£ 

1,000 

1,000 

I • 

Jui. 1 

By Bill due 4tb April, 

19 


£ 

IpOoo 

Dr. 


Bills Receivable 

Cr. 

19. . 
Jan. 1 

To Bill due on 4tb 
April, 19-., ac- 
cepted by A . 


£ 

1,000 

I *’ • 

Jan. 1 

By Bank . 


£ 

1,000 

1 


Dr. Bank Cr. 


19.. 



£ 

19.. 



£ 

Jan. 1 

To Bill Receivable 


1,000 

Jan. I 1 

By Discountinf^ Charges 


B 





Mar. 28 

,, Bill due 4th April, 








i^tired 


1,000 


Dr. Discounting Charges Cr. 




£ 




To Bank . 


8 





The position is that, unless the bill is paid at maturity, the 
parties are back to the point where they started just as if no bill 
had originally been given ; and even if the bill has been discounted 
the party discounting has obtained, in consideration of the charge 
made by the bank, the use of the proceeds in the meantime. 

The entries subsequent to those made by reason of dishonour or 
retirement depend upon the nature of the new arrangements. In 
all probability the defaulting acceptor will be charged with interest 
and required to pay a proportion of the debt in cash, whilst the 
acceptor who desires to retire his Bill will usually be called upon to 
pay the whole of the Bill in cash to the holder as a condition pre- 
cedent to its withdrawal. 
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The entry for Interest will be — 

In the defaulting Acceptor's hooks — 

[а) Debit Interest, Credit Drawer. 

In the Drawer s books — 

(б) Debit Acceptor, Credit Interest. 

That is, using the parties previously named — 

(а) Debit Interest, Credit B. 

(б) Debit A, Credit Interest. 

Should the bill have been transferred to C — 

C will debit B and credit Interest, and B will debit Interest and 
credit C, at the same time debiting A and crediting Interest. 

If the bill is retired because the acceptor wishes to pay the bill 
before maturity the entries will be similar to those arising in the 
case of payment on the due date (except as regards any rebate 
given by the Bank to the creditor, in the event of his having dis- 
counted the bill).^ 

Illustration. A discounted a bill on ist January, 19. ., being a 
six months’ bill for £1,000 accepted on the date of discount. The 
bill was retired on ist May, 19. .. If the bank makes an allowance 
of I per cent it will be calculated on £1,000 for the period between 
1st May, ig., and ist July, ig. .. The computation then is — 

1,000 X X — = 13s 4d 

100 12 * ^ 

The entry in the bank’s book will be — 

Debit Discount on Bills. 

Credit Customer (A). 

The entry in A’s book will be — 

Debit Bank, Credit Discormting Charges. 

The other entries relative to the transaction above are not shown 
here, having already been fully explained. 

Illustration. On ist December, D sold goods to the value of 
£1,000 to A.B and £1,000 to M. D draws on each of them at three 
months for £1,015 (i e* plus interest at 6 per cent per annum) and 
received the bills duly accepted on the 6th December. (The accept- 
ances were dated ist December.) 

The goods sold to A.B and M had been purchased from X.Y for 
£1,600 and by arrangement with them D handed to X.Y on 31st 
December (when pa3mient for the goods was due) A.B’s bill for 
the credit of his account, which it was agreed should be debited 
with £7 representing interest from 31st December, to the date 
of the maturity of the bill, the balance of the account being paid in 
cash on the same day. 

^ Note. When a bill is retired, some banks make no allowance for the 
period between date of retirement and maturity; others allow interest at 
a reduced rate on the lace value of the bill for such period. 
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D, on the same date, asked his bank to discount the bill accepted 
by M. The bank declined, but offered as an alternative a loan at 
5 per cent per annum to the full extent of the bill until il matured ; 
the bill was to be endorsed and handed to the bank for collection. 
This transaction was carried out on 31st December. 

Show the Ledger of D up to the 31st December, ignoring the 
question of bill stamps, expenses, other than arising and given 
above, and days of grace. 


Dr, A.B Cr. 


15. . 
Dec . 1 

6 

To Goods* . 

,, Interest at 6% per 
annum for 3 mos. 
on £ i,doo . 


£ 

1,000 

iq. . 
Dec. 6 

Dy Bill Receivable due 
4th March, 19. . 


£ 

1,013 




£1.015 




£1,015 










Dr. M Cr. 


ig. . 
Dec. I 

6 

To Goods * . 

,, Interest at 6% per 
annum for 3 mos. 
on £i,ooo 


£ 

1,000 

15 

19. . 
Dec. 6 

By Bill Receivable duel 
4th Maich, ig. . 


£ 

1,015 




£1,015 




£1,015 










Dr. Bills Receivable Cr. 


ig. 

Dec. 6 

To A.B ; 3 inos. Dill 
,, M ; 3 mos. Bill 


£ 

1,015 

1,015 

19. . 
Dec. 31 

By Dill due 4th March, 
19.., by A.B trans- 
ferred to X.Y . 


£ 

1,015 

Dr. 


X.Y 


Cr. 

19. - 
Dec. 31 

To Bill REneivable due 
4th M.irch, ig. , 
by A.B 
,, Cash 


£ 

1,015 

59* 

19. . 

? 

Dec. 31 

By Goods* . 

,, Interest on Bill 


£ 

i,6do 

7 




£1,607 




£1.607 









Dr. 


Cash 


Cr. 

ig. . 
Dec. 31 

To Dank Loan at 5% 
per annum on Bill due 
on 4th March, 19. 
by M . 


£ 

1,015 

19. . 
Dec. 31 

Dy X.Y 


£ 

S92 


^ The items marked thus would be entered in and posted from the Day 
Books in the usual way 
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Dr. Bank Loan Cr. 






Dec. 31 

By Cash: Loan at 3% 
per annum do Bill due 
4th March, 19. .,byM 


£ 

1,013 

Dr. 

Interest 


Cr. 

19. . 



£ 

ig . 



£ 

Dec. 31 

To X.Y 


7 

Dec. 6 

DyA.B 


13 






„ M . . . 


15 


The above balances, except interest, would appear in the Balance 
Sheet at 31st December; the interest being transferred to the credit 
of Profit and Loss Account. 

Ignoring all other entries and thus confining the position to the 
transactions enumerated, the summary of the result would be — 


Dr. 

Cr. 

1 

1 

L 

£ 

Profit on Sales, ;^2, ODD — ^1,600 . . . .j 


400 

Interest, ^30 - . . . . . • - ' 


23 

Cash ......... 

423 


Bill Receivable ....... 

I,DI5 


Bank Loan ........ 

1 

i 

I,DI5 

1 


The profit would not appear as a distinct and separate 
figure because the purchases and sales would form part of the 
total purchases and sales as written up in and posted from the 
Day Book. 

As the bank is making a Loan the interest will be charged 
up at the date of the maturity of the bill, i.e. 4th March, on 
£1,015 3 -^ 5 psr cent per annum for two months. This amounts 
to £B gs. zd. 

If the bill had been discounted the Discounting Charge would be 
made immediately on discount.^ 

Accommodation Bills. An Accommodation Bill is a bill of ex- 
change which has been accepted, drawn, or endorsed by a person 
not in the course of ordinary business transactions, but for the 
specific object of enabling another person to raise funds by discount- 
ing the bill on the strength of the first person's name. There is no 
value given to the accommodating party and hence there is no 


^ If true interest were charged, this would be — - X /i.ois, amounting to 

IDO| 

/8 7s. gd., which is interest on the net advance of /i,dd6 izs. 3d. at 5 per 
cent per annum. The difference between the two charges of is. 5d. is calcu- 
lated as IpUows (see pages 148 and 149) — 

— L X £% 9 s. 2d. = IS. 5d. 

loot 
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liability on his part unless the bill is sued upon by a third party who 
has either himself given value for the bill or has derived his title 
thereto from a person who has given value; but when the bill is 
discounted the banker gives value therefor, and as a consequence, 
is entitled to hold the accommodating person liable on his accept- 
ance, drawing, or endorsement. 

Sect. 28 of the Bills of Exchange Act, 1B82, provides — 

(1) An accommodation party to a bill is a person who has si^ed a bill as 
drawer, acceptor or endorser, without receiving value therefor, and for the 
purpose of lending his name to some other person. 

(2) An accommodation party is liable on the bill to a holder for value, and 
it is ‘lynmaterial whether, when such holder took the bill, he knew such party 
to be an accommodation party or not. 

The book-keeping entries follow the same rules as laid down in 
this chapter, but it must be remembered that the person who is 
“accommodated*' will reimburse the accommodating party for 
what is in effect a loan. 

Illustration. A accepts a bill for the accommodation of B (say, 
£ 100 ), the latter discounting the bill. The entries in A's books are — 


A's Journal 


On acceptance — 

B 

To Bills Payable . 

Dr. 


£ 

IDO 

£ 

IDO 

When the bill matures and is paid — 
Bills Payable .... 
To Bank .... 

Dr 


IDD 

IDO 

When B recoups A — 

Cash or Bank .... 
To B 

Dr. 


100 

lOD 


The entries in B’s books are — 


B's Journal 


On receipt of acceptance — 

Bills Receivable 

. Dr. 


£ 

100 

£ 

To A . 




lOO 

On discounting the bill — 

Bank .... 

. Dr. 


IDD 


To Bills Receivable 




IDO 

Discounting Charges (say) 

To Bank 

. Dr. 


I 

I 

When B recoups A — 

A 

. Dr. 


100 


To Bank 

■ 



100 


102 
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Where the accommodating party insists upon a bill being accepted 
in return for his accommodation bill, there will be in each set of books, 
(i) a series of entries for a Bill Receivable and (2) a series of entries 
for a Bill Payable. This type of problem causes trouble to students but 
confusion is easily avoided by keeping the two parts quite distinct 
and completely dealing with one bill before commencing upon 
the other. 

Illustration. A accepts a bill for the accommodation of B, in 
return for which B accepts a bill in favour of A — both bills being for 
three months and for £1,000. A's bill only is discounted, the cost 
of which is to be borne solely by B. Show the Journal entries in the 
books of A and B, ignoring narratives. 


A*s Journal 


Bills Receivable . 


. Dr. 


£ 

I.ODD 

£ 

To B . 





1,000 

B . . . . 


. Dr. 


1,000 


To Bills Payable 

Bills Payable 

To Bank 


’. Dr. 


1,000 

1,000 

1,000 

Bank 


Dr 


1,000 


To Bills Receivable. 





1,000 


B’s Journal 





£ 

£ 

A 

. Dr, 


1,000 


To Bills Payable 




1,000 

Bills Receivable . 

. Dr. 


1,000 


To A . 




1,000 

Bank .... 

. Dr. 


1.000 


To Bills Receivable. 




1,000 

Discounting Charges (say) 

. Dr 


5 


To Bank 




5 

Bills Payable 

\ Dr. 


1,000 


To Bank 




1,000 


It may happen that the accommodating party draws a bill upon 
the party to be assisted, instead of accepting a bill ; in this case it 
will be obviously necessary for the drawer to remit cash to enable 
the acceptor to meet the bill at maturity. 

Illustration. In order to accommodate B, A agrees to DRAW on B 
for £1,000 (the bank being willing to discount for A owing to his 
high standing — his name being on the bill as Drawer). A dis- 
counts the bill for £997 net and remits the proceeds to B. In order 
that B shall be in a position to meet his acceptance, A remits a 
cheque for £1,000. 

Show abbreviated Journal entries. 
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A's Journal 






£ 

£ 

Bills Receivable . 


. Dr. 


1.000 


To B . 





1,000 

Bank 


. Dr. 


1. 000 


To Bills Receivable. 





1.000 

B (Discounting Charge) ^ 


. Dr. 


3 


To Bank 





3 

D (Remittance) 


'. Dr. 


997 


To Bank 





997 

When the hill matures — 

B . . . . 


. Dr. 


1,000 


To Bank 





l.OOO 


B's Journal 





£ 

£ 

A 

. Dr. 


1,000 


To Bills Payable 




1,000 

Bank .... 

. Dr. 


997 


Discounting Charges 

. Dr. 


3 


To A . 




1,000 

When the hill due by B matures, 

he will 




receive a cheque from A — 





Bank ..... 

. Dr. 


l.OOO 


To A . 




1,000 

He is then able tv meet his acceptance thus — 




Bills Payable 

. Dr. 


1,000 


To Bank 

• 



1,000 


The Ledger Accounts (abbreviated) will be — 

A’s Ledger (items numbered in order of sequence). 

Dr. Bills Recbivabls Cr. 


Td B (i) . 


£ 

1,000 


By Bafik (2) 


£ 

1,000 









Dr. B Cr. 




£ 




£ 

To Charf^es (3) 


3 


By Bills RoGeivable 



,, Remittance (4) 


997 


( 1 ) . . 


I, Don 


The charge of being for B’s benefit should be debited to B. 
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Dr. Bank Cr. 



To Bills Rncelvable (z) 


£ 

I,aOo 


By Charts (3) 

.. B (4) . 


£ 

3 

997 










It will be observed that the foregoing entries cancel out, leaving the last 
entry when A forwards his cheque to B, which to avoid confusing the student 
will be shown below, but actually would be entered in the above accounts. 


Dr. B Cr. 



To Chaque (3] 


£ 

1,000 





Dr. 


Bank 


Cr. 






By B (5) . 


£ 

1,000 


At the end of all these transactions B owes A £1,000. 
B's Ledger (items numbered in order of sequence). 


Dr. Bills Payable Cr. 


Td Dank (3) 


Dr. A Cr. 


By Reinittancp (z) gq? 

„ Charpps (3) . . 3 

,, Chegue (4J . i.ijcio 


Dr. Bank Cr. 



To A (z) . 

„ A (4) . 


£ 

997 

1,000 


By Bills Payable (5 


L 

1,000 

Dr. 


Discounting Charges 

Cr. 




£ 






TdA( 3 ) . 


3 






A is thus a creditor for £i,ooo, which is represented by cash in the 
bank, £997, and discounting charges, £3. 

Sometimes a bill is drawn up for mutual accommodation whereby 
the proceeds after discounting are divided between the parties 
equally, the discounting charges being similarly apportioned. 
Tliis may be effected by the entries already outlined, e.g. in the 


£ 

To Bills Payable (i) i,ddo 
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preceding illustration A would have remitted to B £997 x i only, 
= £49^ and debited B with discounting charges £i los., the 
other £1 IDS. remaining charged against himself. 

Illustration. X accepts a bill drawn by Y for their mutual accom- 
modation on an equality basis; the bill is for £500, discounting 
charges £6. Upon maturity Y reimburses X for his proportionate 
part of the liability. 

Entries in X's books — 


X's Journal 


On acceptance — 



i 

i 

Y 

. Dr. 


500 


To Bills Payable . 




300 

On receiving half net proceeds of discounting 




from Y — 

Bank .... 

Dr. 


^47 


Discounting Charges . 

. Dr. 


3 


To Y . 




250 

On payment of bill at maturity — 





Bills Payable 

. Dr. 


500 


To Bank 




500 

On receipt of V's reimbursing remittance — 




Bank .... 

. Dr. 


250 


To Y . 




250 


Entries in X's Ledger (abbreviated) — 

Dr. Bills Payable Cr. 




£ 




£ 

Td Bank (4) 


50D 


ByY(i) . 


5D0 


Dr. Y Cr. 




£ 




£ 

Td Bills Payable (i) 


•yOO 


By Remittance (z) 


247 





,, Lharpes (3) . 


3 





,, Cheque (5) ‘ . 


250 


Dr. Bank Cr. 




£ 




£ 

Td Y (z) . 


247 


By Bills Payable (4) . 


500 

.. YM 5 ) . 


250 






^ Should Y fail to pay this, the above entry would not be made; and if the 
amount was irrecoverable from Y, a transfer would be made as follows — 
Debit Bad Debts Account, Credit Y. 

Y being one of the parties to the accommodation bill in law is not liable 
thereon, except to a holder for value. 
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Discounting Charges Cr. 


£ 

ToY(3) . 3 


Thus at the conclusion of the transactions, Y*s bank balance is 
reduced by £3 reflected in discounting charges, representing the 
cost of accommodation on £250. 

Entries in Y’s books — 


Y's Journal 





£ 

£ 

On receipt of X's acceptance — 





Bills Receivable 

Dr. 


500 


To X .... 




500 

On discounting the hill — 





Bank ..... 

Dr. 


500 


To Bills Receivable 




5OD 

X 

Dr. 


3 


Discounting Charges. 

Dr. 


3 


To Bank .... 




6 

On payment to X of half proceeds — 





X 

Dr. 


247 


To Bank .... 




247 

On discharge of his liability to X — 





X 

Dr. 


250 


To Bank .... 




250 


The entries in Y's Ledger (abbreviated) — 

Dr. Bills Receivable Cr. 




£ 




£ 

To X (i) . 


500 


By Dank (j) 


3 Do 


Dr. X Cr. 




£ 




To Charges (3) 


3 


By Dills Receivable 


,, Cheque (3) 


347 


(I) . 


M .. (6) ■ 


23° 





Dr. 


Bank 


Cr. 




£ 




. 

t 

To Bills Receivable 




ByX(3) . 


3 

( 3 ) . 


50D 


,, Charges (4) 


3 





.. X 5) . 


247 



1 


X (6) . 


230 
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t>f. Discounting Charges Cr . 





£ 






Td Bank (4) 


3 






On conclusion, Y's position is precisely the same as X's, that is, 
his bank balance is reduced by £3 reflected in discounting charges 
of £3, representing the cost of accommodation on £250. 

If X fails to meet the bill of £500, entry (6) will not appear and 
his account will be debited with £500 (or, as the case may be, Bad 
Debts Account) and the bank credited. This will result in X's account 
(unless written off) being in debit for £250, thus — 

Df . X C> 




£ 




£ 

To Charges 


3 


By Bills Receivable 


500 

,, Cheque . 


247 





,, Bill dishonoured 


500 






Illustration. On 1st January, 1952, A drew, and B accepted, a 
bill at three months for £1,000. On 4th January A discounted the 
bill at 6 per cent per annum and remitted half the proceeds to B. 
On 1st February, 1952, B drew and A accepted a bill at three months 
for £400. On 4th February B discounted the bill at 6 per cent per 
annum and remitted half the proceeds to A. A and B agreed to 
share the discounts equally. 

, At maturity A met his acceptance, but B failed to meet his, and 
recourse was had to A ; A drew and B accepted a new bill at three 
months for the amount of the original bill plus interest at 5 per cent 
per annum. 

On 1st July, 1952, B became bankrupt. A first and final dividend 
of IDS. in the £ was paid by his Trustee in Bankruptcy on 31st Octo- 
ber, 1952. B obtained his discharge on 5th December, 1952, and 
agreed to pay A the unsatisfied balance of his account ; this was 
paid on loth November, 1953. 

Write up B's account in A's books and state how you would 
advise A to treat the balance on the account when preparing his 
Balance Sheet as on 31st December, 1952. Make calculations in 
months and compute discount on face value of bill. The answer 
appears on page 168. 

Bill Books. Where the dealings in bills are frequent, separate 
books are employed to show complete details both of bills receivable 
and of bills payable. 

The general form of the usual bill books is shown on page 169 

The form will be adapted to the particular requirements of 
the business. 

The bill when received will be entered in the relevant book, the 
sender of the bill being usually, but not necessarily, the acceptor; 

drawer of a bill may endorse it over to his creditor so that it is 
necessary to have columns to note all parties according to their 
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In the Books of A — 

Dr. B Cr. 


1952 



1 

J 

d 

1952 



£ 


d. 

Jan. 4 

To Cash ■ Half Pro- 





Jan 1 

By Dill Receivable 





ceeda of Bill 





due 4th April 


1,000 

D 

0 


discounted 


492 

10 

D 

Feb 4 

„ Cash Hal! Pro- 





„ Half Share of 





Deeds of Bill 






Discounting 






discounted - 


197 

D 

0 


Charges on 






„ Half Share of 





above . 


7 

10 

0 


Discounting 





Feb. I 

, Bill Payable due 






Charges on 






4th May, 1952 


400 

D 

0 


above . 


3 

D 

0 

ApnU 

„ Bank: BillDis- 





April 4 

,, Bill Rpceivable 





honoured 


1,000 

0 

D 

due 7th July 


1, 01a 

ID 

D 


„ Interest thereon 





Oct. 31 

„ Fust and Final 





at 5% per 





Dividend of 






annum for 3 






Ids in £ paid 






months 


12 

10 

0 


by Trustee in 





July 7 

„ Bill Dishon- 






Bankruptcy 






oured . 


1,012 

lo 

D 


of B . 


356 

1 

0 







Dec. 31 

„ Bad Debts' 


356 

3 

0 




^2,925 

D 

D 




£2,925 

0 

0 

1953 






1953 






Ndv. 10 

To Bad Debts' 


356 

3 

0 

Nov 10 

By Cash 


356 

5 

0 














relation to the bill. When the bill is disposed of, by endorsement 
to a creditor, or by discount, or by presentment for payment at 
maturity, suitable entries will be made 

The book may be used by way of memorandum only or as part 
of the double entry ; in the latter case, the amounts of the bills will 
be posted to the credit of the sender, not necessarily the acceptor, 
and the total of the “amounts'' column posted to the debit of Bills 
Receivable. If desired, further columns may be employed for dis- 
counts allowed, and, on the disposal side, a discounting charges 
column, but as to whether these extra columns are justified depends 
to a great extent upon the uniformity or otherwise of the treatment 
of bills, e.g. all the bills as received may be sent for discoimting. 

^ At 31st October, 1952, when it is clear that nothing more will be received 
(a first and final dividend having been declared), A would write off the 
remainder of the debt to Cad Debts Account He might postpone making 
this entry until preparing his accounts at the end of December and in the 
meantime receive B's agreement to pay the unsatisfied balance. Nevertheless, 
at 31st December the amount should be written off to Bad Debts Account or 
a provision should be created therefor, as B's agreement to pay is unen- 
forceable, unless valuable consideration has been given or a deed executed by 
A, since the old debt has been extinguished in the bankruptcy. No reversing 
entry should be made until the amount is actually received. 

■ B’s balance is ^356 5s. od made up as follows — 

£ s. d. 

(1) i X ^1,000 . . 500 D o 

(2) ^ X Z400 . . 200 o □ 

(3) Interest . . . 12 lo o 


712 I€J o 

• 356 5 P 

^356 5 o 


Less Dividend 



BiLLfj Payable Book 
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The remarks column is employed for insertion of necessary observa- 
tions. It is customary to pass dishonoured bills through the 
Journal. 

If the Bill Book is employed by way of memorandum only, the 
entries for bills will flow through the usual channel, viz. the Journal. 

The following example will explain the principle of double-entry as 
applied to the Bills Receivable Book. (The "record " columns will be 
eliminated.) 

Illustration. 

Bills Receivable Book 


From whom 
Received 

Cash 

Discount 

Allowed 

Bills 

Received 

(I) 

Bills Paid 
into Bank 

(2) 

Discounting 

Charges 


i 

i 

£ 

/ 

A 

3 

50 

5D 

2 

B 

2 

20 

20 

I 

D 

4 

1 06 

106 

4 

A 

2 

38 

38 

2 

R 

5 

95 






214 

9 




Bal. 95 




;^309 

;i3°9 

£9 





tmm 


The bill and discount items will be posted to the credit of 
the individual customers and the total discounts (£16) and bills 
(^309) will be posted to the debit of Discounts and Bills Receivable 
Accounts respectively. The payments to Bank will be posted separ- 
ately to the debit of Bank and credited to Bills Receivable Account ; 
the discounting charges will be credited separately to the Bank and 
the total thereof posted to the debit of Discounting Charges. The 
balance of columns i and 2 will be carried forward as bills on hand. 

The Bills Payable Book will be ruled and employed similarly 
(except that no entries for discounting charges will be necessary). 
The headings are as given on p. 169. 

When bill transactions are numerous a special Bill Diary should 
be kept so that the amounts receivable and payable on any day can 
be readily ascertained. 

Bills for Collection. A banker, in addition to discounting bills, 
collects proceeds or makes an advance to the customer representing 
a proportion of the face value of the bill. In these circumstances the 
Bank will be debited only when they have collected, in the mean- 
time a special account called Collection Account being opened. Bills 
paid into a Bank for collection are sometimes termed "Short Bills," 
since they have only a short time to run. 

Sometimes a banker retains a proportion of the proceeds of a bH' 
as security for advances made against other bills This proportion. 
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is credited to the customer's Special Margins Account and a Marginal 
Deposit Receipt is issued. When all the bills have been met, the 
-^jalance on the Special Margins Account is paid to the customer. 

Illustration. A has £10,000 of bills. The Banker agrees to receive 
£4,000 for collection, and upon the remainder he is prepared to 
make an advance of 25 per cent. Assuming ail the "Collection" 
bills are met, except one for £200, and all the "Advance" bills are 
likewise met except one for £1,000, show entries in A's books. 
Banker's Expenses on Collections are £40, and on Advances £50. 
Interest, £48. 


Dr. Bills Receivable Cr. 


> 

To (details) . 



£ 

10,000 


By Dills for Collection 
Arcoiint 

,, Bills lor Collection 
(Advance) Account 


£ 

4,000 

6,000 





£ 10,000 




£io,ddo 












Dr. Bills for Collection Cr. 


To Bills Receivable 


£ 

4,000 


By Cash 

,, Collection Expenses . 
,, Bills Uncollected 


£ 

3,760 

40 

aoo 



£4,000 




£4,000 









Dr. Bills for Collection (Advance) Cr. 




£ 




£ 

To Dills Receivable 


6,000 


By Advance Account 


4 . 95 ° 





,, Collection Expenses . 


5 P 





,, Bills Uncollected 


X,OD0 



£6 Ooo 




£6,doo 


Dr. Advance on Bills for Collection Cr. 


To Bills for Collection 
(Advance) 


£ 

4.950 


By Cash 
,, Interest . 

,, Cash, Balance of Bills 
( oilerted less Ex- 


£ 

1,500 

48 





penses . 


3,402 



£4.950 1 




£4.950 



1 






Dr 


Bank 


Cr. 


To Advance on Hills 
,, Bills ior Collection 
,, Advance on Bills 


I 

1,500 

3,76p 

3i4D* 
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Dr. COLLBCTIDN EXPENSES Cf. 



To Bills for Collection 
„ Bills for Collection 
(Advance) 


£ 

40 

50 

! 




Dr. 



Interest 

Cr. 


To Advance on Bills 


£ 

48 





Dr. 


Bills Uncollected 

Cr. 


To Bills lor Collertion^ 

,, Bills for Collection 
(Advance) 


£ 

200 

1,000 






The Bank or Discounting House, l^pon the discounting of a bill 
for a cust[)mer the Discounting House will effect the following entries 
in its books — 


(1) Debit Bills Discounted Account. 

(2) Credit Customer's Account with "proceeds." 

(3) Credit Discount on Bills Account with discounting cliarges. 

On maturity (if bill met) — 

Debit Cash, credit Bills Discounted Account. 

On maturity (if bill dishonoured) — 

Debit customer, credit Bills Discounted Account. 

Illustration. On 30th November, 1952, A discounts a bill of 
exchange for B. The bill matures on the following 4th March, inter- 
est is at 5 per cent per annum, and the amount of the bill is 3^1,000. 
Calculate interest in months. Show the Journal entries in A's 
books (ignoring narratives). 


A's Journal 


195-2 




£ 

S. 

d 

£ 

s. 

d. 

Nov. 30 

Bills Discounted 

. Dr. 


I, ODD 

0 

0 




To B . 

. 





987 

10 

0 


„ Discount on Bills 






IZ 

lo 

0 


If A is a banker he will make two distinct entries — 

(а) Credit the gross amount of the bill to the customer. 

(б) Debit the discounting charge to the customer. 


A's Journal 


1952 




£ 

s. 

d. 


s. 

d. 

Nov. 30 

Bills Discounted 

. Dr. 


1,000 

0 

0 





To B . 






1,000 

0 

0 


B . . . . 

. Dr. 


IZ 

10 

0 





To Discount on Bills 






12 

ID 

0 


^ This account would be dealt with according to the reasons for non- 
collection, but normally a transfer would be made to the debit of the drawee ^ 
(as these transactions chiefly arise in connection with exports, the forei^l 
importer not accepting until receipt of the goods at the destination). 
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In practice, the entries will not be journalized but passed 
through special subsidiary books. See ruling on page 169. 

► The total of Discount on Bills Account will, at the end of the 
customary accounting period, be transferred to the credit of Profit 
and Loss Account. 

Rebate on Bills Discounted. Although on discounting a bill, the 
Discounting House debits the customer with the amount of the 
charge and credits, as a profit, the Discount on Bills Account, it 
would manifestly be imprudent to consider it as earned until the 
Bill had been finally cleared by a payment. At the end of the 
accounting period the correctly proportionate part of the total credits 
nf Discount on Bills Account is taken as profit ; in other words, the 
amount is divided in the same ratio as the expired portion of the 
])eriod for which the Bill is under discount bears to the unexpired, 
the latter portion being carried forward as a "liability." This may be 
done by a transfer to a separate account bearing the imposing title 
of Rebate on Bills Discounted Account, or by the familiar entry, 
made in the Discount on Bills Account, debit above the "line," 
credit below the "line." 

Illustration. Continuing the illustration on page 172, the Ledger 
Accounts of A, whose year runs to 31st December, would now be — 

By. Discount on Bills Cr. 




L 

5 . 

i. 

11952 



1 

I. 

i. 

To Transfer to Re- 





Nov. 30 

By B . 


12 

ID 

D 

bc-ite on Bills 
Discounted 











Account^ 

,, Profit and Loss 


B 

6 

B 







Account 


4 

3 

4 









£12 

|io 

D 




£12 

ID 

0 




l"“ 

™| 

1953 

Jan. I 

By Transfer from Re- 





1 

i 

1 



i 

bate on Bills 
Discounted 
Account 


8 

6 

B 




By. Rebate on Bills Discounted Cr. 


1953 



L 

s. 

i. 

1952 

By Discount on Bills 


i 

5 . 

d. 

Jan. 1 

To Transfer to Dis- 





Dec. 31 





count DU bills 

AcC QUIlt . 


B 

6 

B 

Unearned' . 


B 

6 

B 







— 









Alternatively — 

By. Discount on Bills Cr. 


1952 1 


£ 

S . 

d \ 

1 1952 

1 1 


£ 

5. 

ii. 

Dec. 31 To Discount U n- 




1 

Nov. 30! By B 


12 

ID 

D 

1 earned 

c/d 

B 

6 

8 







1 „ Profit and Loss 




i 







1 Account . 


4 

3 











ID 

d[ 




10 

iD 

D 

1 


■-Mrm 


ml 












I95J 






1 __ 1 J 



J1 

1 T an 1 

Bv Discount Unearned 

b/d 

B 

6 

B 


^ * I.e. tWD-thirds of £12. los., being the proportion unexpired (two months) 
*over the total period (three months) of £12 los. This item would appear in 
A's Balance Sheet at 31st December, 1952, as a liability. 
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The latter method avoids the necessity for opening a separate 
account. 

Actually there will not be a separate Discount on Bills Accoum 
for each transaction, any more than in ordinary trading there will be 
separate sales accounts for each sale; the “carry forward" figure 
being constructed from the schedule of bills outstanding. 

The same process will be carried out each year, so that the amount 
carried forward will benefit the succeeding year, e.g. in the example 
just given, if there were no alteration to the facts, the amount of 
£8 6s. Sd. would be transferred to the credit of Profit and Loss 
Account for the year ended 31st December, 1953. 

The following example is given, showing a collective Discount on 
Bills Account. 

Illustration. A bank has the following accounts in its books 
relative to bills discounted at 31st December, 1952 — 

I 

Unearned Discount, ist January, 1952 . . . 420 

Discount on Bills — year to 31st December, 1952 . . 6,200 

Allowances thereon to customers during the year to 

31st December, 1952 ...... 150 


Unearned discount is to be calculated and the Discount on Bills 
Account closed off for the year ended jist December, 1952. 

There were the following discounting charges credited but not 
fully earned [days of grace ignored). 



Date of 
Acceptance 

1 crin in 
Months 

Date of 
Maturity 

Date of 
Discounting 

I. Sundry Bills (estimated carry forward, 

^220 5S ) 

a. Bill for £300 at 5% p.a. . 

I Aur., igsz 

6 

I Feb., 1931 

I Aug., 19 SZ 

3. Bill for£2,D00 at 5% p a. 

1 Nov , 

4 

] Mar., ]9')^ 

] Dec., 1952 

4 . Bill for 2 ii 200 at 6% p a. 

1 Nov , 1952 

5 

1 April, ig'i3 

15 Dec., 1952 

3. Bill for £600 at 5% p.a. 

I Dec., 1952 

3 

1 Mar , 1953 

31 Dec., i9'52 





m 


The proportion of profit on discounting to be carried forward is 
calculated as follows — 


Bill 

No. 

Period of Discounting | 

Months 

Months 
prior to 
31SI Dec., 1952 

M on ths 

1 subsei|uent In | 
31st Deu., 1952 

Proportion to 
carry forward 

a 

I Aug., to 1 Feb , 1953 

I Dec., 1952, to I Mar., ig‘i3 

13 Dec., 1952, to I April, 1953 

6 

5 

I 

1:3 (or i) 

3 

3 

1 

2 

2: I (or 1) 

4 

3i 

i 

3 

3: i (or 6/7) 

5 

31 Dec., 1952, to I Mar., 1953 

2 

0 

2 

Total 


In the above, columns marked * are the important ones. 
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The amount to be carried forward is £262 as shown below — 


Bill 

No. 

Detalli 

Total 

Discount 

Proportion to 
r.iUTy forward 

Amoiini to 
cany forward 



£ «. d. 

£ I. d. 

£ *. d. 

a 

£309 Bt 3% p.B. for 6 moDthi » 

la ID 0 

i X 12 ID 9 

a 1 B 

3 

£2, ODD at 3% p.B. for 3 innuthi ■» 

23 0 9 

1 X 23 0 9 

16 13 4 

4 

£i,aDO b 1 6% p.B. for 3^ oionths » 

21 D 9 

6/7 X 21 D D 

iB D 0 

S 

£6do at 3% p.B. for a monthi — 

PluE Sundrin (No. 1) 

Total ol carry forward 

300 

3 x 300 

300 

41 13 0 

220 3 D 

£a 6 a o 0 


It is of VITAL impr)itance to see that the calculations are made by 
reference to the discounting period, viz. the period from the date of 
discounting to the date of maturity, so that the date of acceptance 
merely serves as a guide to the date of maturity and does not 
otherwise enter into the above calculations. 

For instance, taking No. 3 Bill, it will be seen that the bank becomes 
interested on ist December, 1952, and as the bill is a four months' bill 
it matures on 1st March, 1953 ; hence the bank in effect lends money 
on the security of the bill for the three months, ist December, 1952, 
to Ist March, 1953, charging interest on £2,000 at 5 per cent for three 
months, which equals £25, that is £8 6s. 8d. per month. This can be 
readily calculated by the formula of 5 per cent being "a penny in 
the £ per month” and z,ooo pence = £8 6s. Bd. 

At 31st December, 1952, therefore, one month's interest (£0 65. Bd.) 
has been earned but £25 has been credited, hence £16 13s. 4d. must 
be carried forward, which is shown in the schedule, J X £25. All 
the other calculations may be independently checked, e.g. No. 4 
interest is earned for half a month, but interest (6%) for one month is 
" one shilling per £10 per month,” which on £1,200 is izos. and there- 
fore for half a month, 60s., or £3. The total discount on the bill must 
be seven times £3, as the discounting period is 15th December, 1952 
to 1st April, 1953, viz. 3J months. Hence the total discount is £21, 
of which £3 has been earned to 31st December, 1952, involving a 
carry forward of £18. 

Entries in Bank Ledger — 


Dr . Discount on Bills Cr. 


1952 

Dec. 31 

To Allowanrps 
,, Disrouiit Uneamrd 
,, Profit and Lo.ss 
Arcount 

c/d 

£ 

150 

262 

6 , 2 oB 

1952 
Jan. 1 

Dec. 31 

Dy Balance: Discount 
Uneanipd . 

,, (details) 

b/d 

£ 

420 

6,290 




£6 62a 

1953 

Jan. I 



£6,6ao 





By Balance: Discount 
Unparned' . 

b/d 

262 


^ Shown as a liability in Balance Sheet. 
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Bills as Security. Where a bill is deposited as security, there is no 
sale of the bill as in the case of a bill being transferred or discounted, 
so that the entries relating to transfers and discounting of bills do 
not apply. The ownership of the bill is still the borrower's, subject 
to his discharging his obligation to the lender at the due date. 

A note will be required in the books as to the fact that the bill 
has been deposited as security and such other details as the circum- 
stances require. 

Illustration. On ist March, 19. ., A receives a 3 months' bill for 
£2,000 from B in payment of his account, whereupon he forthwith 
deposits it with X as security for a loan of £1,500 at 8 per cent per 
annum. The bill is met at maturity and the lender remits to A the 
balance of the proceeds of the bill after deducting the total amount of 
indebtedness. Show the J ournal entries in the books of the borrower, 
ignoring income tax and days of grace. 


19. . 
Marchi 


June I 


Journal 


Bills Receivable .... Dr} 
To K .... 

Being 3 months' Bill in payment of account 


Cash 


To X 


Dr I 


Being Loan at 8% pei annum lor 3 months 
on security of B’b Bill of £1,000 


Dr 


To Bills Receivable . 
Being Bill colleLted by X. 


C ash ...... 

Interest . . .Dr 

To X . .... 

Being proceeds of B's Bill collccterl by X 
after deducting repayment of Loan of 
;^T,5DD at 8% per annum, and Interest 
thereon for 3 months 


£ 

2, ODD 


1,500 


2,000 


470 

30 


I 

2,000 

1. 500 

I 2,000 

I 

I 

I 



CHAPTER VII 

DEPRECIATION, RESERVES, AND PROVISIONS 
DEPRECIATION 

Depreciation may be defined as the permanent and continuing 
diminution in the quality, quantity, or value of an asset. The 
purchase of an asset, generally, is nothing more than a payment in 
advance for an expense. A simple example of this is seen in the 
purchase of buildings. By such purchase the purchaser expends a 
' certain sum in advance, as a result whereof he will .save the cost of 
rent in the future, but at the end of a period of years the building 
will become valueless. Thus the purchase outlay is the equivalent 
to paying rent in advance for a period of years. 

The reason for the non-permanency of an asset is merely that in 
consequence of natural laws it usually suffers from the effects of time. 
The infinite variety of operative causes superimposed upon the 
fundamental one — the effluxion or lapse of time — will cause unequal 
INCIDENCE in the depreciation burden; hence the amounts of 
depreciation will vary according to circumstances. Obviously the 
elements of destruction will, sooner or later, overcome the elements 
of resistance. 

The question of depreciation must be differentiated from 
FLUCTUATION, not only because the latter is temporary, but 
because it may signify an increase in the value of an asset. 
Speaking generally, the question of fluctuation confines itself to 
the money value aspect. 

The chief agents or causes of depreciation are — 

[а) Wear and tear. 

(б) Physical factors: evaporation of liquids, loss of potency 

of acids, erosion, dampness. 

(c) Obsolescence, due to invention or change of fashion. 

(d) Fall in market prices (including foreign exchange rates). 

(e) Effluxion of time. 

All attachable and incidental revenue expenses must be provided 
for before the true profits can be computed, so that whether the 
particular expense is wages, repairs, or depreciation it follows that 
a proportion — exact or as approximately so as the circumstances 
permit — for the use or consumption of an asset must be included 
in the charge for running the business. 

The provision for depreciation does not depend upon what the 
business "can afford" as the debit therefor is an essential one, 
^constituting not an appropriation of, but a charge against, profits 
for the period in question. 
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The distinction between maintenance and depreciation is important. 
A machine may be kept in a high state of efficiency, e.g. by constant 
overhauling and prompt replacement of parts, such being always 
necessary; but the expenditure on upkeep and preservation can 
never be a substitute for making provision for the time when the 
machine is merely a bundle of scrap-iron — ready to be sold to the 
scrap-metal broker. During the usual yearly period a year's life 
has been "consumed,” hovrever careful the activities of the engineer 
in maintaining the efficiency of machines, so that the cost of 
such consumption should be charged up against the profits of 
the appropriate period, however great may be the difficulty of 
measuring it. 

Whatever method is adopted, the following principles are funda- 
mental — 

(1) Assets with certain possible exceptions, e.g. land, antiques, 
etc., suffer depreciation, although the process may be invisible or 
gradual. 

(2) The provision for depreciation (unless excessive) is a charge 
against profits. 

(3) Maintenance of assets in a state of efficiency is not a substitute 
for the depreciation provision. 

(4) The building up of a cash fund (by deposit in a special 
Banking Deposit Account, or by insurance policy, or by outside 
investments) is not a provision for depreciation of an asset but a 
financial procedure for ensuring its replacement. 

(5) The question of the replacement of an asset is incidental to, 
but not a fundamental question of, depreciation. 

The more important methods of dealing with depreciation will 
now be considered. 

(i) Straight Line Method. By this method the original cost 
less the residual value, divided by the number of years of useful life, 
is the annual revenue charge, the amount thereof being equally 
divided (repairs being also charged to Revenue). The advantage 
of this method is its simplicity and the fact that it entirely eliminates 
the asset where no residual value will ensue by the end of its life, 
although it is often quoted as a disadvantage that the early years 
should be charged with the same depreciation as the later, when an 
asset, e.g. machine, may be losing its efficiency. This, as can clearly 
be seen, will tend to be levelled out when there are a number of 
machines bought in different years, as what is undercharged on the 
one is overcharged on the other. This method has been judicially 
recommended where, for the purpose of computing an employee's 
remuneration based on a share of profit, depreciation of fixed assets 
should be calculated on the straight line method [Edwards v. 
Saunton Hotels). 

Illustration. Machine cost £1,000. Life 3 years. Residual value, 
£125. Show Machine Account. 
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Dr. 


Machine 


Ct. 


Year i 

Tp Caih. 


L 

1,000 

5 

0 

0 

Year i 

By Profit and Lou 
ALUJunt 

Depreciation 
,, Balance . 

c/d 

£ 

agi 

70B 

i. 

13 

6 

1 




]Cl,000 

0 

0 




£x.DOO 

D 


Year 2 

To Balance 

b/d 

708 

6 

B 

Year z 

By Profit and Lose 
Account : 
Depreciation 
,, Balance . 

c/d 

zgi 

416 

13 

13 

4 

4 




£708 

6 

H 




£708 

6 

B 

Year 3 

To Balance 

b/d 

4ifi 


4 

Year 3 

By Profit and Loii 
Arcoiinl ; 
Depreciation 
„ Balance . 

c/d 

29t 

X25 

13 

0 

4 

0 





13 

u 




£416 

13 

4 


To Balance 

b/d 

£125 

0 

0 


By Cash 


£123 

0 

□ 














(2) Diminishing Balance Method. By this method a fixed 
percentage is written off the diminishing balance of the Asset 
Account yearly. The chief advantage over (i) is that the charges in 
relation to the opening and closing years of the Asset Account are 
more scientifically provided for, the depreciation charge being heavy 
in the early years when the cost of repairs is light. The student 
will see that the percentage will have to be much greater 
than in fi). Theoretically, the asset can never be entirely 
written off. 

Examination candidates often experience difficulty in computing 
the amount of depreciation to be provided in respect of additions 
to fixed assets made during the period of the accounts. Where 
dates of additions are given, it can be assumed that depreciation is 
to be provided on the additions on a time basis. Thus, if the rate is 
5 per cent per annum and additions are made halfway through the 
year, the effective rate will be 2 .\ per cent. 

Occasionally the rate is given without the words "per annum," 
in which case the date of the additions is immaterial. Where no 
dates of additions are given but it is obvious that depreciation 
should be on a time basis, an average date halfway through the 
period should be taken. On the other hand, where insufficient 
information about the additions is given to enable depreciation to 
be calculated on a Lime basis, then the computation should be made 
on the final debit figure standing on the asset account. 

' Where a Production Account is required, the depreciation of the machinery 
used in production will be debited thereto, otherwise the transfer is to Trading 
Account or Profit and Loss Account. The student is advised to charge 
depreciation to the latter account where no Production Account is required, 
making a footnote that some accountants debit the charge to Trading or Profit 
and Loss Account 
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Illustration. Machine cost ^i,ooo. Life 3 years. Residual value 
£125. Show Machine Account. 

Dr. Machine Cr. 


Year z 

Td Cash 


£ 

I,OCXI 

Year i 

By Profit and Loss Ac- 
Dount : 

Depreciation' 

„ Balance . 

c/d 

£ 

500 

500 




£i,ooo 




£x,ooo 

Year a 

To Balanco 

b/d 

300 

Year 2 

By Profit and Loss Ac- 
count: 

Depreciation 
,, Balance . 

c/d 

330 

230 




£500 




£500 

Yrar 3 

To Balance 

b/d 

250 

Year 3 

By Profit and Loss Ac- 
count : 

Depreciation 
„ Balance . 

c/d 

125 

123 




£250 




£250 


To Balance 

b/d 

£125 


By Cash 


£125 




1 






(3) Annuity Method. Under this system the capital sunk is 
assumed to earn a certain rate of interest, the asset being charged 
accordingly; the amount of depreciation to be written off yearly 
is calculated on the straight line method so that it eliminates the asset 
or brings it down to its residual value (if any) after charging it with 
interest on the value of the asset at the commencement of each year. 

The book-keeping entries are — 

Debit the asset each year with the interest charge at the rate 
chosen and credit Profit and Loss Account through Interest Account.^ 
This charge will diminish each year. 

Debit Profit and Loss Account direct or through a Depreciation 
Account and credit the asset with the depreciation charge. This 
amount will be the same each year. 

The figure of depreciation will be obtained from Annuity Tables. 

As the yearly interest diminishes whilst the depreciation charge is 
the same, the net charge to revenue increases annually. 

The above procedure is usually confined to the writing off of 
leases. The following illustration shows the method as applied to a 
machine, so that comparison may be made with the other methods of 
depreciation. 

Illustration. Machine cost £1,000. Life 5 years. Residual value 
£125. Interest at 5 per cent per annum. Show Machine Account. 

^ The rate is 50% on diminishing balance. ; 

* Deduct from Depreciation in the Proht and Loss Account. 
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Machine 


i8i 

Cr. 





£ 

5. 

d. 



1 

£ 

1 . 

d. 

Year 1 

Tp Cast! . 


l,POO 

□ 

□ 

Year i 

By Profit and Loti 






,, Interest pn 






Account: 






£i,onp at 5% 






Depreciation 


327 

11 

2 


p.a. 


50 

□ 

0 


,, Balance . 

c/d 

722 

B 

10 




£i,° 5 o 

□ 

0 




£1,050 

D 

0 

Year z 

To Balaiire 

b/d 

722 

a 

10 

Year 2 

By Profit and Ld&b 






,, InlDrpst on jf722 






Account : 






Bs. lod. at 






Depreciation 


327 

11 

2 


5% P-a- 


36 

2 

6 


,, Balance . 

c/d 

43Z 

o 

2 




£758 

11 

4 




£758 

11 


Year 3 

To Balance 

b/d 

431 

0 

2 

Year 3 

By Profit and Loss 






,, Interest on £431 






AcLount : 






Ds. zd. at 5% 






Depreciation 


327 

XI 

2 


p.a. 


21 

XI 

0 


,, Balance . 

c/d 

123 

D 

0 




£452 

11 

2 




£452 

XX 



^ To Balance 

b/d 

£124 

0 

0 


By Cash 


i £Z25 

0 

0 

1 







1 

i 




(4) Sinking Fund Method. By this method the cash necessary 
to replace the asset at the end of its effective life is provided. As 
with the annuity method, the sinking fund method also takes interest 
into account. An agreed amount is set aside each year and invested, 
which, with compound interest, will be sufficient to provide a sum 
equal to the cost of the asset, less residual value (if any). The 
advantage attaching to the employment of this method is that cash 
will be forthcoming to provide for the renewal^ but it must also be 
remembered that it may be a disadvantage to take out of the business 
liquid capital which can be more conveniently and advantage- 
ously employed in the business. The book value of the asset re- 
mains unaltered during the period of the building up of the 
Sinking Fund, the depreciation being reflected in the credit 
balance of the Sinking Fund. At the end of such period the 
Sinking Fund balance will be transferred to the credit of the asset, 
leaving the balance of the latter at the figure computed for the 
residual value. 

As it will be necessary to advert to the book-keeping entries at a 
later stage, the entries are shown on page 190 to avoid repetition. 

Illustration. Machine cost £1,000. Life 3 years. Residual value 
£125. Investment at 5 per cent. Show Accounts, assuming that the 
yearly amount to be set aside is £277 iis. 2d. 

^ Assuming that rcplacpment cost is the same as the original cost. 
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Dr. Sinking Fund Cr. 





£ 

z 

d. 

1 




£ 

5. 

Ybbt z 

To BbIbucb 

c/d 

377 

11 

2 

Year x 

By Profit and 

Ltns 











Account , 



277 

XI 

Ybbt a 

Td Balance 

c/d 

368 

*9 

ID, 

Year a 

By Balance 


b/d 

277 !ii 






1 


,, Interest 



13I17 






1 


Profit and 

Lobs 


1 

1 








Account . 



1 




1^568 19 

10' 





,£568 19 

Ybbt 3 

To Balance 

c/d 

B75 

0 

” 

Year 3 

By Balance 


b/d 

56B 









„ Interest 



28 

9 








„ Front and 

Losb 











AcLDunt . 



377 

XI 




£875 

0 

0 





£875 

0 


To Machiur Account 


f 87 S 

1^— 

□ 

1 ° 
n 


Dy BalauLe 


b/d 

£875 

D 

“1 


Dr. 


Machink 


Cr. 


Year i 

To Cash (Cost) 


£ 

1,000 

Year 3 

By Sinking Fund Ac- 
count 
,, Cash* . 


£ 

873 

123 




£\ 000 




£1,000 










Dr. Sinking Fund Investment — 5% Stock Cr. 







£ 

s. 

d. 




£ 

5 . 

d. 

Year 








Year 






X 

To Cash 





2 

* 

Dy Balance . 

c/d 

277 

11 

2 

z 

To Balance . 



b/d 

277 

II 

2 

2 

By Balance . 

c/d 

56B 

>9 

ID 


,, Cash .£13 

17 

6 












„ Cash . Z77 

II 

2 












— 

— 

— 


291 

8 

8 












£568 

19 





£5^ 

12 

ID 

3 

To Balance . 



b/d 

568 

*9 

.. 

3 

By Balance . 

c/d 

875 

0 

0 


,, Cash £ 28 

9 

□ 












„ Cash . 277 

11 

2 












— 

— 

— 


306 

D 

2 












£875' 

D 

o' 




£ 87 } 

0 

0 














3 

4 

To Balance . 



b/d 

1“”| 

0 

1 

n 








The student will observe that the fund and its counterpart are 
always equal. 

' The inve'-tments will be sold for /S75, which together with £125 cash 
received for the scrap value of the old machine, will provide ;fi,ooo towards! 
the cost of a new machine. 
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(5) Insurance Policy Method. By this method steps are taken 
similar to those under the Sinking Fund method except that the 
^investment takes the form of annual payments of premium to an 
insurance company, whilst no interest on investment is actually 
received. 

Actually the policy does yield ''interest" as the policy moneys 
receivable normally exceed the total premiums, but as the premiums 
are payable in advance, the calculation of interest will be for a 
year longer than under the Sinking Fund method. 

An endowment policy is taken out to produce the sum required 
at the end of the life of the asset. An Endowment Policy Account 
and an Asset Amortization Account will be opened as for the 
/"^jinking Fund method. Interest earned on the policy will be 
debited to the Endowment Policy Account and credited to the 
Asset Amortization Account. 

The interest earned will be the excess of the policy moneys payable 
over the total premiums. As mentioned, the policy moneys will not 
be payable until one year after the payment of the last premium, so 
that it will be necessary to pay the first and each subsequent pre- 
mium at the commencement of each year. 

Illustration. The same facts as before except that an endowment 
policy for three years is taken out for £875, the annual premium being 
£274 i6s. I id., which works out at 3 per cent compound interest. 
Show Endowment Policy Account and Asset Amortization Account. 
(These accounts appear on page 184.) 

Alternatively, the policy may be revalued yearly at the surrender 
value' either with or without taking into account interest, the 
"loss" on revaluation being debited to the Sinking Fund or Asset 
Amortization Account and credited to the Endowment Policy 
Account. When the policy matures there will be a "profit" as 
the full value of the policy will be payable, and this will be debited 
to the Policy Account and credited to the Sinking Fund or Asset 
Amortization Account. 

Illustration. Same facts as in the preceding illustration except 
that no interest is taken into account, and that the suiTender values 
are — 


Year i (end) Year 2 (end) £' 2 ’ 2 - 5 . 

Show Endowment Policy Account and Asset Amortization 
Accoiiiil. (These accounts are shown on page 185.) 

* The surrender value of a policy is the amount that the insurance com- 
pany will pay the policyholder should he surrender the policy at any time 
l^efore maturity. Such a course would involve the policyholder in a considerable 
I 0 .S.S which m.ay be avoid •'d by obtaining a loan from the insurance company. 

7 — (D.aoHs) 
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Dr, Endowment Policy Cr. 





£ 

s. 

d. 




£ 

t 

d. 

Year I 

To Cash — Premium 


*74 

16 

II 

Year z 

By Balance. 

c/d 

2B3 

I 

9 

(rom- 

mence- 

ment) 

(end) 





(end) 







„ Interest on £274 i 5 s. zid. 












at 3% per aunum^ 


B 

4 

zo 











I 

_9 




£283 

I 

_9 

Year 3 

To Balance 

b/d 

283 

I 

9 

Year 2 

By Balance. 

c/d 

574 

13 

5 

(com- 

mBnce- 

ment) 




(end) 








„ Cash — Premium 


274 

16 

11 







(end) 

,, Interest on £537 xBs. Sd. 











at 3% pel' annum 


16 

14 

9 










£574 

13 

_5 






_5 

Year 3 

To Balance 

b/d 

574 

13 

5 

Year 3 

By Cash 


875 

D 

0 

(com- 

mence- 

ment) 

(end) 

,, Cash — Premium 

274 

16 

II 

(end) 







„ Interest on £849 los. 4(1. 












at 3 % per annum* 


25 

9 

8 










£875 

0 

0 




£875 

0 

□ 










1 

l_ 



Dr. 


® Asset Amortization 


Cr. 





£ 

5. 

d 




£ 

r. 

Year 1 

To Balance. 

c/d 

283 

] 

9 

Year i 

By Profit and Loss Account 


274 

16 

(end) 




(end) 










„ Eudowineut Pobey Ar- 











count 


8 

♦ 





I 

9 




£283 

1 

Years 

To Balance. 

c/d 

574 

13 

5 

Year 3 

By Balance 

b/d 

2B3 

I 

end) 





(com- 

mence- 

inent) 

(end) 

274 

16 





,, Profit and Loss Account 



„ Endowment Policy Ac- 









count 


16 

14 




iil 

£3 

5 




£574 

15 

Year 3 

To Transfer to Asset 





Year 3 

By Balance 

b/d 

574 

13 

(end) 

Ac[X)unt . 


875 

0 

□ 

(com- 









mence- 











ment) 











(end) 

,, Pinfit and Loss Account 
,, Endowment Policy Ac- 


274 

16 








count 


25 

9 




£875 

1 0 

□ 




£875 

D 





1 1 







' As the premiums arc calculated to the nearest penny, there will be trivial 
discrepancies in the interest. 

■ In practice, the Interest "earned” will not necessarily be 3 per cent per annum. - 
” Alternatively the Account may be described as a Sinking Fund. 
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Cr. 


Dr. 


Vear i 
(cora- 
mence- 

meat) 


Year z 
(coin- 
lurncc- 

meat) 


Year 3 



(end) 




£ 

s. 

i. 




£ 

5. 

d. 

To Cash — Premium. 


a 74 

16 

11 

Yean 

By Asset Amortization 










(end) 

Account 


244 

16 

11 







„ Balance (Surrender 











Value) . 

c/d 

30 

0 

a 



£274 

16 

11 




£274 

16 

IX 

To Dalaace 

b/d 

30 

D 

0 

Year 2 

By Asset Amortization 










(end) 

Account 


79 

16 

xz 







,, Balance (Surrender 





„ Cash — Prenuuin 


274 

16 

11 


Value) . 

c/d 

225 

0 

0 



^04 

16 

11 




£304 

16 

IX 

To Balance 

b/d 

2 Z 5 

0 

0 

Year 3 

By Cash 


875 

0 

D 






(end) 






,, Cash — Premium 


274 

16 

11 







,, Asset AmortizationAc- 











count 


375 

3 

I 









£875 

0 

D 

1 



£873 

D 

0 


Dr. Asset Amortization Cr. 





£ 

5 

i. 




£ 

5 . 

d. 

Year i 

lo Endowment Policy Ac- 





Year x 

By Profit and Loss Ac- 





(end) 

count 


244 

16 

XX 

(end) 

count . 


274 

16 

IX 


„ Balance 

c/d 

30 

0 

oi 










£274 

16 





£^ 


IX 

Year 2 

To Endowment Polu v Ac- 



i 


Year 2 

By Balance 

b/d 

30 

0] 

0 

(end) 

count 


79 

16 

XI 

(com- 




1 



„ Balance 

r/d 

225 

0 

0 

mence- 












*(rad) 

„ Profit and Loss Ac- 












count 


274 

16 

IX 

1 



£304 

16 

IX 




£304 

x 5 

IX 













YLir 3 

To Transfer to Asset Ac- 





Year 3 

By Balance 

b/d 

225 

D 

0 

(end) 

couut 


B75 

0 

0 

(com- 












mence- 












ment) 












(end) 

,, Profit and Loss Ac- 












count 


274 

16 

IX 








,, Endowment Policy Ac- 












count 


375 

3 

I 




£875 

D 

0 




£875 

0 

0 














It will be seen that in both cases cash is available for and the 
asset of £1,000 after making the transfer in the third year of £875 
stands at £125. 

(6) Revaluation Method. By this method the asset is revalued 
each year, any diminution in value being charged to Profit and Loss 
Account. 

i Illustration, ist Jan., 19. stock of loose tools £500. Purchases 
during year £150. 31st Dec., 19 . . , stock of tools £520. 
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Loose Tools 


Cr. 


19.. 
Jim. 1 
D«c. 31 

Td Balance 
„ Caib. 

b/d 

£ 

300 

150 

19. . 
Dec. 31 

By ‘Profit and Lou Account 
(or Production Ac- 
count) iDeprociatlon . 
,, Balance 

c/d 

£ 

130 

520 




£650 




£630 

19 .. 

Jan. I 

To Balance 

b/d 

520 






Loose tools are frequently treated exactly like stock, the purchases 
thereof being shown as a separate item. In this case the treatment 
of the preceding facts would be — 


Dr. Loose Tools Cr. 


19.. 

Jan. I 

To Balance 

b/d 

£ 

500 

ig. . 
Dec. 31 

By ‘Profit and LoU Ac- 
count (or Production 
Account) 


£ 

500 

Dec. 31 

To Profit and I^u Ac 
count: (or Production 
Account) 


520 





Dr. 

Loose Tools Purchases 


Cr. 

Dec. 31 

To Cash (or Sundries) 


£ 

150 

ig.. 
Dec. 31 

By ‘Profit and Lou 
Account (or Pro- 
duction Account) . 


£ 

150 


(7) Repairs, Maintenance and Depreciation Fund or Provision.- 
The method of making a composite yearly charge to cover repairs, 
maintenance, and depreciation is commonly met with. The excess 
of the provision created over repairs and maintenance is in reality the 
provision for depreciation, and should by the time the asset has 
become merely scrap be adequate to meet the depreciation suffered. 

^ In practice, the employment of loose tools predicates manufacturing or 
production, and the transfer would be to Manufacturing or Production 
Account, and shown thus — 

Debit side of Production Account: 

Loose Tools — 

Opening Stock . . . . 

Purchases ..... 150 

650 

Less Closing Stock . . . 520 

£^50 

■ In accounts not governed by the Companies Act, 1948, this may be ' 
referred to as a Reserve (see page 192 and footnote on page 75). 
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Hence, such provision must at the end of the life of the asset be 
equal to the difference between its cost price and its residual value, 
'ihe book-keeping entries are — 

(1) Debit Profit and Loss Account 1 ’hh 1 

Credit Provision for Repairs, Maintenance and I 

Depreciation ) 

(2) Debit Provision for Repairs. Maintenance and \ for repairs 

Depreciation L and 

Credit Cash j maintenance 

Illustration. A yearly sum of £400 is set aside to cover repairs, 
maintenance, and depreciation. The expenses for repairs and 
maintenance in the first two years are £30 and £47. Show Repairs, 
Maintenance and Depreciation Provision Account 


Dr Provision for Repairs, Maintenance and Dfpri.ciation Cr. 





£ 




£ 

Yean 

To Cash — Repaira, etc 


30 

Year i 

By Probt and Loss Account 


400 


„ Balance 

c/d 

370 







£400 




£4110 

Year a 

To Cash — Repairs, etc 


47 

Year a 

By Balance 

b/d 

370 


,, Balanre 

c/d 

723 


,, Profit and Loss Acoount 


400 




£770 




£770 





Year 3 

By Balance 

b/d 

723 


(8) Depletion Method. In the case of concerns owning wastmg 
assets, provision for the depletion of such assets is sometimes made 
by means of a charge to Profit and Loss Account per unit of asset 
extracted 

Illustration. The cost of a mine is £30,000 and the estimated 
quantity of payable ore in tons is 300,000. The first and second 
years' output : 500 tons and i,6ootons. Show Mine Account assum- 
ing residual value of the Land to be worth nothing. (This illustration 
appears on p. 188.) 

In reference to this topic it should be noted that the lessee of the 
mine will usually be liable to pay compensation to the lessor at the 
end of the lease for spoiling the land, and consequently will probably 
build up a compensation provision or fund. 

[The same principle applies in the case of a machine, eg 6d an hour where 
the estimated running hours of the machine’s life are 50,000 and the cost of the 
machine 5^1,250 (machine hour rate) : or instead of the rate being fixed at fid. 
an hour, the first year may be charged with, say, 0d an hour, the second with 
6d , and so on in subsequent years, the rate diminishing in ratio to the machine’s 
loss of efficiency (efficiency hour rate).] 
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Df. Mine Cr. 


Year i 

To Cash 


-r- 

3D, 000 

Year z 

B)r Profit and Loss 
Account (or Pro- 
duction Account) 
Depletion: 
nrfH'tfiyn x £30,000 
„ Balance 

c/d 

50 

29,950 




£30,000 




£30,000 

You 2 

To Balance. 

b/d 

29,950 

Year a 

By Profit and Loss 
Account (or Pro- 
duction Account) 
Depletion : 

X £30,000 

„ Balance 

c/d 

x 6 d 

* 9.790 




£29,950 




£* 9 . WO I 

Year 3 

To Balance. 

b/d 

29,790 






(9) Renewals. By this method the original asset remains in the 
books at the original cost and the cost of replacement is charged as 
an expense. The method does not conform to good accounting prac- 
tice and is criticized on two grounds: (i) That the value of the 
original asset will by no means equal that of the one replacing 
it; and (2) that there is an uneven distribution of the burden of 
depreciation, as only in the year of replacement docs revenue bear 
the renewal charge, entirely relieving most of the years and over- 
charging that in which the replacement takes place. ^ 

Illustration. The cost of an original asset is £480. Three years later 
it is replaced by an asset costing How are these dealt with 

on the Renewals system ? 

The former remains as an asset and the latter is debited to the 
Profit and Loss Account. 

The Life of an Asset. The proportion to be written off in respect 
of depreciation depends, as has been seen, to a large extent on the 
estimated life of the asset, but it must be noted that certain assets, 
e.g. patents, cop)Tights, mining leases, etc., have, as it were, two 
“lives,” viz. [a) legal life, e.g. the lease of a mine, and (&) commercial 
life, e.g. profitable working life of a mine. Depreciation must 
obviously be calculated on the shorter of the two “lives.” 

Recommendations. The attention of the reader is drawn to the 
Recommendations^ of the Institute of Chartered Accountants on 
the Depreciation of Fixed Assets, of which the following is a 
summary — 

(i) Consistent bases should be used from one period to another. 

(z) Where practicable, fixed assets at the date of the Balance Sheet 
should be shown at cost, less the aggregate provisions to date for de- 
preciation, etc. [vide the requirements of the Companies Act, 1948.) 

* This criticism may, however, be overcome by setting up a Provision for 
Renewals with an annual charge to Profit and Loss Account, renewals being 
debited to the Provision. 

* It will be realized that these apply particularly to companies rather than 
to partnerships and sole traders. 
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(3) If additional provisions are necessary, they should be shown 
, separately in the Profit and Loss Account. 

(4) Recommended bases — 


Asset 

(a) Goodwill and Freehold Land. 


(b) Freehold Buildings, Plant and 
Machinery, Tools and Equip- 
ment, Ships, Transport Ve- 
hicles, and similar assets sub- 
ject to depreciation by use. 
yc) Leaseholds, Patents, and other 
assets exhausted by efduxion 
of time. 


(d) Mines, Oil wells. Quarries, and 
similar wasting assets con- 
sumed as basic raw material or 
output of which is sold as such. 


Basis 

Depreciation does not normally arise, 
except as in (d). Any special pro- 
vision should be shown separately 
in the Profit and Loss Account. 

Normally on the straight-line method, 
but loose tools, jigs and patterns, 
etc., having a very short effective 
life may be revalued (not exceed- 
ing cost). 

Straight-line method, with provision 
for estimated dilapidations for 
leaseholds. The annual premium 
on Leasehold Redemption Policy 
is a fair charge for amortization. 

Depletion method. If not charged, 
the fact should be revealed to warn 
members that dividends are in 
part return of capital. 


(5) Where a non-recommended method has been adopted to date 
and it is not practicable to change for existing assets, the recom- 
mended methods should be adopted for assets subsequently acquired. 

(6) Amounts set aside out of profits for unforeseeable obsolescence 
or possible increase in replacement cost are matters of financial 
jirudence ; they are reserves, not provisions (see page 192).^ 

(7) Details of cost, amounts and basis of provision for deprecia- 
tion should be kept for each fixed asset, pieferably in registers. 

Plant Registers. Following on the last point above, it is essential 
in any large concern that adequate records should be kept in respect 
of Plant and Machinery. A separate record may be kept for each 
machine, the following information being shown — 

(1) Description — type, number, maker, etc. 

(2) Where situated. 

(3) Purchase — date, from whom, cost, cost of erection, etc. 

(4) Alterations and Additions, Repairs and Renewals. 

(5) Depreciation — basis, annual rate, amounts and aggregate. 

(6) Sale — date, to whom, price, profit or loss on sale. 

(7) Taxation — Rate of wear and tear allowance, initial and annual 
allowances, balancing allowance or charge. 

(8) An engineer's report is sometimes included. 

^ Many accountants hold that in times of rising prices profits are overstated 
unless arrived at after charging depreciation bused on replacement rather 
than historical cost. It is, however, recommended that the extra charge to 
^cover increased costs should not be regarded as an essential, provision but 
rather as a transfer to reserve. If this additional amount is charged before 
Striking the balance of profit, such balance should be suitably described. 
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Sinking Fund for Depreciation and Redeeming Debenture. It 
may here be convenient to contrast the position arising in the case 
of a Sinking Fund created by way of amortization of an asset and ‘ 
that created when a liability is to be repaid. The latter arises 
chiefly in connection with debentures of a limited company, which 
will be dealt with fuUy in Chapter XXIII, but for the present the 
debenture may be considered in the light of a loan. 

The positions are shown by means of the following table — 


SiNKiNQ Fund Sinkinq Fund 

to writs ofi asset to "reLlBem" a liability 


(1) On letting aside the Debit Profit and Loss Account 
instalment arxnu- Credit Sinking Fund 
ally 


Debit Profit and Loss Appro- 
priation Account ( 

Credit Smkiiig Fund 


(a) On investing the in- 
stalment 


Debit Sinking Fund Investment 
Credit Cash 


Same as Sinking Fund to write 
off Asset 


(3) On receipt and rein- 
vestment of in- 
terest on invest- 
ment 


Debit Cash 

Credit Suiking Fund 

Debit Sinking Fund Investment 

Credit Cash 


Same as Sinking Fund to write 
oil Asset 


(4) On the expiry of the 
life of the asset 


Debit Sinking Fund 
Credit Asset 


Not applicable 


(4a) On the purchase of 
new asset 


Debit Cash 

Credit Sinking Fund Investment 
Debit (new) ASSET 
Credit Cash 


Not applicable 


(S) On the redemption Not applicable 
of debentures 


Debit Cash 

Credit Sinking Fund Investment 

Debit DEBENTURES 

Credit Cash 

Debit Sinking Fund 

Credit General Reserve 


The essential differences are — 

(i) The amount set aside for the Sinking Fund for writing off 
the asset is debited to the Profit and Loss Account ; for the redemp- 
tion of debentures it is debited to the Appropriation Account. 

The difference in treatment is explained by the fact that one is a 
definite charge for dei)reciati()n, and tlie otlier merely an appropria- 
tion to prevent the amount set aside from being distributed as 
dividends until the debt is repaid. 

(z) When the asset is written off, the fund and the asset dis- 
appear, and until purchase of the new asset is made the investment 
(or cash if the investment is realized) remains ; but in the case of the 
repayment of the debenture the investment and the debenture dis- 
appear (as the investment is converted into cash which is used to 
repay the debt), but the fund remains and is now "'free,'' i.e. it is 
available for distribution. As has been seen in (i), the fund was 
created solely to prevent the amount represented thereby being 
distributed in dividends until the repayment of the debentures. 
Although the expression "redeeming by means of Sinking Fund" 
is convenient, it is not strictly accurate, as it is cash that redeems ' 
the liability. 



DEPRECIATION, RESERVES, AND PROVISIONS I9I 

In practice, of course, it does not follow that the cash realized 
from the Sinking Fund investment (which equals the original value 
' of the old asset) will be sufficient to defray the cost of the new asset. 

Illustration. A company borrows ^^20,000 b}^ debentures and 
agrees to redeem the whole sum at the end of five years by means 
of a Sinking Fund. 

At the end of the period the relevant accounts will be — 


Dr Debentures Cr 





£ 




£ 

i 

To Cash 


30,000 


Dy Balance . 

b/d 

3D,000 


Dr. Sinking Fund Cr. 


To Rsmitb . 


fl 

20,000 


By Balanre . 

{instalments debited 
to Profit and Loss 
Appropriation Ac- 
count) 

b/d 

£ 

30,000 









Dr Sinking Fund Investment Cr. 


To Balance 

b/d 

£ 

30,000 


By Cash 


£ 

30,000 



1 






Dr 

Cash 


Cr. 


To Sinking Fund In- 
vestment 


£ 

20,000 


By Debentures 


£ 

20,000 









Dr 

RE'^ERVE 


Cr. 




1 


By BmkmK Fond 


s 

20.000 


It will be noted that the Debentures and Investment Account 
disappear, the Sinking Fund being transferred to Reserve. 

If an asset is to be replaced at the end of five years by the 
utilization of a Sinking Fund, the relevant accounts will be — 

Dr. Asset Cr. 




£ 




2 

To Cost 


30,000 


By Slnkliv Fund 


20.000 
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Dr. Sinking Fund Cr. 



ToAnet . 


£ 

SO, 000 


By Balance . . . 

{matalfiienti ddbiitd 
to Profit and Loss 
Account) 

b/d 

£ 

20,DOO 









Dr. 

Sinking Fund Investment 


Cr. 


To Balanco. 

b/d 

£ 

20,000 


By Cash 


£ 

20,000 









Dr. 



Cash 



Cr. 


To Sinking Fund In- 
vestment 


£ 

20,000 






It will be perceived that the asset and fund accounts disappear, 
the cash (realized from the investment) remains, pending the acquisi- 
tion of the new asset. 

The question of profit or loss on the realization of the Sinking 
Fund Investment is dealt with in Chapter XXIII. 

It will be clear that the Sinking Fund instalment in the case of 
debentures is an appropriation of profits ; in the case of the amortiza- 
tion of an asset a charge against profits. 

RESERVES AND PROVISIONS 

The lack of uniformit}/ and looseness in the past in the employ- 
ment of the term "reserve" have tended not only to create confusion 
in the mind of the student but to difficulties in the proper under- 
standing of the finanrial position of businesses as shown in their 
Balance Sheets. Ihe matter has now been considerably clarified 
by the Companies Act, 194H, and although the requirements of the 
Act (which will be stated in detail in a later chapter) apply only to 
limited companies, it is proposed in this chapter to deal with 
reserves and provisions on the lines of the definitions laid down in 
the Act. The reader should, however, bear in mind that at this stage 
the matter is being considered move in broad principle than in 
regard to the specific requirements of the Act which apply to the 
published accounts of limited companies. 

As a preliminary to closer study, reserves and provisions may be 
defined as follows — 

(1) Reserves — amounts set aside out of profits and other surpluses 
which are not designed to meet any liability, contingency, commit- 
ment or diminution in value of assets known to exist at the date of 
the Balance Sheet. 

(2) Provisions — amounts set aside out of profits and other sur- 
pluses to provide for 
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[a) depreciation, renewals or diminution in value of assets, or 

(b) any known liability of which the amount cannot be deter- 
" mined with substantial accuracy. 

It follows therefore that — 

(1) Any amount set aside for the purposes described in (2) (a) 
and (b) (above) in excess of estimated requirements must be 
regarded as a reserve, and 

(2) Sums set aside to meet known liabilities of which the amount 
can be determined with substantial accuracy do not fall within the 
definition of a provision and should therefore be described as 
accruals or accrued liabilities. 

Reserves are in effect part of the undistributed profits of the busi- 
^ness and therefore part of the proprietorship, whereas provisions 
and accruals are a diminution of proprietorship in the form of a 
liability or diminution of an asset. The former are broadly appro- 
priations of, the latter charges against, profits. 

RESERVES 

Reserves are, with special reference to limited companies, divided 
into two main classes, depending upon whether or not they may be 
regarded as arising from normal profits or gains available for 
distribution through the Profit and Loss Account as dividends. 
They are — 

(1) Capital Reserves. These are not, in limited company account- 
' ing, normally regarded as available for distribution as dividend; 

such reserves arise from — 

(fi) Sale of fixed assets at a profit over book values. 

( 6 ) Profit of a comjiany accrued before incorporation or purchase. 

(c) Premium on shares or debentures. 

(d) Profit on redemption of debentures. 

Profit on forfeiture of shares. 

(/) Profit on revaluation of assets and liabilities. 

(g) Capital Redemption Reserve Fund. 

These matters are dealt with in more detail in Chapter XXIII, 
but it may be stated broadly that in certain circumstances some of 
these profits may be considered as revenue but the better practice 
is to regard them as Capital; others are subject to special restric- 
tions and treatment in accordance with the provisions of the 
Companies Act. 

(2) Revenue Reserves. These are normally regarded as available 
fur distribution through the Profit and Loss Account, but are 
themselves divided into two classes — those immediately and those 
not immediately so available — 

(i) General Reserve. This reserve is created by setting aside 
profits in order to strengthen the general financial position of the 
' business. Such profits, however, remain available for distribution, 
and for this reason it is often described as a "free’' reserve. In this 
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group should be included any undistributed balance of the Profit 
and Loss Account (by deduction, if a debit balance). 

(ii) Specific Reserve. Under this heading are included amounts 
set aside out of profits for a specific purpose or because of a specific 
obligation, which, though still revenue, are not immediately available 
for distribution. The best example of this arises in the accounts of 
limited companies when a company engages to set on one side a 
portion of profits until debentures — which for this purpose may 
be considered the equivalent of a loan — are repaid ; throughout the 
whole period of liability in respect of the loan, the reserve set aside 
is part of the undistributed profits and upon repayment of the loan 
may be transferred back to the Profit and Loss Account or to the 
General Reserve. 

Capital, Specific and General Reserves should be separately 
stated in the Balance Sheet, the first two being subdivided, where 
necessary, under appropriate headings. Furthermore, sufficient 
detail should be given to show how increases and decreases have 
arisen and how the reserves have been utilized. 

So far, consideration has been confined to reserves which are 
shown as such in the Balance Sheet. There may, however, be re- 
serves which are not disclosed therein — 

(1) Hidden Reserves, where an item of profit is described in such 
a manner as to indicate a liability, being included for instance in 
Sundry Creditors. 

(2) Inner Reserves, where a provision is made to cover exceptional 
and abnormal losses, and such provision is not openly disclosed, 
e.g. general contingencies reserve (in the case of a bank) included in 
creditors, usually under the heading of ‘'Deposit, Current and other 
accounts." 

(3) Secret Reserves, where the net asset position is stronger than 
that disclosed by the Balance Sheet by reason of — 

(а) Excessive depreciation of an asset, or excessive valuation of 
a liability. 

(б) Complete elimination of an asset ; undervaluation or under- 
statement of an asset. 

(c) Charging capital expenditure to revenue, or crediting 
revenue receipts to an asset (e.g. dividends received and earned 
credited to the investment). 

(d) Permanent appreciation in a fixed asset, or permanent 
diminution or extinction of liability not recorded. 

(e) Showing a contingent liability as an actual liability or as a 
provision therefor ; or an actual asset as a contingent asset. 

(J) Grouping of “free" reserves with creditors. 

(g) Deliberately withholding sales til] succeeding period; or 
taking delivery of goods on forward contract on a fallings 
market. 
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An excellent example of the creation of a secret reserve is 
seen in the case of banks which invariably provide for depre- 
^ciation of investments but do not re-credit an appreciation of 
investments. 

From this it will be seen that secret reserves may 

(i) arise, as in [d), 

(ii) be created, as in the remainder of the examples given, 

(iii) be maintained, by allowing (i) to remain or by continuing 
the practice in (ii). 

It may here be noted that the Companies Act, 1948, contains 
provisions which aim at preventing the creation of secret reserves; 
this is dealt with more fully in Chapter XXIII. 
t Reserve Fund. The word “fund” is frequently employed in 
substitution for the word “account.” In the minds of the public 
the use of the word “fund” usually signifies that on the assets side 
of the Balance Sheet the reserve is represented by specifically ear- 
marked investments, e.g. in gilt-edged securities, but whilst it is 
advisable to do so in certain specific instances, e.g. in a Sinking 
Fund for the amortization and subsequent replacement of a lease, there 
is no obligation to make such an outside investment to justify the 
use of the word “fund”; indeed, in many instances the utiliza- 
tion of the resources “in“ rather than “outside” the business is 
essential to its proper development, so that unless it is necessary to 
be in a position to have liquid assets available at a specific date 
the policy of “outside” investment is short-sighted. Naturally, 
the nature of the business and the purpose of the reserve will 
determine whether it is necessary to have liquid assets available 
at short notice. 

However, in order to avoid confusion, it is recommended that 
the term “Reserve Fund” should only be used where a reserve is 
specifically represented by readdy realizable and earmarked assets. 

PROVISIONS 

Provision will be required in the final accounts for (i) Deprecia- 
tion and diminution in value of assets, and (2) Estimated and 
anticipated liabilities which exist at the date of the Balance Sheet, 
e.g. claims for delay in delivery of goods, accident and employer’s 
liability claims, estimated bad and doubtful debts (these may 
be regarded as coming under the heading in (i) of diminution in 
value of assets), etc. 

These provisions will be normally either deducted on the assets 
side of the Balance Sheet (as in the case of depreciation and bad and 
doubtful debts) or grouped on the liabilities side under appropriate 
sub-headings, unless in the published accounts it would be detri- 
mental to the company's interests for a provision to be openly 
► disclosed, e.g. a provision against a disputed claim. 

Where any provision is used for a purpose other than that for 
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which it was created, this fact should be shown, and when any 
provision becomes redundant it should be credited back to the 
Profit and Loss Appropriation Account. 

Contingencies. Amounts set aside in respect of contingencies 
may be in the nature of a reserve, or a provision, or what is termed 
a contingent liability. 

(1) Contingency Reserve. Amounts are sometimes set aside out 
of profits under this heading although there arc no actual, probable 
or really possible contingencies at the date of the Balance Sheet. 
There is thus little or no difference between such a reserve and a 
General Reserve as already described, and the two may well be 
shown together. 

(2) Contingency Provision. As already stated provision should 
be made for all known contingencies, even if the amount can only 
be estimated, existing at the date of the Balance Sheet, e.g. under 
employer's liability, to cover possible claims against accidents 
which have already occurred. 

(3) Contingent Liabilities. Where there exists a possibility that 
upon the happening of a contingency an actual liability will arise, it 
is not usual to make any provision for the possibility in the accounts. 
It is the practice to call attention to the possible liability by way of 
a footnote in the Balance Sheet. Examples of contingent liabilities 
are bills under discount and calls on shares in limited companies, 
which will be dealt with later. 

It does not follow necessarily that even if the contingency does 
arise it will involve a loss. The liability incurred may be reflected 
in an asset, e.g. the call on the share may ari.se because the company 
is in difficulties, in which case the liability incurred will probably be 
considered a loss ; but if the calls are made in the ordinary course of 
events, the liability incurred will be reflected in an increase in the 
value of the assets. 

As has already been stated any amount set aside in excess of a 
necessary provision is a reserve and should be shown as such in the 
Balance Sheet. For example, in regard to Stock, the amount 
required to cover the excess of cost over market value is a provision ; 
any further amount set aside, e.g. to minimize the effect of a possible 
future fall in values, is a reserve. 

It will be realized that this new nomenclature of reserves and 
provisions supersedes the old method of dividing reserves into 
(i) external and (2) internal, the latter a setting aside of profits 
within the business, the former providing for (external) liabilities. 
The subdivision of the old "External” reserve in which the amount 
of the liability was known does not now fall under the definition of 
a provision and must be described as an accrued liability. Such 
accruals liave been dealt with in Chapter V. 



CHAPTER VIII 

CAPITAL AND REVENUE EXPENDITURE 

Before each term is discussed it is sufficient to say that revenue 
expenditure constitutes a charge against profits, and must be 
debited to Profit and Loss Account, whereas capital expenditure 
IS treated as a capital charge, and is shown upon the assets side of 
the Balance Sheet. 

It is a matter of extreme difficulty to lay down a hard and fast 
rule as to what dividing line separates capital expenditure from 
revenue expenditure. There is much divergence of opinion and 
practice on this matter, and inter alia the following indicia have been 
laid down as establishing the fact that the expenditure is capital. 

(1) Any expenditure which is undertaken for the purpose of 
increasing profits either positively by way of increasing earning 
capacity, or negatively by DECREASING working expenditure, is 
capital expenditure. The formal acquisition of a tangible asset is 
not a necessary element in this rule. For example, owing to in- 
creased demand for seats, a theatre reconstructs the auditorium; 
such expenditure may be capitalized. 

(2) If the expenditure, whether increasing the earning capacity 
or not, produces an asset comparatively permanent in character, 
it is capital expenditure. 

Capital expenditure, therefore, may be described as outlay re- 
sulting in the increase or acquisition of an asset or increcLse in the 
earning capacity of a business. 

Revenue expenditure, on the other hand, is such outlay as is 
necessary for the MAINTENANCE of earning capacity, including the 
upkeep of the fixed assets in a fully efficient state, and the normal 
total cost involved in selling, including the cost of goods and 
services of the business to which it relates. 

In short, if the purpose of expenditure is to maintain the business 
it is revenue ; if it is to improve the business it is capital. 

Improvements. The judicial view is that the cost of an improve- 
ment of an asset is a legitimate capital charge quite irrespective of 
whether it is by way of mere substitution or is entirely new. The 
accounting view is that in regard to the former, i.e. the substitution, 
the excess of the value of the new over the old asset is the only 
amount that can properly be charged to capital. The former view 
is that the original asset was necessary before the improvement 
could be made. Although this view may be tenable in extreme 
instances, it is not supported by the vast majority of accountants. 
It is important, however, in that when the question of whether a 
dividend has been improperly paid out of capital arises in the case 
of limited companies, the procedure of capitalizing an improvement 
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by Way of substitution, contrary though it be to prudence, may be 
supported and justified on legal grounds. 

Capital Expenses. Certain expenses arc recognized as being of a 
capital nature, although no tangible property may have been 
acquired as a result. The most important are — 

(i) Preliminary expenses of a limited company. 

(z) Cost of issuing shares and debentures : procuration and legal 
fees on loans and mortgages. 

(3) The initial outlay as well as the losses in the early years of 
concerns which by their very nature require a very long period of 
development, e.g. rubber and otlier plantations, mines, etc. 

(4) Cost of experiments. 

(5) Advertising where its nature is to introduce a line or 
"boost” a new business. 

(6) Interest on construction capital. 

(7) Renewals in public utility companies, where, for instance, 
steam engines of a railway are replaced by electrical equipment. 

(8) Legal expenses incurred in the acquisition of property. 

(9) "Repairs” on purchase of a dilapidated asset to put it into 
workable condition. 

(10) Additions to property and other assets. 

Capital and Revenue Receipts. Capital receipts may be said to 
consist solely of additional payments into the business, made either 
by shareholders of a company or by proprietors of a business, and 
receipts from the sale of any fixed assets of a business (not being 
in the nature of a normal sale). Most receipts, with comparatively few 
exceptions, may be treated as revenue receipts, e.g. sales, income from 
investments, transfer fees, commissions and discounts received, etc. 

It should be noted that in taxation and double account ques- 
tions the distinction between capital and revenue receipts and 
expenses is of extreme importance, and is based on principles that 
do not necessarily coincide with those already enumerated. 

It is not always possible by mere inspection to distinguish 
between capital and revenue expenditure for many reasons, the 
chief being that — 

(1) Certain expenses arc in the nature of capital for some businesses 
and of revenue for others. 

(2) Certain expenses may be said to be partly capital and partly 
revenue. If in doubt as to the nature of any item candidates 
should always make a note at the foot of the question as to the 
method of treatment adopted, though the question should always 
be scrutinized for any information as to the nature and circum- 
stances of the business. 

Although in general it may be said that all expenditure laid out 
in the purchase of land, buildings, plant, and machinery and other 
assets of a similar type is in the nature of capital expenditure, the 
actual circumstances must be considered in each case. Taking the 
illustration of an engineering business, some plant and machinery 
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may have been purchased with the object of earning profits (capital 
expenditure), and other amounts may have been purchased for the 
purpose of re-sale (revenue expenditure). Again, in the case of 
real estate business, most land and buildings purchased are revenue 
expenditure, as they may be considered as trading assets, subject 
to the obvious qualification that (i) purchases for own occupation ; 
and (2) for permanent holding or for letting purposes, are in the 
nature of capital expenditure. 

In certain cases the policy of those in charge of the business will 
decide whether certain expenditure may be classed as revenue 
or capital. Although expenditure will generally be capable of strict 
classification, yet where the true nature of such expenditure is 
doubtful, it is preferable to charge it to revenue, as the charging 
of revenue expenditure to capital may involve very serious con- 
sequences. If capital expenditure is wrongly charged to revenue 
the resulting effect is an understatement of profits ; but if revenue 
expenditure is wrongly charged to capital, the profits will be over- 
stated, resulting maybe in the withdrawal of such inflated profits 
by the proprietors. 

Legal Expenses. These are nearly alw^ays a revenue expense, but 
legal charges incurred in connection with the purchase of pro- 
perty or other assets may be said to be merely an addition to the 
price of the asset and accordingly may be capitalized. 

Wages. Wages which are paid to employees in the construction of 
the fixed assets of the business are in the nature of part of the cost 
of the asset and should be transferred from Wages Account to the 
debit of the asset account, e.g. if a firm of building contractors 
decides to enlarge its own premises, all the wages and the materials 
consumed for this purpose should be debited to the Premises 
Account. Such facts in an examination will readily suggest 
that in addition a transfer from purchases in respect of materials 
used is required. 'J he business may, howe\ er, cliaige such expendi- 
ture to revenue, tliii.s creating a secret reserve. The charging of 
capital expenditure of the above natuie to revenue will not be 
allowed as a charge foi 1 AX Minx purposes. 

Many questions are set involving the problem of a business con- 
structing its own assets, e.g. suppose the cost of a new asset is 
£10,000, whilst the lowest outside quotation is £12,000; then the 
question to consider is "should the latter amount be capitalized? " 

In no case can it be considered a sound financial policy to 
charge up the asset with the additional £2,000, taking credit for profit 
of that amount, such money saved not being in the nature of 
profit, since a business cannot make a profit out of itself. On the 
other hand, if the outside quotation were £8,000, only this lower 
figure should properly be capitalized, the excess of the cost over 
this figure (£2,000) being WTitten off as soon as possible. 

► Repairs. Repairs are usually in the nature of a revenue charge, 
though an instance of their being capital expenditure may be seen 
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in the purchase of second-hand assets, and the subsequent repair 
by the purchaser to put them into an efficient state. Such an expense 
is capital, and must be transferred to the Asset Account, even if 
outside labour be employed. The problem often arises where plant 
and machinery which is stiU in good working order is sold at a con- 
siderable loss, and replaced by new machinery of a more modem 
type. Whether the loss should be written off or added to the cost 
of the new machinery is a very debatable point. There is no legal 
compulsion in the case above-mentioned to write off a loss of this 
type to revenue, though unquestionably the soundest policy is to 
write off such loss during the accounting period in which it is 
incurred, as the profits will have been previously overstated. If no 
balance remains on Profit and Loss Accomit (e.g. because all the 
profits have been withdrawn), the treatment is either to charge 
future years with the loss or to deduct the amount from capital. 

DEFERRED REVENUE EXPENDITURE 

There is a class of expenditure known as deferred revenue expendi- 
ture, i.e. revenue expenditure incurred during one accounting period 
which is applicable either whoUy or in part to future periods. 

There are four distinct types of deferred revenue expenditure — 

(1) Expenditure wholly paid for in advance, where no service has 
yet been rendered, necessitating its being carried forward, i.e. the 
showing of such outlay as an asset on the Balance Sheet as prepaid 
expenditure, e.g. telephone rental, rent in advance, etc. 

(2) Expenditure partly paid in advance where a proportion of the 
benefit has been derived within the period under review, the balance 
being as yet "unused,"' and therefore shown in the Balance Sheet as 
an asset, e.g. proportion of rates paid in advance or special advertis- 
ing expenditure incurred in introducing a new line or developing a 
new market. 

Most items paid in advance will fall either under head (i) 
or (2), according as the payment relates wholly or partly to future 
periods. 

(3) Expenditure in respect of service rendered which for any 
sound reason is considered as an asset, or more properly, is not con- 
sidered to be allocable to the period in question, e.g. development 
costs in mines and plantations; discount on debentures in limited 
companies and cost of experiments.^ 

The practice which varies considerably in detail is to write off 
the amount over a period of years. If the expenditure can be ear- 
marked as being in respect of a specific object, the expenditure 
should be written off during the life of that object, e.g. in the case of 
debenture discount at the latest by the time the debentures are 
redeemed. 

^ Usually the reason is that tlie expenditure is so heavy that it is right 
and proper to spread it over several years. 
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(4) Amounts representing losses of an exceptional nature, e.g. 
property confiscated in a foreign country, heavy loss of non-insured 
assets through, say, fire. 

As a rule an item falling under this heading is a fictitious asset, 
i.e. although it is shown on the right-hand side of the Balance 
Sheet, it is not really an asset at all but a capital or abnormal 
loss which has not been written off. 

A few instances will now be given of expenses which, usually of a 
revenue nature, may occasionally be classed as capital expenditure. 

Illustration. The sum of £1,000 has been spent on a machine as 
follows — 

[а) £100 for repairs necessitated by negligence and lack of care 
and attention. 

(б) £200 for replacements of worn parts. 

(c) £700 for additions, incorporating new devices which enabled 
the output to be doubled. 

State how these items would be dealt with, as between Capital 
and Revenue. 

Items [a) and (6) are Revenue, being necessary to keep the asset 
in efficient running order. They add nothing to the original value 
of the machine, nor to its proper functioning. 

Item (c) is a Capital charge because it enhances the earning^ 
capacity of the business. 

Illustration. Haworth & Co. remove their works to more suitable 
premises, incurring the following expenditure: [a) Cost of dis- 
mantling, removing and reinstalling plant, etc. £1,720. 

(&) Certain old plant standing in the books at £750 was sold for 
£300 and replaced by new plant costing £1,200. 

State how these items should be dealt with, as between Capital 
and Revenue. 

Capital Revenue 

£ £ 

(a) Removal Expenses .... ii72o 

(b) Plant — 

Loss on sale of old plant ... 450 

Cost of new plant .... i.zoo 

;fl,2O0 


Illustration. Carlo, Ltd., a company owning a greyhound racing 
track, incurs the following expenditure in the first year to 31st 
December, when they make up their accounts — 

(i) Purchase of a totalizator costing £20,000, which, owing to 
legal actions pending, should not really be in operation. They have 
incurred fines of £100 through continuing to use the machine, and 

^ The sum of £2,1^0 could be written off at once, but it would also be 
quite legitimate to write it off ovei a short period of years, say, four or five. 
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;£i,ooo legal charges have been incurred to enable a Bill to be passed 
through Parliament to legalize the use of a totalizator. 

(2) The stand has been repainted by the track staff, and it is 
estimated that the wages under this heading, included in general 
wages, amount to £240. 

(3) The rates for the year to 31st March amount to £660. Nothing 
has yet been paid. 

(4) Prehminary expenses were ^6,000. 

(5) Free tickets have been issued during the year to advertise 
the track. It is estimated that 200,000 of these tickets have been 
used on the popular side, the usual price being is. 

(6) Fire insurance was paid on 25th December for the year follow- 
ing, amounting to £126. 

(7) When the track was being constructed several temporary 
cottages for workmen were built which were demolished upon the 
completion of the track, the cost being £290. 

(1) The cost of the totalizator is clearly a capital charge, as is 
the cost of introducing the Bill. If, however, the totalizator can 
never be used the expenditure will be slieer loss, to be written off 
against profits (if any) as expeditiously as is practicable. 

The fines incurred, £100, cannot be capitalized. They arc a revenue 
loss, and must be borne in the current period. 

(2) It is evident that the stand (presumably as taken over by the 
’company) was not newly painted, and this painting may be thus 
considered as part of the capital cost. A transfer of £240 should 
be made from Wages Account to the debit of the Stand Account. 

(3) Rates £660. Nine months' rates have accrued, and thus 

1 V ^ = £495 must be charged to revenue, and shown in 

the Balance Sheet as a liability. 

(4) Preliminary expenses £6,ooo. This item will be capitalized 
but should be gradually written down, as it is unrepresented by 
tangible assets. 

(5) Free tickets £io,uoo. Although this represents advertising 
which will probably benefit future periods, it would be difficult to 
attach any figure of cost to it, it being rather a loss of revenue. It 
would therefore be imprudent to capitalize the £10,000 and write 
it off over several years. There wall probably be no entry in the 
books in respect of the item but, if desired, the amount could be 
credited to Revenue Account to show a full gross profit and then 
written off by debit to Profit and Loss Account. 

(6) Fire insurance £126. The major part of this item represents 

a prepayment, as only 6 days out of the 365 covered by the payment 
can be treated as current expenditure : - x £126 — £2 is. 5d. The 

balance of £123 i8s. 7d. will be carried forward. 

(7) Temporary cottages £290. This item may be considered as 
part of the cost of construction of the track, and thus capitalized. 
The receipts (if any) in respect of the demolished cottages must be 
credited to the cost of construction. 
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EXAMINATION QUESTION 

The following is a summary of the Alpha Brickyard Account for 
the years ended 31st December, 1952 and 1953, in the books of 
Brickmakers, Ltd. 



i9'5 

2 I9«5T 1 


1952 

1953 

Bricks 

1 Dneks 



Bricks 

Bricks 



£ 

£ 


£ 

£ 

Stock, ist Jan. . 

2 jO,ODO 

450 Ido, ODD 

175 

Sales 

j, 5 od,[>oo 3,2Ho 

Bio.ooo 1,783 

Wages 



2 J20 

Stock,3istDec. 

100,000 175 

100,000 170 

Salaries 


250 

550 

Bricks spoiled 

50,000 

50,000 

Coal, Stores, 




Used lor New 



Plant, etc. 


775 

2.95D 

Kiln . 


700, OOO 

Royalties, Rates, 




Balance . 


4.394 

Head Oflice Ex- 







penses and Sun- 







dries 


225 

354 




Profit 


255 







£3,455 

£ 6,149 1 


£3.455 

£ 6,349 


In 1953 work was begun on the biiilcling of a new kiln by the company’s 
own labour, the expenditure being included in the above account. 

You ascertain — 

(fl) Ibat no particulars have been kept of the wages incurred in the build- 
ing; men were sometimes diverted to the work for part shifts, while the 
foundations were dug in clay, which was used for brick making in the 
existing kiln. 

That it may be taken that the wages-cost per thousand bricks in 1953 was 
lower by 5 per cent than in 1952 

(c) That ^350 of the salaries, ;^2 ,iod of the plant, and ;^idd of the head 
office expenses should be capitalized. 

(d) That sundries included JCinplnyer’s Liability Insurance at a ju’emium of 
IDS. per cent of capital wages. 

Show the amounts you would transfer to capital expenditure or elsewhere, 
and con.struct the Alpha Brickyard Account for the year 1953. 

[InsHUite of Chartered Accountants Final.) 

It is first necessary to appreciate the sigiiificaiice of the question. The 
expenditures outlined are made up both of capital and revenue, so that the 
object IS to separate them. In constructing the kiln, naturally, the bricks 
manufactured by the company will be utilized instead of making a 
purchase. 

The cost of making the bricks i.s made up of materials, labour, and ex- 
penses, hence the first objective is tbc cost per i,odo bricks. Then it will be 
observed that some are sold, some retained in stock, and some transferred, 
as it were, to another department, i.e. the "Construction" Department. 

The cost of bricks is ascertained as follows — 

(i) Wages-cost of Making Bricks — 

(a) Cost per i,ddo bricks in 1953 — ^ reduction nf 5 per cent on 1952 cost. 
Cost per 1,000 bricks in 1952 — 

Wages paid 
= t ^ ^ X 
Bricks produced 


^ r 1.5PP 

^ (1,750,000 — 250,000) ^ 

= 2 os. 

1953 cost per 1,000 bricks = zos. less 5% thereof, 

= 195- 
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(b) Bricks produced are i,6oo,ooo (i.e. 850,000 + ioo,ooo + 50,000 
-|- 700,000—100,000). 

(c) Bricks produced for sale are 1,600,000 

Less used for new kiln 700, ddo 

900,000 

L 

(d) The wages chargeable to production of bricks for sale are 


900,000 at 19s. per i.ooo ....... 855 

(g) The wages chargeable to production of bricks for new kiln 
are 700,000 at 19s. per 1,000 ...... 665 


Total wages for bricks produced ..... 1,520 

(/) Wages on construction of kiln (see par. 4). . 800 


Accounting for wages item of . . . £2,^-2o 


(2) Cost of Making Bricks — 



Bricks 

i 

Stock at commencement ..... 

100,000 

175 

Wages (as above) ..... 


1,520 

Salaries (^55 0 - £^5 0) (i) (see par. 4) 


200 

Coal, Stores, Btc.(/2,95o-;^2,ioo) (ii) (*cBpar.4) 


850 

^Royalties, Rates, 

etc. . . (/ 354 -;^Io 4 ) (hi) (sBepar.4) 


250 

Bricks manufactured ..... 

i,6i:)o,doo 


Total . . ...... 

1,700,000 

2,995 

Less Stock at end ..... 

100,000 

170 

Gross Production ...... 

1,600,000 

2.825 

Less Spoilage ...... 

50,000 

Net Production ...... 

1,550,000 

^2.825 


(3) Transfer Cost of Bricks to Kiln.^ After having arrived at cost of bricks, 
it is now possible to charge out the 700,000 "sold" to the "Construction” 
Department; i.e. — 


yOD.DDO 

1,550,000 


X ;^2,325 = /i, 276 [to nearest £] 


(4) Cost of Kiln. Inasmuch as the wages (as per i (/) ), bricks (as per 3). 
and other capital costs are known, the compilation of the cost of construc- 
tion of the new kiln is simply as follows — 


Wages .... 
Bricks* .... 
Salaries, etc. 

Plant .... 
Head Office Expenses 
Employer’s Liability Insurance 


(see par. i (/) ) 

i 

800 

(see par. 3) 

1,276 

(see par. 2 (i) ) 

350 

(see par. z (ii) ) 

2,1 OD 

(see par. z (hi) ) 

100 

(see par. z (hi) ) 

4 

/4.610 


^ The item of ;^io4 is Head Office Expenses ;^ioo, plus Employer's Liability ^ 
Insurance of (being 10/- per cent on capital wages of j^Boo). 

■ See footnote^ on page 205. 
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Alpha Brickyard Account (Reconstructed) 

By. for the Year ended 31st December, 1953 Cr. 



Backs 

1 ^ 1 


Bricks 

£ 

Td Stock (Dpemng) 

lODjDOO 

1 

By Stock (closing) 

100,000 

170 

Wages . . . . 


1. 520 

„ Barks Spoiled 

50,000 


„ Salaries 


200 

„ Cost of Usable Bricks 



,, Coal, Storos, Plant, etc. . 
Royal tips, Rates, Head 


B50 

produced c/d 

1,550,000 

2,825 

Office Expenses and 
Sundries 


250 




,, Bricks Produced 

1,600,000 






1,700.000 

£2.995 


1,700,000 

£a .995 

To Cost of Usable Bricks 



By Backs used for New Kiln 



Protlared . b/d 

1,550, DOO 

□Q 

at Lost^ 

700.000 

850.000 

1,276 


„ Cost oJ Sales of Bricks c/d 

1.549 


1,550,000 

£2.825 


X, 550,000 

£2.825 

To Cost of Sales of Bricks b/d 

850,000 

1.549 

By Sales .... 

850,000 

1.7B5 

,, Profit .... 


236 





850,000 

£i, 7 B 5 


850,000 

£ 1.785 


_ 





The above account discloses the results of the operations of the 
brickyard so far as tliey relate to trading, and entirely eliminates 
the entries relating to capital, viz. the cost of constructing the 
kiln. 

In a question of this character the student should at the first 
perusal obtain a general idea of what is required and proceed to find 
the first clue, which in this particular illustration is the wages cost of 
brick making. 

Ignonng quantities and intermediate balances carried down, the whole 
effect may be presen Led in abridged columnar form — 

Dr. Cr 



Revenue 

Capital 

Total 


Revenue 

Capital 

Total 


£ 

£ 

£ 


£ 

£ 

£ 

To Slock 

175 


175 

By Sales 

1,785 


1,785 

,, Wapes 

1,52a 

Boo 

2,320 

,, Transler 

1,276 



,, SilariPs 

200 

S'jo 

550 

,, Stock 

170 


170 

,, Coal, Plant, etc 
„ Rovalties, Rates, 

B50 

2,100 

2,950 

,, Cost of Kiln 


4,630 

■4.394 

Head Ofiirp Ex- 
penses and 
Sundries 

250 

104 

354 





,, Tiausfer of Bnck 







Cost 
,, Profit 

236 

1,276 







£3.231 

£4.630 

£6,3*9 


£3.231 

£4.630 

£6,349 




1 




■ 


^ If the assumption is made that only the bricks actually produced during 
the year are transferred, i e. leaving the opening stock of 1 00,000 stiU on 
hand, the transfer will be based on instead of ;f2,B25 as the difference 

^in the value of the idd.ooo old bricks (£\T5- £^7^) will be eliminated: the 
transfer will be x j^z,820 = £1,^7^. Either assumption is valid 

■ £4630-/236. ■ As per question. 
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In order to obtain the desired results, transfers will be made to capital 
from the accounts presented in the original question, e.g. wages — debit Kiln 
Account and credit wages with £800, thus reducing the figure of ^2,320 to 

£1.520- 

The depletion cost of clay, if known, will be charged up like the other 
expenses and its due proportion charged to capital. 

It is assumed that the spoiled bricks realize nothing. 


SUMMARY OF CLASSIFICATION OF 
EXPENDITURE 


The position relating to expenditure may 
follows — 


Expenditure 

I 


[a] Private (6) Business 


be summarized as 


(i) Capital 


Revenue 


Charge 

against profits 


(v) Appropria- 
tion of profits 


I I 

(ii) Wholly (iv) Wholly 

current charge deferred 

(iii) Partly 
current and 
partly deferred 

The debits will be as follows — 

[а] Proprietor’s Capital Account. 

(б) (i) Asset. 

(ii) Profit and Loss Account. 

(ni) I Account for current proportion. 

' M Deferred Revenue item for carry-forward portion, 

(iv) Deferred Revenue item for the whole amount, 
fv) Profit and Loss Appropriation Account. 
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PACKAGES. GOODS ON APPROVAL, C.O.D., VOYAGE 
ACCOUNTS, PURCHASE TAX, P.A.Y.E. 

PACKAGES 

The treatment of packages and packing materials in the accounts 
will depend upon the policy of the individual concern. This 
may be — 

(1) Packages Non-returnable, (a) Not charged out. The charge 
for the packages in this case will be included in the sale price of the 
goods. A Packages Account should be kept which will be debited 
with opening stock of packages and purchases and credited with 
closing stock, the balance, being the expense of packing materials 
during the period of the accounts, being written off as a distribution 
expense to Profit and Loss Account, or, if desired, being d^^bited to 
Trading or Manufacturing Account as part of the cost of putting 
the goods into a saleable condition. 

(b) Charged out. Sometimes when i)ackages are non-returnable, 
a separate charge is made for them. These charges should be entered 
in a separate column in the Sales Day Book, the total being credited 
periodically to a Packages Account as in [a) above, the balance 
of which account, being either a profit or loss on packages for 
the period of the accounts, being transferred to Profit and Loss 
Account. 

(2) Packages Returnable, (a) Not chsirged out. The doiible entry 
book-keeping will be similar to that in i (n) above, except that 
opening and closing stock will be divided between packages in the 
warehouse and those in the hands of customers. Stock must be 
brought into the accounts at cost, less adeijuate depreciation. 
Further entries will be necessary in the books, however, in order to 
keep a check on packages. Each package should have an identi- 
fication number, and columns should be j)rovidcd in the Sales Day 
Books and in customers' accounts for these numbers. When goods are 
sent to a customer, the package number will be entered in the special 
column in the Day Book and posted to the column on the debit 
side of the customer’s account. When packages are returned, the 
number will be entered in a book kept for this purpose at the gate ; 
from this book it will be posted to the column on the credit side of 
the customer’s account. Periodical cancellation of numbers appear- 
ing on both sides of the account will reveal the numbers of the pack- 
ages still in the hands of the customer. 

(b) Charged out. Packages are sometimes charged at cost but 
more usually at a price in excess of cost in order to cover depre- 
ciation, cooperage, repairs, and bad debts. Similarly, credit given 
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for returns is often less than the price at which the packages are 
charged out. A time limit is often imposed after which packages 
are not returnable. There are two methods of dealing with these 
transactions in the books — 

(i) Packages Trading Account. A Packages Stock Account and 
a Packages Trading Account should be opened. Packages "out" 
should be entered in a special column in the Sales Day Book and 
debited to customers' accounts, the total of the Sales Day Book 
column being credited periodically to Packages Trading Account. 
Returns should be entered in a special column in the Returns or 
Empties Day Book and credited to customers' accounts, the total 
of the Day Book column being debited periodically to Packages 
Trading Account. Packages Stock Account will be debited with 
(a) opening stock, (6) purchases and will be credited with closing 
stock. Adjusting entries will be required, by crediting Packages 
Stock Account and debiting Packages Trading Account, for — 

(i) Packages retained by customers (the charge having already 

been credited to Packages Trading Account through the Sales 

Day Book as described above). 

(z) Depreciation of Stock and Stock destroyed, scrapped, etc. 

At the end of the financial period, a certain number of packages 
will be still in customers’ hands; customers have been charged for 
them and therefore Sundry Debtors will include this charge, the 
credit being in Packages Trading Account. Since these packages are 
returnable at a fixed price, a provision must be created to cover the 
liability to customers in respect thereof. This is done by debiting 
Packages Trading Account "above the line," the balance brought 
down being deducted from Sundry Debtors in the Balance 
Sheet. The Packages Trading Account may now be balanced off 
and the resultant profit or loss transferred to Profit and Loss 
Account. 

Illustration. R Ltd. deliver goods to customers in cases (which 
are valued in the books at 3s.) charging them out at 6s. each 
and crediting them if returned within a stipulated time limit at 
4s. each. 

On 1st January, 19. ., there were z,ooo cases in stock and 4,200 
cases in the hands of customers (all returnable). During the year 
to 3r5t December, ig. . , 3,000 cases were purchased at 5s., 6,400 were 
sent out to customers, 4,600 weie returned by customers, 60 were 
destroyed in an accident in the warehouse and 100 were sold as 
scrap for £5. 

On 31st December, 19 . .,3,800 cases were in the hands of customers 
(all returnable). 

Show the Ledger entries required in respect of the above ^ 
transactions. 
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If the new stock is written down to 3s., the closing stock credited would 
be ;fi,o26 instead of /1.326, and therefore an entry for depreciation (;f3Do) 
would be made on the credit side of Cases Stock Account and debited to 
Cases Trading Account. This would be followed by a ciedit of ^300 to the 
latter account and a debit to Profit and Loss Account; or, more properly, 
a decrease of /300 in the transfer of profit to IVofit and Loss Account, since 
depreciation should he taken into account befoie the profit on Cases Trading 
can be ascertained. 

^ Cases sent out during the year .... 6,400 

Add already out on ist January 4,200 


id, 6 do 

Less returned ...... 4,600 

returnable ...... 3,800 

8,400 

Balance sold to customers .... 2,200 

■ Cases sent out during the year . 

Less cases soM to customers (as above) 

Cases out on hire during the year 


Profit on Hire, 4,200 at 2s. (bs. less 4s.) .... ;f4zo 
■ Profit on Sale, 2,200 at 3s. (6s. less 3s.) .... ^330 

* Loss on cases destroyed, 60 at 3s. . . . 

Loss on cases scrapped, 1 00 at 25 . . . id 


(The sale price of scrap is. as against cost 3s.) 


6,400 

2.200 

4.200 


It is a.s 5 umed that the new 5s. cases are intact and that no claim exists for 
loss of cases by the accident in the warehouse. 


® Stock of Old Cases nn ist January , . . 6,200 

Less Sales to custumeis ..... 2,200 

Destroyed ...... 6o 

Scrapped . . loo 

2,360 

3.840 


■ The opening figure of ;^84o (4,200 at 4s.) is provided in respect of the 
company's liability to customers for cases not yet returned which have been 
charged up at 6s. in the previous year. 

’ Similarly, a provi.siDn must be created at the end of the year for the same 
purpose. Sundry Debtors will include the charge for 3,800 cases at 6s., so 
that the Provision of /76D will be deducted therefrom in the Balance Sheet to 
show the true Sundry Debtors’ figure. 

Alternatively, the two accounts may be consolidated into one, 
but generally this method is not recommended. 

(ii) Packages Reserve Account. In this alternative method of 
writing up Packages Accounts, a Packages Stock Account and a' 
Packages Reserve Account are used, the former containing all 
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entries relating to the stock of packages, the latter being con- 
fined to the actual stock movements to and from customers. The 
entries in Sales Day Books, Returns Books and customers' ac- 
counts will be similar to those described in the previous method. 

The Packages Stock Account will be debited with opening 
stock and purchases and will be credited with closing stock and 
stock destroyed and scrapped. The Reserve Account will be 
credited with opening provision for returnable packages and with 
packages charged out to customers, and will be debited with 
packages returned and closing provision for returnable packages. 
When packages are retained by (i.c. sold to) customers, they 
must be eliminated from Stock by crediting Stock Account, 
^the corresponding debit being to Reserve Account (as an offset 
to the credits to that account for packages charged out). When 
packages are returnable at a smaller price than that at which 
they are charged out, there will be a balance on Reserve 
Account representing profit on hire which must be transferred 
to Profit and Loss Account by debiting Reserve Account; the 
corresponding credit may be direct to Profit and Loss or to Stock 
Account whence it will be transferred to Profit and Loss along 
with the balance of that account, which will show the profit or 
loss on packages sold to customers, scrapped and destroyed. 

It should be emphasized that the entries mentioned above for 
profit on hire are confined to the money columns as the quantity of 
stock is not affected, whereas those for sales of packages must include 
both quantities and money. 

Illustration. Using the same data as in the preceding illustration 
write up Cases Stock and Cases Reserve Accounts. 

As will be seen by reference to the previous illustiiition, most of the entries 
in the Cases Slock Account and Cases Reserve Account are the same as in 
the Cases Stock Account and Cases Trading Account respectively. In addi- 
tion, there are the two cross transfers [Dr. Cases Reserve, Cr. Cases Stock) 
for Piolit on Hire (money onl> ) and for Sales to customers (quantities and 
money). [For the guidance of the student, these transfers are shown in 
heavy type. See page 212 J 

Illustration. On ist January, ig.. Stock of Packages in hand 
was £800 (valued in the books at cost less 25 per cent), and 
;fi2o in the hands of customers at invoice price, which is cost plus 
50 per cent. 

For the year ended 31st December, 19. . packages were charged 
out at cost plus 50 per cent and full credit was given in respect of 
those returned in good condition. 

Packages sent out during the year were £i,boo (invoice price) 
and Returns (all in good condition) £1,000. Customers retained 
(and were charged up) Packages at an invoice price of £30. Closing 
^tock of Packages in hand at cost £66b 13s. 4d. 

Write up Packages Stock and Reserve Accounts. 



Price I Quantity J £ Price Quantity 
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Dr. 


Packages Stock 

Cr. 

19. . 


£ 


By Packages Reserve — 

£ 

Jon. 1 

To Opening Stock — 


Dec. 31 


In own hands 

8oo 


Packaj^ retained 
„ Closing Stock — 

30 


With Customers 

e»o» 


Dec. 31 

„ Profit and Loss Account 

15* 


In own hands 

300* 




With Customers 

345 " 



£875 



£B 75 

13. . 
Jan. I 

To Stock b/d — 





In own hands 

500 





With Customers. 

345 




Dr. 

Packages 

Reserve 

Cr. 

iq. . 


£ 

19. . 


£ 

^Dec. 31 

To Packages Stock 

30 

Jan. I 

By Opening Provision b/d . 

lao 

,, Customers — 


Dec. 31 

„ Customers — 



Packages returned 

1,000 


Packages charged out . 

x,6oo 


„ Closing Piovisiuii c/d 

630 






£1.720 



£1.720 




19.. 
Jan. 1 

By l^rovision b/d 

690" 


^ The opening stock "out" must be the reduced value of £120 (opening 
provision), viz. 66f % of £120 (seeing that the loaded price is 50% of Cost), 
i.e. £So less £20 (25% of Cost) = £60. 

■ The closing stock "out" will be 66f% of £690, i.e. £460 less £115 (25% 
Cost) = £345. 

* The closing stock in own hands is £666 13s. 4d. less £166 13s. 4d. (25% of 
cost) = £500. 

* Profit on Sale is £30 less £15 (Slock value is 66f % of £30 = £20, less 
25% = £15), which is £15, less any provision for repairs and maintenance 
required. 

^ Deducted from Sundry Debtors in the Balance Sheet. 

I £ 

Proof of Stock Tiansfers at Cost: 

Opening Slock per account. Go 

3Ji% to bring up to Cost. 20 80 [£8d — £20 (25%) 

= ;£(io] 

Amounts charged out. . . 1,600 

331% to reduce to Cost . 533! i,d 66| [£i,D6Gf + £533! (50%) 

= £i,6oo] 

Deduct: Returns 1,000 

Less 33i% to reduce 

to Cost . . . 333I 

6668 [£6665 + jf333l { 5 °% 

= ;£i.oooJ 

480 

Sales ... 30 

Less 33j% to reduce 

to Cost . 10 

— 2D [£zo + £\o (50%) 

„ . = £30] 

Balance at Cost. . . 4G0 

Less 2^% Reduction . . 115 

' Balance per Accounts £345 
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GOODS OUT ON APPROVAL OR SALE OR RETURN 

The property in goods out on approval, or on sale or return, does 
not pass to the buyer until he signifies his acceptance of them to the 
seller or, without giving notice of rejection, retains the goods beyond 
an agreed or reasonable time. Such transactions therefore require 
special treatment in the books; this will depend upon the circum- 
stances in each particular concern, but the following three methods 
are the usual ones — 

(1) When such transactions are rare. Although theoretically 
incorrect, goods out on approval may be treated as sales : the entries 
should, however, be marked in some way so that provision may be 
made at the end of the financial period to eliminate any outstand- 
ing items from Sales and to reduce such items to cost, or market 
value, if lower, for inclusion in stock. This may be done by — 

(а) Debiting Sales Account "above the line" and crediting it 
"below tlie line" with the amount of sucJi outstanding items in- 
cluded in Sales and deducting the balance brought down from the 
Sundry Debtors figure in the Balance Sheet, and 

(б) Entering the value — at cost or lower market value — of the 
outstanding items in the Trading Account and Balance Sheet as 
"Stock in hands of customers." 

( 2 ) Where such transactions are very frequent or of considerable 
value. It will be necessary to open up a special set of books, which, 
though compiled on Double Entry lines, will be outside the ordinary 
double entry book-keeping, that is to say, memorandum. These 
will consist of — 

[a) Goods sent on Approval (Sale or Return) Day Book. 

(&) Goods on Approval Sold and Returned Day Book — this book 
will be provided with columns to record separately Sales and Returns. 

(c) Goods on Approval (Sale or Return) Ledger. 

The procedure will be as follows — 

[а) When goods are sent out, they are entered in the Goods 
sent on Approval Day Book and posted to the debit of the customer's 
account in the Goods on Approval Ledger. The Day Book total will be 
posted periodically to the ciedit of a Goods on Approval Total Account. 

(б) When goods are returned, they are entered in the Returns 
column in the Sold and Returned Day Book and posted to the credit 
of the customer’s account in the Goods on Approval Ledger. The 
Returns column total will be posted periodically to the debit of 
Goods on Approval Total Account. 

(c) When goods are retained, they are entered in the Sales 
column in the Sold and Returned Day Book. This column is pro- 
vided with two folio columns, one for tlie posting to the credit of the 
customer’s account in the Goods on Approval Ledger and the other 
for the posting of the same amount to the debit of his account in 
the ordinary Sales Ledger. The Sales column total will be posted 
to the Debit of Goods on Apj)roval Total Account and to the credit 
of ordinary Sales Account. 
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When accounts are prepared, NO goods on approval figures 
will appear therein, since the total of the balances of customers' 
_ accounts in the Goods on Approval Ledger should equal the balance 
of the Goods on Approval Total Account. The value of goods 
on approval in the hands of customers at selling price can be ascer- 
tained either in detail from the Ledger or in total from the Total 
Account. This value, reduced to cost or lower market value, will 
be included in the Trading Account and Balance Sheet as before. 

(3) Where such transactions are not sufficiently rare to deal 
with as in (1) and not sufficiently frequent to deal with as in (2), to 
employ a Goods on Approval Journal. 

The procedure is — 

[a) To enter the amount of goods delivered into a memorandum 
column. 

(&) If the goods are returned, to enter the amount of goods 
returned into a memorandum colunm on the same line as the original 
entry for the goods delivered. 

(c) If the goods are sold, to enter the amount of goods sold into 
the Sales column on the same line as the original entry for the 
goods delivered. 

All the above entries will be at selling price. 

At any time the total shown in the first column, less the total 
of the second and third columns, will equal the goods out on 
approval at selling price. This balance, when accounts are to be 
prepared, will be brought into the accounts at cost or market value 
whichever is the lower. 

The third column is a "Double Entry" column and performs 
the same functions as an ordinary Sales Day Book. 

Illustration. X sends goods out on appro, as follows — 
ig.. L 

Jan. 15 Y 31 Jan. 17 returned retained £t. 

iB R 18 zi all retained. 

21 Q 9 23 all retained. 

30 Y 40 No intimation received as 

to sale and goods not yet 
returned. 

31 L 17 do. 

Show how these transactions will be dealt with under Methods 
(2) and (3) above. 

Method (2) Goods Sent on Approval Day Book 


Particulars Folio 


ig. . 



£ 

Jan. 15 

Y . 

G.o A.L. I 

31 

iS 

R . 

2 

18 

21 

Q ■ • • • 

3 

9 

30 

Y . 

I 

40 

31 

L . 

4 

17 










8— (B.aofls) 
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Goods on Approval Sold and Returned Day Book 



Particulars 

G.o.A.L. 

Fol. 

Returned 

G.o.A.L. 

Fol. 

S.L. 

Fol. 

Sold 

19. . 



£ 



£ 

Jan. 17 

Y 

I 

25 

I 


6 

ZI 

R 



2 


18 

23 

Q 



3 


9 







;£ 33 * 









Dr. Goods on Approval Total Account Cr. 


19. . 



£ 

19. . 



£ 

Jan. 31 

To Returns 


25 

Jan. 31 

By Goods srnt out on 




„ Sabs 


33 


Approval 


1*3 


„ Balance 

c/d 

57 








^5 









Feb. 1 

By Balance . 

b/d 

57- 


Goods on Approval Ledcfr 

Dr. Y Cr. 


19 -. 
Jan. 13 
30 

To Goods 
,, Goods 


£ 

31 

40 

19.. 

Jan. 17 

31 

By Returns . 

„ Sales 
,, Balance . 

c/d 

£ 

23 

6 

4 D 




3 f 7 l_ 





Feb. 1 

To Balance 

b/d 

40" 




Dr. 



R 



Cr. 

19.. 
Jan. iB 

To Goods 


£ 

18 

19. . 
Jan. 21 

By Sales 


£ 

iB 

Dr. C 

3 Cr. 

19.. 
Jan. ai 

To Goods 


£ 

9 

19. . 
Jan. 23 

By Sales 


£ 

Dr. 



I 




Cr. 

iq., 
Jan. 31 

To Goods 


£ 

17 ' 






^ Posted to the customer’s account in the ordinary Sales Ledger. 

■ Posted to the credit of the ordinary Sales Account, as well as to the 
debit of Goods on Approval Total Account. 

■ The credit balance of £57 on Goods on Approval Total Account equals 
the debit balances in the Goods on Approval Ledger on the accounts of Y 
(£^o) and L (^^17). No balance on the special Goods on Approval books will 
appear in the ordinary Trial Balance on 31st January, 19. These books 
are outside the ordinary double entry book-keeping. 



Goods on Approval Journal 
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Closing date of first period. The total of this column gives the amount of goods outstanding at the balancing date. 
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C.O.D. 

The Cash on Delivery system plays a large part in the transaction 
of business in many concerns. By this system the Post Office, against 
delivery to the consignee, collects the cash for the goods and remits 
it to the sender. 

The procedure for sending goods C.O.D. is as follows — 

(i) A special adhesive address label supplied free by the Post 
Office IS used on the parcel, viz. — 



(2) The parcel is handed in to the Post Office together with a duly 
completed Trade Charge Form. This form is in two parts, viz. — 


(<*) 

Inland Trade Charge Money Order CP 4 693 
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(h) 

< 3 > 


Debit Note 


Full address of M 

PARCEL/PACKET _ 


CP 4 693 



It) C O D llimpi ID bi irfiNttil here 


FOR 

OFFICIAL 

USE 



of iha Tradt Charge 
Drdartoiheiender 
uBtB icamp this 
Debit Note in ipacc 
(£) and ancloic it 
MKith LIva MonB)^ 
Older Schedule 
in which t IS debited 

IS) 


Stamps to cover the C.O.D. fee are affixed in the space allotted 
on the Debit Note (6) 

(3) When the goods have been delivered against payment, the 
Money Order [a) is returned to the sender who may cash it through 
his Bank. 

(4) Parcels should, where necessary, be registered [in Jthe Jusual 

way. - # 

(5) The amount to be collected should, whei e desired, include the 
C.O.D. fees and postage as well as the price of the goods. 

(6) A Posting Certificate Book should be kept which will be 
stamped by the Post Office when parcels are handed in to them for 
delivery. 

(7) If the goods are refused by the consignee, the parcel is 
returned to the sender by the Post Office. 

The book-keeping system for dealing with C.O.D. transactions 
will depend upon their value and number in each particular concern. 
The following may be given as a basis, to be amended where neces- 
sary to suit the particular circumstances. 

(i) A C.O.D. Day Book should be kept with columns for — 

{a) Date of despatch, 

(6) Name and address of consignee, 

(c) Description of goods, 

(d) Price of goods per invoice, 

(e) Postage, 

(/) C.O.D. fees, 

(g) Total amount due from consignee per Trade Charge Form, 
Qi) Trade Charge Form serial number, 

(t) Date cash received. 
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{j) Goods returned, 

(A) Postage and fees on returns (where included in the charge), 
(/) Remarks, 

and columns for reference to invoices, folios, etc., eis desired. 

(2) Receipts from Trade Charge Money Orders should be entered 
in a C.O.D. Cash Received Book, the total of which is entered 
periodically in the Main Cash Book. 

(3) A C.O.D. Total Account should be kept. 

(4) Postings will be as follows — 

(i) Day Book 

Column {d) Dr. C.O.D. Total Account Cr. Sales 

(e) (i) if charged to customer — 

Dr. C.O.D. Total Account Cr. Cash 

(2) if not so charged — 

Dr. Postages Cr. Cash 

(/) as for column {e) 

(j) Dr. Sales Cr. C.O.D. Total Account 

{k) Dr. Postages Cr. C.O.D. Total Account 

(ii) Cash Received Book 

Dr. Cash Cr. C.O.D. Total Account 

(5) The balance on C.O.D. Total Account will show the amount 
of Trade Charges outstanding. Suitable provision should be made, 
when accounts are prepared, for damages in transit (unless covered 
by insurance) and goods refused. 


Illustration. A sends out the following goods C.O.D. during the 
month of January — 



Price 

Postage 

COD 

Fees 

Cash 

Received 

Goods 

Returned 

Jan 2 X . 

£ 

5 

s. d 

I 6 

5 d. 

I 2 

Jan. 6 


9 Y 

4 

I D 

I 

2 

15 


II P . 

ID 

2 6 

I 4 


Jan. iB 

20 Q . 

3 

I 3 

I 

2 

27 


3° Z . 

8 

9 

I 4 

Outstanding 

1 


A charges both postage and C.O.D. fees to his customers. Show how 
these transactions would be dealt with in A’s books. See page 222. 

C.O.D. purchases. These will be dealt with in the same w’^ay as 
ordinary purchases through the Petty Cash Book or through a C.O.D. 
Payments Book. A strict system of internal check is imperative 
in order to avoid fraud, but this is outside the scope of this book. 
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^ The balance brought down against Z has already been debited to C.O.D. Total Account in the January total. It is, 
therefore, ruled off in order to prevent its being included in the February total as well. Alternatively, the Day Book 
could be provided with extra columns for dealing with outstanding items, as shown previously in relation to Goods 
on Approval. 
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C.O.D. Total Account Cr. 



£ s. d. 

19. . 


£ •• 

To Sales . 

30 D D 

Jan. 31 

By Cash 

12 7 3 

,, Cash (Post- 



„ Returns 

ID 0 D 

ages) 

7 0 


,, Postages 

3 10 

„ Cash (C.O.D. 



,, Balance 


Fees) 

6 2 


c/d 

8 2 1 


^3° 13 2 



/30 13 2 

To Balance b/d 

a 2 I 





VOYAGE ACCOUNTS 

It is a practice among shipowners to ascertain the results of 
each voyage of a chartered ship separately. To do this a Voyage 
Account is prepared^ which is merely a Profit and Loss Account 
covering the period of the particular voyage. For this purpose the 
"voyage'' is taken as the outward and return journeys of the vessel. 

The preparation of the Voj’^age Account shtnild present no 
difficulty as it is essentially a Profit and Loss Account. The follow- 
ing points, however, peculiai to Voyage Accounts, should be noticed. 

(i) Brokerage and Commission. In addition to the Port charges, 
duties, harbour wages, and other expenses on the voyage, a broker- 
age to the charterers' agent is usually paid, and frequently an 
"address” commission to the charterers themselves, both these 
commissions being computed on freights earned. Frequently the 
managers may be entitled to a commission on freights earned. 

(z) Insurance. The charges against the voyage must be exactly 
applicable to the particular voyage, e.g. a ship may be insured for 
a whole year, but the amount chargeable against the voyage must 
be such portion as is applicable to the duration thereof. 

(3) Stores. Similarly, a stock of stores may be bought for use 
during the voyage, and on the ship's return the stores on hand must 
be brought into account. 

(4) Depreciation. Such items as depreciation on ship and tackle, 
repairs, renewals and replacements thereof, must be charged in 
order to ascertain the true results of each voyage. 

(5) Passengers. The freights earned may be supplemented by 
passage moneys in respect of passengers carried. 

(6) Shares of Ships. Every British ship is divided into 64 shares 
and each share may be oAvned by not more than five persons. 

Illustration. The steamship Travancore was chartered on 29th 
September, ig.., to carry tin from Southampton to Lisbon at 
15s. per ton, and on the return journey to carry wine from Lisbon 
to Liverpool at 30s. per dozen casks. The vessel was insured on 
z5th March, 19. ., for a year in advance, premium being £1,200. 
•From the following particulars prepare Voyage Account, the 
vessel arriving in Liverpool on 31st October, 19. .. 
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Freight carried, 1,200 tons of tin to Lisbon and 800 dozen casks 
of wine from Lisbon. 

Sundry disbursements for voyage (including port charges, 
harbour wages, coal, captain's expenses, etc.), £1,217. Stores 
bought, £132. [N.B. Stock in hand 29th September, £52; 31st 
October, £64.) 

Address Commission 2 per cent on freight earned on outward 
journey; 3 per cent on freight earned on inward journey. 

Brokerage of 4 per cent to charterers on freight earnings for whole 
voyage. Managers to receive 5 per cent on net profits after charging 
such commission. 

Passage money from passengers amounted to £112 on the out- 
ward journey and £gB on the inward. 

The written down value of the ship and tackle is £25,200. Deprecia- 
tion is to be provided at 10 per cent per annum (calculate in months). 

Before distributing the proht the sum of £iBo is put to Reserve. 


S.S. "Travancdre” 

Voyage No. . a^th September, ig. ,, to 31st 0[:tEil)er, xg. . 


To Sundry Disbursements (port 


£ 

By Freights earned — 


£ 

charges, coal, wages, etc.) 

,, Stores (52 + 13a - b4) . 


1,2x7 

1,200 tons of tin at 135. to 
Lisbon .... 




X 2 D 


goo 

,, Address Commission — 



Boo doz. casks oi wine at 3ns. 



Outward a per cent on £goa 


iB 

to Liverpool . 


1,200 

Inward 3 per cent on £1,200 . 


36 

,, Passage Money — 


,, Brokerage 4 per cent on £2,100 
,, Insurance ol £r, 200 


B 4 

Outward .... 


1 X 3 


100 

Inward .... 


gB 

,, Depreciation (i month) . 

,, Balance .... 


2X0 



c/d 

525 






£2.310 



£2,310 

To Managers' Commission (3 per 






cent on £300) 


25 

By Balance 

b/d 

325 

,, Reserve .... 

,, Net Profit (divisible as to £5 


I Bo 




per share). 


320 






£525 



£325 








PURCHASE TAX 

A full explanation of the working of Purchase Tax would be out 
of place in this book, but the following summary is given in order 
that the book-keeping entries required may be the better understood. 

(1) Purchase Tax applies to a wide range of goods and came into 
operation on 2ist October, 1940. It is administered by the Com- 
missioners of Customs and Excise. 

(2) The tax is charged at varying rates and the rate applicable 
to particular classes of goods may be changed from time to time. 
Three rates were laid down by the Finance Act, 1948, viz. 33J, 66f, 
and 100 per cent, and two intermediate rates were introduced by 
the Finance Act, 1952, viz. 25 and 50 per cent. Some goods are 
exempt. 
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(3) The tax is charged when goods pass from a registered trader 
(usually the wholesaler) to an unregistered trader (usually the 
retailer). In most cases the wholesale price is the value on which 
the tax is charged. Delivery charges to the buyer’s premises, if not 
already in the price, must be added when calculating the tax value. 

(4) The tax is payable in such cases by the registered trader, who 
is entitled to increase the price so as to include the tax, which must 
be shown separately on the invoice. 

(5) Apart from being liable on the sale of chargeable goods to 
an unregistered person, the registered trader is liable for tax on 
chargeable goods transferred to a separate retail branch or section of 
his own business or appropriated to other purposes, e.g. private use. 

(6) Registered traders are not liable for tax on sales to other 
registered traders, nor to overseas buyers, nor to certain govern- 
ment departments. 

(7) Returns are required by the Commissioners in respect of each 
calendar quarter’s trading. Such returns must be made — and the 
tax paid — within one month of the end of each quarter. 

(8) The following concessions are allowable, usually subject to 
confirmation — 

(a) Small quantities of free trade samples. 

(b) Bad Debts in certain cases. 

(c) Returns, and Allowances for defectives and losses in transit. 

(^/) Cash discounts available to buyers generally, the tax being 

charged on the net cash price (but, of course, no discount can be 

allowed on the tax itself). 

These concessions, however, apply only to registered dealers. 
Once the goods have passed to an unregistered person, the tax 
becomes merged in the price. Applications for relief in respect of 
Bad Debts may only be made by registered persons and no abate- 
ment of tax is allowable for loss or damage to goods in retail stock. 

(9) In the event of the bankruptcy or liquidation of a registered 
person. Purchase Tax is a preferential debt [vide Finance Act, 
1942, Section 20, and Companies Act, 1948, Section 319), if due up 
to twelve months prior to the Receiving Order (in Bankruptcy) or 
the commencement of the liquidation which will be the date of the 
resolution in Voluntary Liquidation or the date of the Court order 
or appointment of provisional liquidator in Compulsory Liquidation ; 
or where there is a Receiver for Debenture Holders by way of 
floating charge the date of appointment of the Receiv^er, or where 
Debenture Holders take jiossession the date of taking possession. 

Accounting entries. All registered persons are required to keep 
such records of their dealings in chargeable goods as will enable them 
to compute the proper tax chargeable and to pay such tax to the 
Commissioners at the due time. The actual records must vary with 
and be adapted to suit the requirements of each particular concern. 
They must, however, show, in regard to purchases, whether the 
goods w^ere received tax-free under a registered number or tax-paid 
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and, in regard to sales, whether the goods were sold tax-free for 
export or to other registered traders, etc., or tax-paid. Where 
there are internal transfers of goods during manufacture or as 
mentioned in (5) above, special records will be required. 

In regard to ordinary tax-inclusive sales and purchases, the 
following procedure is recommended — 

(1) Sales by registered trader (e.g. wholesaler) to unregistered 
trader (e.g. retailer). 

(a) Separate columns should be provided for Purchase Tax in the 
Sales Day Book, Returns Inwards Book and, if desired, in the 
personal accounts in the Sales Ledger. 

(&) A Purchase Tax Account should be opened in the Nominal 
Ledger. 

(c) The ordinary sale price will be dealt with throughout in the 
usu^ way. The Purchase Tax on each sale will be entered in the 
special column in the Day Book, the amount agreeing with the tax 
shown on the invoice, and will be posted to the (special column on 
the) debit side of the customer’s account. Credits for returns, etc., 
will, mutatis mutandis, be dealt with similarly. 

(d) The total of the Purchase Tax columns in the Day Book and 
Returns Book will be posted periodically (e.g. monthly, but certainly 
at the end of each c^endar quarter so that the necessary returns 
may be prepared) to the credit and debit respectively of the Purchase 
Tax Account. This latter account will be debited, and Bank (or 
Cash) credited, when payment is made to the Commissioners. 

(e) Receipts from customers will be entered in the Cash Book and 
posted to the credit of the respective accounts in the Sales Ledger 
in the usual way. 

(/) When Bad Debts are written off, assuming that the wholesaler 
is ^owed to write off the tax owing, the balance of the Purchase 
Tax in the customer’s account will be transferred to the debit of 
Purchase Tax Account, thus reducing the amount payable to the 
Commissi on ers . 

(g) For Balance Sheet purposes. Sundry Debtors’ balances ex- 
tracted from the Sales Ledger will consist of two parts — [a) goods 
and (6) tax. The balance of Purchase Tax Account, being the 
amount owing to the Commissioners, will appear as a liability. 

(2) Purchases and Sales by unregistered trader^ (e.g. retailer). 

(a) Separate columns should be provided as in (i) above. 

(&) The total of the Purchase Tax column in the Purchases Day 
Book will be posted periodically to the debit of Purchase Tax 
Account, and vice versa in respect of Returns. 

(c) The tax column total in the Sales Day Book and the purchase 
tax on cash sales, will be credited to Purchase Tax Account. 

' The retailer is not bound by law to keep separate records of Purchase Tax, 
but some do so to enable them to check the true gross profit earned. 
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[d) The balance of the Purchase Tax Account at the end of the 
accounting period should equal the tax on stock in hand and 
will be carried down by crediting Purchase Tax Account “above the 
line“ and debiting it "below the line.” The balance will appear on 
the Asset side of the Balance Sheet as a subheading of Stock. 

(e) Alternatively, when circumstances do not permit the appor- 
tionment of Cash Sales Receipts between tax and ordinary sale price, 
the following procedure may be adopted — at the end of the account- 
ing period when stock is taken, the stock sheets will show in a 
separate column the amount of tax on the stock. This figure will 
be credited to Purchase Tax Account as before and carried down. 
The balance on Purchase Tax Account will now be transferred to the 
debit of Cash Sales Account, to which the gross receipts have been 
credited. The balance of Cash Sales Account wiU be transferred to 
Trading Account. 

Illustration. Show how, as regards Purchase Tax, the following 
transactions would appear in the books of a wholesaler who is 
registered for Purchase Tax purposes — 



Sales 

Tax 

Sales Day Book Totals ...... 

£ 

30.000 

£ 

12,000 

Returns Inwards Book Totals ..... 

6,000 

1,000 

Opening Debtors ....... 

7,000 

2,000 

Closing Debtors ........ 

9,000 

3,000 

Cash received from Debtors ..... 

20,000 

9,800 

Discounts Allowed ....... 

I,O0O 

Bad Debts ........ 

1,000 

200 

Purchase Tax owing to Commissioners — 

At beginning ....... 


4,000 

At end ........ 


3,Boo 

Purchase Tax paid during period .... 


11,000 


Dr. Sundry Debtors Cr. 



P. Tax 

Sales 


P. Tax 

Sales 

To Balances b/d 
„ Sales 

£ 

2,000 

12,000 

£ 

7,000 

30,000 

By Returns 
,, Cash & Diset. 
,, Bad Debts 
„ Purchase Tax 
Account 
,, Balances c/d 

£ 

1,000 

9,Soo 

200 

3,000 

£ 

6,000 

21,000 

1,000 

9,000 


;£I4,000 



/l4,ooo 

£37,000 

To Balances b/d 

3,000 

9,000 
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Dr. Purchase Tax Cr. 


To Returns 

£ 

1,000 

By Balance b/d 

£ 

4,000 

Bad Debts . 

2 00 

„ Sales .... 

12,000 

,, Cash .... 
,, Balance c/d 

11,000 
3, Bod 

;fl6,DOO 

By Balance b/d 

^i6,ooo 

3,Boo 


Illustration. The following figures are from the books of X, a 
retailer not registered for Purchase Tax purposes, at the end of his r] 
first year of business. Show how they would appear in his final 
accounts. X wishes to keep separate records of Purchase Tax. 



Gross 

Purchase 

Tax 

Net 


£ 

£ 

£ 

Purchases 

1 . 73 ° 

460 

1,270 

Sales (all cash) 

. I, Bio 

— 

— 

Closing Stock. 

Z17 

6d 

157 

Dr. 

Trading Account (includes) 


Cr. 


To Purchases 

£ 

1,270 

By Sales .... 

£ 

1,410 



,, Stock .... 

157 


Balance Sheet (includes) 


Stock at cost 

£ 

>57 

£ 

Purchase Tax . 

60 

ZI 7 


The rough accounts will be — 

Dr. Purchases Cr. 


To Sundries 

£ 

By Trading Arcount. 

£ 

/>.270 






Dr. Sales Cr. 


To Purchase Tax 
,, Trading Account 

£ 

400 

1,410 

By Cash .... 

£ 

i,Bio 


/i,8io 
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Df ^ Purchase Tax Cr. 



£ 


£ 

To Sundries 

460 

By Balance c/d 

60 


„ Sales .... 

400 




/460 

To Balance b/d 

6o 




P. A.Y. E. 

The system of collecting Income Tax from employees known as 
Pay As You Earn or P.A.Y.E. has been in force since the beginning 
of the year 1944/45. Under this system the employer must deduct 
from wages paid the amount of Income Tax found by reference to 
the official Tax Tables applicable to the code number allotted to 
each employee, the code number being based on the allowances to 
which the employee is entitled. 

The deductions, which are made weekly or monthly according, in 
general terms, to whether the basis of payment of remuneration is 
by reference to the week or month, are provisional only, in the sense 
that {a) they are based on moneys payable and not necessarily on 
earnings, and (b) the coding only approximates to the allowances 
available. After the end of the tax year, the Revenue will issue 
a notice of assessment based on earnings and allowances, showing 
the tax liability against which will be set off the total tax deducted 
during that year. Tlic latter should agree with the sum shown on 
the official tax deduction card which is kept by the employer for 
each employee and also on the certificate of tax deducted, issued to 
each cmjdoyee at the end of the tax year. 

It may be noted that the employer is not concerned with the 
accuracy of the code number : his task is to make the tax deductions 
in accordance with the code numbers given to him in respect of each 
employee by the Inland Revenue. 

Accounting entries. There is no set method of accounting for 
P.A.Y.E. provided that the wages and the tax deductions (less 
refunds, if any) are clearly shown and that the latter are fully 
accounted for and agree with the sums shown on the Tax Deduction 
cards. The basic entries are — 

Debit Wages with the gross amount 

Credit Cash with the net wages paid. 

Credit P.A.Y.E. (or C.I.U.) with the tax deducted. 

When the tax deducted is handed over to the Inland Revenue, the 
entries will be — 

Debit P.A.Y.E. (or C.I.R.). 

Credit Casli. 

The exact manner of carrying out these entries will depend upon 
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the circumstances in each case; there are many methods in use, 
two of which are — 

(i) On the credit side of the Cash Book are entered net wages 
paid and, in a special column, tax deducted. The two entries are 
together posted to the debit of Wages and/or Salaries. The monthly 
total of the Tax deducted column is posted to the credit of P.A. Y.E. 
Account. 

(z) The gross wages are debited to Wages and/or Salaries and 
credited to Cash. Tax deducted is debited to Cash and credited to 
P.A. Y.E. Account as before. 

The Wages Book (in addition to the usual columns for N.I. 
and other deductions) will be ruled with two columns, one for tax 
deductions, the other for tax refunds. The wages and tax figures 
will either be summarized in a separate book or carried forward 
cumulatively, week by week, up to the last pay day before the 6th 
of April of each year. Tliese summarized or cumulative figures 
should agree with the tax deduction/refund figures on the employees' 
cards, subject to adjustment for employees who have left during the 
year, and, in the case of new employees during the year, subject to 
the amounts introduced on to the cards (in respect of the previous 
employment) in accordance with the notification by the Inland 
Revenue. 

Illustration. Assuming that A employs three assistants, B, C, 
and D with weekly wages of £3, £4 and £b, respectively, the tax 
deductions being — 



li/ ^Veek 

2nd Week 

■^rd Week 

B 

1/- 

21- 

I/- 

C 

2/- 

Refund 

I/- 

3/- 

D 

6/- 

6/- 

5/- 


show the entries in tlie Wages Book. 


Cumulative Figures 



Gross 

Wages 

Tax 

De- 

ducted 

Tax 

Re- 

lunded 


Net 


Gross 

Wages 

Tax De- 
ducted 

Tax 

Re- 

funded 

Net 

1st Week 

£ 

5. 

5. 

£ 

s. 

d. 

£ 

£ J. d. 

ff. 

£ 

I. 

d. 

B . 

3 

1 

— 

2 

19 

0 

— 

— 


— 


— 


C . 

4 

2 

— 

3 

iB 

0 

— 










D . 

6 

6 

— 

3 

14 

” 1 

— 

— 


— 


— 



£n 

9 

— 

£il 

11 

P 1 








and Week 

B . 

3 

2 

— 

3 

iB 

□ 

6 

3 

□ 

_ 

5 

17 

a 

C . 

4 

— 

I 

4 

1 

D 

B 

2 

□ 

I 

7 

>9 

0 

D . 

6 

6 

— 

5 

14 

D 

12 

12 

□ 

— 

11 

B 

0 


£13 

B 

1 

£12 

13 

0 

_£26 

17 

0 

, 

£25 

4 

D 

j&U vvCBIk 

B . 

3 

I 

— 

2 

19 

0 

9 

4 

D 


B 

16 

0 

C . 

4 

3 

— 

3 

17 

D 

12 

5 

D 

1 

II 

16 

0 

D . 

6 

5 

— 

5 

15 

0 

iB 

17 

D 

— 

17 

3 

0 


£13 

9 

— 

£12 

11 

0 

£39 

£1 6 

D 

I 

£37^ 

0 
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There are many wages sheets specially printed to economize space 
and writing. 

To ascertain the tax to be deducted or refunded each we^k, refer- 
ence must be made to the appropriate week in the Tax Tables 
ivhich will show the total tax payable on the total wages from the 
irst week in the tax year (e.g. 6th April to 12th April) to the week 
in question, so that the tax deduction (or refund) will be the amount 
shown in the Table less the net total of tax deducted to date, or 
plus the net total of refunds. 

Where the payments are monthly the card is built up monthly 
(e.g. 6th April to 5th May) instead of weekly. 

In consequence of the operation of P.A.Y.E. a “free of tax" 
salary to an employee must be “grossed" for the purpose of entering 
in the pay card and accounting to the Inland Revenue for the tax 
deducted on the notional gross remuneration. 

Illustration. X is employed at a salary of £goo per annum, free of 
income tax, payable quarterly on 1st April, etc. The tax for this 
purpose is that payable on the gross salary after deducting all 
allowances to which the employee is entitled, except that these are 
to be reduced by any otlier income to which the employee may be 
entitled. (In other words, he will bear Income Tax on his private 
income at the Standard rate.) X has untaxed Interest £1^9, and the 
net annual value of his residence is £22. He is married with two 
children under 16. 

Show the gross income, tax deductions, and tax liability for 1953-54. 

The income to be set off against his personal allowances is — 

N.A.V 

Untaxed Intfrest .... 

Family Allowance (i child)' 

Less p Earned Income Allowance. 


The allowances to which X is entitled (m addition to Earned Income 
Allowance) are — 


Personal Allowance . . . . . . .210 

Children . . . . . . . .170 

National Insurance Contributions ..... 9 


£389 

£ 

The net allowances to be placed against salary . 389 

Less set off against other income .... 197 

■ 

^ The gross salary is therefore £900 plus the Income Tax liability 

^ 8s. per week for the second child. 


£ £ 
22 
159 

21 

5 

— 16 

£^97 
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thereon, after allowing deductions of plus Earned Income 
Allowance. The Income Tax calculation is shown below, T standing 
for Tax. 

T = 102^^+ — I- (900 + T) — 192 — 400} 

20 ^9 / 

qT = 922 j (7'f + 'J7^) 

I80T = 18,45a + 63T + 8,748 

II7T = 27,198 

^ = £^33 (to nearest £) 

Hence the gross remuneration is ^^900 + £^33 = £^ j ^33 to nearest;^ . 

The tax liability will rarely work out exactly because the assess- 
ments are made on the basis of the nearest £, the Earned Income 
allowance being also to the nearest £ or ids. As regards the tax 
deductions, these are not exact because the codings are based on 
“ranges'* of allowances, e.g. for 1955-54 where the personed allow- 
ances are between igo and 192, the coding is the same [56] so that 
if the personal allowances are actually lower than tlie top figure 
(in this instance lower than 192) there will be an under-deduction; 
and as the tax deductions in the Tax Tables are also in “ranges" 
and not shown for exact remuneration, the latter, if falling between 
two amounts, must be taken on the smaller, which will result in an 
under-payment. These under- or over-payments will be adjusted 
after the end of the tax year, in the event of an over-deiluction, 
either by repayment at the requust of the taxpayer or by amending 
the coding for the year but one following if the taxpayer does not 
claim repayment, and in case of an under-deduction, by payment of 
the balance if required by the Inspector or by adjustment of the 
coding in the year but one following as above. The tax deductible 
in the Tables is given to the nearest shilling, but this will not cause 
a cumulative difference between the exact tax and the Table tax, 
as an under- or over-deduction arising from this cause will be auto- 
matically remedied in subsequent weeks or months. 

^ As the tax on the first £400 of taxable income is ^£102 ids , the calculation " 
shows this to be £ 102 }, and ;f4oo is deducted in arriving at the remaining tax. 
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X's Income Tax position 








Employ- 



Total 


Set-off 


ment 



i 

1 

i 

i 

£ 

Salary . 


1.133 


— 


1. 133 

Family Allowance . 


21 


21 


— 

Untaxed Interest . 


159 


159 


— 

N.A.V. . 


22 


22 


— 



1.335 


Z 02 


I.I33 

Less — 







Earned Income Allowance — 






9 X £1.154 

. 256 


5 


251 


National Insurance 

9 


q 


— 


Personal Allowance 

210 


188 


22 


Children's Allowance 

170 


- 


170 



— 

645 

— 

202 

— 

443 



If! 


mi 


III 


Tax payable — 

£'too at 2s. 6ii. 
3^150 at 5S. 
^150 at 7s. 
£ 2^0 at gs. 


I d. 

12 ID D 

37 10 o 

52 ID O 
I3D ID O 




4233___2 ° 


The code number will be found by reference to the official schedule 
on the basis of allowances of £192, not 3^443 , as the coding gives 
effect to the Earned Income Allowance, i.e. Code 56. 


Thp pay card will be as follo^^'s (in essential detail only) — 



Gross Pay 
for Quarter 

Gross Pay 
to Date 

Frei- Pay 
to Date 

1 otal Taji- 
ablp Pay 

Ld Date 

Total Tax 
Due to Date 

Tax De- 
ducted 

ig 53 

£ s. d. 

£ 5 . 

d. 

£ s. d. 

£ 

£ s. d. 

£ s. d. 

July I . 

2a^ s D 

2S3 «; 

0 

Hi if) D 

221 g D 

57 19 0 

57 ig □ 

Oct. 1 

2 f >3 5 D 

5b(j 10 

D 

123 12 0 

412 10 □ 

115 19 0 

58 0 0 

1954 

Jah. I . 

203 ^ D 

049 15 

D 

18s 8 D 

fif )4 7 □ 

174 5 □ 

58 6 □ 

Apr. I . 

z «3 5 ° 

I, M3 0 

0 

247 4 0 

88') 16 0 

23J 18 D 

57 13 □ 


The tax deducted ^231 iSs. as against the true liability of £233 
shown in the assessment represents an underpayment which will 
be adjusted as already described. (In practice, small underpayments 
are usually ignored by the Inland Revenue.) 



CHAPTER X 

SELF-BALANCING LEDGERS AND SECTIONAL 
BALANCING 

Where numerous Ledgers are utilized by a concern it wiU naturally 
follow that it may be of the utmost diflinulty to trace book-keeping 
errors which disturb the agreement of the Trial Balance and con- 
sequently impede the construction of the Final Accounts. In order 
to reduce to a minimum the trouble of, or the time involved in, the 
localization of errors, the system of Self-balancing Ledgers, or 
Sectional Balancing, is employed. 

The two terms are often employed synonymously, but strictly 
the former applies to one method only (see footnote page 237). 

The advantages of Sectional Balancing are — 

(1) It provides a proof of the total arithmetical accuracy of the 
book-keeping entries in any Ledger. It must be appreciated, how- 
ever, that the proof of a Ledger by means of sectional balancing 
provides only such proof of its accuracy as does the Trial Balance 
of the accuracy of the complete set of books. Thus, compensating 
errors, postings to the correct side of the Ledger but to wrong 
accounts, and errors in the books of original entry continued through 
the Ledgers, will not be disclosed. 

(2) In conjunction with other precautionary measures employed 
in a system of internal check, it may serve as a check on the honesty 
of the Ledger-keepers. 

(3) It is of material assistance in the location of errors which, 
causing the books to be out of balance, may impede the preparation 
of the Final Accounts and may take a considerable amount of time 
to discover, particularly where there are many Ledgers in use, as 
the Ledger in which the error is located may not be checked until 
all the others have been scrutinized. 

(4) The preparation of draft annual or periodical accounts pending 
the extraction of the schedules of debtors and creditors may be 
proceeded with. 

The Construction of Total or Adjustment Accounts. The systems 
designated by these titles are extremely simple in principle, though 
it must be admitted that care and patience are demanded where 
there are numerous Ledgers in use. 

A total account is a replica in summarized form of all the detailed 
entries in the Ledger to which it refers. The balance of such Account 
should be similar to the total of the detailed balances of the Ledger. 
Should the balance of the Total Account not agree with the total 
of the individual balances in the Ledger, it will be known that a 
mistake has been made in the compilation of the Total Account or 

*34 



SELF-BALANCING LEDGERS AND SECTIONAL BALANCING 235 

that errors have been made in the casting of books of original 
entry or in the posting of the individual items to the Ledger. 

The practice of Sectional Balancing is generally confined to the 
Purchases and Sales Ledgers although theoretically the principle 
may be extended to all the Ledgers. 

Analysis of Subsidiary Books. It is es.sential, where it is desired 
to construct Total Accounts, that every entry in the Ledger shall 
have a complementary entry in some book of original entry which 
is capable of analysis. The way in whirh the subsidiary books are 
analysed will depend upon the number of Ledgers in use and the 
number of entries to be posted to each Ledger in each particular 
concern. Obviously, the system must be adapted to fit particular 
■^eeds. 

In cases where there are few Ledgers in use, each subsidiary book 
will have columns for the different Ledgers so that an amount 
posted to a particular Ledger will be inserted in the appropriate 
column. As a result, the total of the po.stings to a particular Ledger 
will be shown in total form in the column used for that purpose in 
each subsidiary book. 

However, where the items posted to the Ledgers are few in number 
it may be considered unnecessary to have the subsidiary books 
specially ruled with analysis columns. Bold index letters may be 
written beside the folio number against each item, if necessary in 
different coloured inks for different Ledgers, and at the end of suit- 
‘ able periods all the individual items posted to different Ledgers 
may be summarized into their re.spc( live groups. 

On the other hand, where the items to be posted are very numerous 
it may be advisable to employ completely separate books for each 
Ledger, thus dispensing with the analysis columns. 

In the case of mechanized accounting, analysis is simplified by 
the fact that the required totals can be produced by the machine as 
the postings are made. 

The individual subsidiary books will now be considered. 

(a) Cash Book. Besides the usual three columns for Discount, 
Cash and Bank, it will be necessary to provide columns for the 
different Ledgers for which it is desired to prepare Total Accounts. 
The total amount of Cash plus Discount, or of Bank plus Discount, 
posted to individual accounts will be extended into the analysis 
columns. 

Illustration. Cash has been received from the following cus- 
tomers — 

I £ 24 , discount ^i. Sales Ledger A-L 

E .p .. .. a-l 

R £ 45 , „ M-Z 

B / 71. pp £^ A-L 

^ S £ 220 , ,, £ 6 . „ ,, M-Z 

There are two Sales Ledgers, A-L and M-Z. 
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The debit side of the Cash Book will be as follows — 



The total of the discount column will be dealt with in the ordin- 
ary manner, and the Cash will be balanced off as usual. The totals 
of the “A-L" Ledger column and of the "M-Z” Ledger column will 
be carried to the credit of the Adjustment (or Total) Accounts 
maintained for those Ledgers, in addition to the posting of the 
items to the credit of the individual personal accounts. Where it is 
not possible to have sufficient columns in the Cash Book itself, 
subsidiary Cash Received Books will be used, the totals of which will 
be entered periodically in the Main Cash Book and posted to the 
relative Total Accounts. 

(6) Day Books. The Day Books (Purchases and Sales, Purchases 
Returns and Sales Returns, Allowances, etc.) will be analysed in a 
manner similar in principle to the Cash Book, viz. by the use of an 
extra column for each Ledger employed, or by the use of separate 
books for each Ledger or group of Ledgers. 

(c) Journal. Items of an extraordinary nature which are recorded 
in none of the other books of original entry must be recorded in the 
Journal, which must be analysed just as the other books for the 
purpose of the preparation of Total Accounts. Items such as Bad 
Debts written off. Interest charged on accounts, and transfers 
from one Ledger to another must all be recorded in some book of 
original entry, and since they are not to be found in any other 
book, will be entered in the Journal. 

Where transfers are of frequent occurrence, it is sometimes found 
that a special Transfer Journal is employed to record them, as great 
confusion is likely to arise where transfers are improperly recorded. 

The Journal may be ruled with analysis columns, or may be 
analysed by the medium of index letters, etc. 

Illustration. Robertson keeps three Sales and two Purchases 
Ledgers. Johnson both buys from and sells to Robertson, and it is 
agreed to set off a debt of £30 due by Johnson to Robertson against 
M amount owing by the latter to J ohnson. J ohnson's debit appears 
in Sales Ledger 3 and his credit in Purchases Ledger z. Furthermore, 
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an amount of £40 has been credited to Williams in Sales Ledger 3 
instead of to Williamson in Sales Ledger 2. 

Show the Transfer Journal in Robertson's books in respect of 
these matters. 

Robertson's Books — 


Transfer Journal 





Debits 

Credits 





Sales 

Ledger 

Purchases 

Ledger 

Sales 

Ledger 

Purchases 

Ledger 


mte 

Details 

Fol. 

1 I 

2 j 

3 

• 

2 

1 

Z 1 

3 1 

1 

2 

Fol. 


Johnson — Set-off 
Willi ain son — 

CciiTBctinK entry 
posted to Williams 
in error 


£ 

£ 

£ 

40 

£ 


£ 

£ 

40 

£ 

3D 

£ 

£ 



When the books are closed off the balances of the Total Accounts 
will be equal to the sum of the balances in the Ledgers to which 
they relate, provided that — 

( 1 ) Whatever entry is made in a Ledger finds its way to the correct side In 
the Total Account; 

( 2 ) Whatever entry is made in the Total Account of a Ledger has been 
correctly recorded in the Ledger itself. 

Balancing Methods. There are three methods of dealing with 
Sectional Balancing — 

(1) To prepare a Total Account for each Sales and Purchases 
Ledger by way of Memorandum only, serving to prove in total 
the separate balances in each Ledger. The Total Account includes 
the component items on the same side as in the Ledger to which it 
relates. Such a Total Account does not appear as an item in the 
Trial Balance. 

(2) To prepare Total Accounts as an integral part of the Double 
Entry system, such accounts displacing in the Trial Balance the 
individual personal balances of the Ledgers to which they relate. 
The Total Account being the epitome of the Ledger to which it 
refers will include the component items on the same side as that on 
which the separate items appear in the Ledger. 

(3) In order to incorporate in the Double Entry system both 
the balances of the Ledgers and the balances of the Total Accounts, 
two Total Accounts are prepared, the component items being 
exactly opposite.^ 

The Total Accounts will appear — 

[a) At the back of each Ledger, the items being written up on 

' The term " Self-balancing Ledgers ” is particularly applied to this method. 
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the OPPOSITE side to the detailed entries in the personal accounts 
in the Ledger ; and 

(6) In the Nominal Ledger, the items being written up conversely 
to (a), i.e. on the same side as the detailed entries in the personal 
accounts in the Ledger. 

Illustration. Assuming that sundry balances are: Debits, ;fi,20o; 
Credits, £1,930; excepting Sales Ledger balances amounting to 
£730, the Trial Balance will be — 

Methods, i. 2. 3. 



Dr. 

Cf. 

Dr. 

Cr. 

Dr. 

Cr. 


£ 

£ 

£ 

£ 

£ 

£ 

Sundry Debits 

Sundry Credits ..... 

1,200 

1 . 93 ° 

I, 2 DO 

Not in 

1.930 

1,300 

1.930 

Sundry Debtors (per Sales Ledger) 

730 


Trial 


730 


Memo. 


Balance 


(a) 



Total .\ccount in Numinal Ledger 

not in 
Trial 
Balance 


730 


730 


Total Account in Sales Ledger 






0 


£*.930 

£*.93° 

£1.930 

£1,930 


£3,660 









In method (3) the Sales Ledger is "Self-balancing" in that the 
credit of the Total Account (&) balances the total of the individual 
Ledger balances in that Ledger (a). 

The headings employed are — 

[а) Sales Ledger. 

(i) At the back thereof, "Nominal Ledger Adjustment 

Account" (Balance Credit). 

(ii) In the Nominal Ledger. "Sales Ledger Adjustment 

Account" (Balance Debit). 

(б) Purchases Ledger. 

(i) At the back thereof. "Nominal Ledger Adjustment 

Account" (Balance Debit). 

(ii) In the Nominal Ledger. "Purchases Ledger Adjustment 

Account" (Balance Credit). 

It will be seen that the totals extracted from the subsidiary 
books will in each method be posted to the same side of the Total 
Account as if posted to the individual Ledger Account — and to 
the reverse side also if Method (3) be adopted, e.g. assuming that 
receipts from Debtors are £1,420, the postings of that Total (from 
the analysis column in the Cash Book) will be — 

(1) To "Sales Ledger Adjustment Account" in Nominal Ledger 
(credit side). 

(2) To "Nominal Ledger Adjustment Account" in Sales Ledger 
(debit side). 

In the absence of errors, the balance as shown by the Total or 
Adjustment Account should equal the sum of the individual 
balances of the Ledger in question, but occasionally debit balances 
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are found in the Purchases Ledger as well as credit balances ; and 
credit balances in the Sales Ledger in addition to debit balances. 
The balance of the Total Account will then only equal the net 
balance of the Ledger. The usual practice is to bring down on 
the Total Account the totals of the debit balances and of the credit 
balances on the ledger to which it relates, but if the Trial Balance 
is prepared before the detailed balances of the Sales Ledgers are 
known, it is possible to bring down only the net balance of the 
Total Account. (The use of the reflective Total Accounts is 
extremely rare, and in fact the duplication of the Total Account in 
reverse is unnecessary.) 

Illustration. Total Accounts are employed in the business of X 
in relation to the Sales Ledgers A and B. The following are the 
material details — 



A. 

B. 


£ 

£ 

opening Balances Dr. 

1,250 


Cr. 

30 


Sales as per Sales Day Book 

3,120 

4.310 

Returns as per Returns Day Book 

317 

205 

Cash received as per Cash Book . 

2,005 

5,120 

Discounts allowed as per Cash Bonk 

130 

270 

Bad Debts written off as per Journal 

371 

425 

Provision for Bad Debts as per Journal 
Bad Debts, previously written off, now 

50D 

6oo 

received as per Cash Book 

3 ° 


Allowances as per Allowances Book 

42 

37 

Bills Receivable as per Bill Book 

130 

Bills dishonoured as per Cash Book 

50 


Closing Credit Balances 

72 

21 


The Transfer Journal contains a correcting entry in respect of £i‘zo Sales 
which had been entered in error in the A Ledger analysis column in the Sales 
Day Bock instead of in the B Ledger analysis column, although the item had 
been posted to the correct Ledger Account in B Ledger. 

Prepare Total Accounts. 

I. In the Nominal Ledger. 


Dr. Sales Ledger Adjustment Accdunis Cr. 




A. 

£ 

1,250 

B. 

£ 

5,100 



A. 

£ 

30 

B. 

£ 

To Balances 

b/d 

By Balances . 

b/d 

„ Sales .... 

1,120 

4,310 

,, Returns 


317 

205 

,, Bills Receivable djsboQ- 




,, Cash and Discount 


3,135 

5 . 39 ° 

oured 


30 


„ Bad Debts 


371 

425 

,1 Transfers 


120 

„ Allowances 


43 

37 

„ Balances 

c/d 

72 

21 

,, Bills Rcce-ivable . 


130 



,, Transfers . 


120 






,, Balances . 

c/d 

1,347 

1,494 



£4.493 

£7,551 



£4,493 

£7.551 









To Balances 

b/d 

1.347 

*,494 

By Balances . 

b/d 

7 * 

21 


(z) At the back of the respective Sales Ledgers the above items 
will all be repeated on the reverse sides, e.g. in A Sales Ledger the 
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balances on the Nominal Ledger Adjustment Account will be: 
Debit £72, Credit £1,347. 

Notes. (1) The Bad Debts Provision does not concern the individual Ledger 
balances and the respective Total Accounts. 

(2) The receipt of Bad Debts written oil is usually debited to Cash 
and credited direct to Bad Debts Received Account so that it does not 
affect the Total Account. Where, however, the receipt of such a Bad 
Debt written off is posted to a personal account the entries will be — ■ 

(fl) Dr. Cash: Cr. Personal Account. 

(b) Dr. Personal Account: Cr. Bad Debts. 

There will then appear in the Total Account the Personal Account 
items, i.B the same amount on both sides: (a) from the analysis 
column in the Cash Book; (b) from the Transfer Journal. 

An illustration of a Purchases Ledger Adjustment Account will 


now be shown. 

Illustration — £ 

Opening Balances Cr. .... 6 ,ood 
Dr. .... 150 

Purchases as per Purchases Day Book . 9,000 
Rp burns as per Returns Day Book 200 

Cash paid as per Cash Book . 8,700 

Cash received as per Cash Book 50 

Discounts received as per Cash Book . . 400 

Allowances as per Allowances Book . 130 

Bills Payable as per Bills Payable Book . 250 

Closing Debit Balances . . . loo 

Transfers of Purchases to another Ledger 20 


Prepare Total Accounts. 

(i) In the Nominal Ledger. 


Dr. Purchases Ledger Adjustment Account Cr. 




£ 



£ 

Td Balances .... 

b/d 

I 5 D 

By Dalauces .... 

b/d 

6,000 

,, Cash and Discount 


9 , IDO 

,, Purchases .... 


□ ,000 

,, Kflums .... 


200 

,, Cash ..... 


50 

,, Allowances .... 


I3D 

,, Balances , . . . 

c/a 

lOo 

„ Bills Payable 


Z 50 




,, Transfers .... 


20 




,, Balances .... 

c/d 

5.300 






£15.150 



£i 5 ,i 5 n 

To Balances .... 

b/d 

100 

By Balances . . . . 

b/d 

5,300 


(2) At the back of the Purchases Ledger this account would 
appear in reverse form. 


Dr. Nominal Ledger Adjustment Account Cr. 




£ 



£ 

T Balances . . . . 

b/d 

5,000 

By Palanres .... 

b/d 

15D 

„ Purchases . . . . 


9,000 

„ Cash and Discount 


9,100 

„ Cash 


5 D 

„ Returns . . . . 


200 

,, Balances 

c/d 

100 

,p Allowances 


13 “ 




,, Bills Payable 


250 




„ Transfers . . . . 


20 




Balances .... 

c/d 

5,300 



£13,150 



£15,150 

To Balances .... 

b/d 

5,300 

By Balances . . . . 

b/d 

IDO 
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Although method (3) is theoretically the most correct as far as 
making the Ledgers self-balancing is concerned, one of the total 
accounts is obviously superfluous since it is merely a duplication of 
the other. This method is therefore rarely employed in practice. 
The most effective practical method is for a responsible official to 
keep a separate book, containing a Total Account for each Ledger, 
which is not accessible to the various ledger clerks. The Total 
Accounts will then serve as a good check on the work of the clerks. 

Other Uses of Total Accounts. The use of Total Accounts is not 
confined to Debtors and Creditors Accounts but is found in many 
other branches of accounting. 

Examples are: Share Capital Accounts; Dividend Accounts; 
“^ire Purchase Accounts ; Double Entry Cost Accounts ; Goods on 
Sale or Return ; Solicitors* Accounts. In all these cases there is (or 
may be) a Total Account prepared on the principles already outlined. 

Secret Accounts. It is a frequent practice to keep certain accounts 
secret from aU but a few responsible higher officials — such accounts 
being Capital, Fixed Assets, Reserves, Profit and Loss, Taxation, 
Direciors* Fees, Commissions, Dividends, and so on. This can be 
done by segregating the relevant accounts in the Private Ledger 
which is kept by one of the higher officials. It is obvious that, in 
order to maintain the secrecy, a separate or No. 2 Bank Account 
must be used and that a separate Cash Book must be written up and 
the relevant vouchers kept away from the normal business ones. 
All these must be kept secret from the general staff. 

In order that a Tiial Balance may be extracted by the general 
staff without revealing the detailed balances in the Private Ledger 
and Cash Book, the latter will be represented in the Nominal 
Ledger (in which the general accounts are kept) by a Total Account, 
called the Private Ledger Adjustment Account, a corresponding 
Nominal Ledger Adjustmeiit Account being kept in the Private 
Ledger. Provided that the two Adjustment Account balances agree 
(as they should do), the detailed Piivate Ledger balances may be 
sulstituted by one of the higher officials for the Private Ledger 
Adjustment Account balance appearing in the Trial Balance taken 
out by the general stall. Needless to say, a Trial Balance should 
first be extracted from the Private Ledger to ensure that the bal- 
ances of the accounts therein equal the l)alance of the Adjustment 
Account. 

When the system is first started, the asset and other debit balance 
accounts will be transferred to the Private Ledger by crediting the 
individual accounts in the Nominal Ledger and debiting Private 
Ledger Adjustment Account, then crediting Nominal Ledger Ad- 
justment Account and debiting the various accounts in the Private 
Ledger, and vice versa in respect of Capital, Reserves and other 
credit balance accounts. When it is desired to transfer cash from 
'•the General to the Private Bank account, the entries will be Dr. 
Private Ledger Adjustment Account, Cr. General Bank Account, 
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Dr. Private Bank Account, Cr. Nominal Ledger Adjustment Account. 
Directors' Fees, Dividends, etc., will be paid by debiting the respec- 
tive accounts in the Private Ledger and crediting Private Bank 
Account. 

When accounts are prepared, the general accounts in the Nominal 
Ledger will be closed off to the Private Ledger Adjustment Account, 
the entries appearing on reverse sides in the Nominal Ledger 
Adjustment Account in the Private Ledger, whence they will be 
transferred, along with the balances of the Private Ledger Accounts 
to the Profit and Loss Account. 

The system is sometimes operated with one bank account only, 
two or more Cash Books being used, one for secret entries and one 
or more for general transactions, the totals of the latter being 
periodically entered in the "secret" Cash Book. The disadvantage 
of this method is that it is obviously necessary to keep the Pass 
Book away from the general staff, since otherwise the private 
receipts and payments will no longer be secret, and therefore the 
checking of the Pass Book must be done by one of the higher 
officials. 



CHAPTER XI 
SINGLE ENTRY 

Single entry book-keeping is a term which is in many cases very 
loosely employed without any real regard to the exact nature of 
the book-keeping system in question. Single entry is discussed in 
this chapter under two headings — 

(i) Pure single entry. 

(z) Single entry in the popular sense. 

Pure Single Entry. Under this system the twofold aspect of each 
transaction as considered in the double entry system is ignored. The 
essential characteristic of this system is the keeping of Personal 
Accounts only; that is, no Real or Nominal Accounts find a place in 
the books of account. Such a book-keeping method is incomplete 
and unsatisfactory and it is clear that accurate information of the 
operations of the business is entirely lacking. 

When the pure single entry system is in use the profit or loss for 
a period is ascertained by comparing the capital at the end of the 
period with that at the beginning, adjustments being effected in 
respect of withdrawals or introductions of capital during the period. 
If the closing capital exceeds the opening capital, such excess is con- 
sidered to be profit for the period, and if the opening capital exceeds 
the closing capital, such excess is considered to be a loss for the 
period, subject to the adjustments mentioned above. Capital is, of 
course, the excess of assets over liabilities when considered for this 
purpose. 


Illustration. 


Capital at ist January, 19. . 

i 

I, ODD 

Capital at 31st December, 19. . . 


The profit for the year ended 31st December, 19. 
^£500, i.e. £1,500 - £1,000. 

. , is therefore 

£ 

Capital at lat January, 19. . . 

t 

Bdd 

Capital at 31st December, 19. - 

600 

The loss for the year ended 31st December, 19.. 

, is therefore 


£200 (i.e. £8oo-£6oo). 

Two very important points requiring adjustment in ascertaining 
the profits under pure single entry are additions to, and withdrawals 
of, capital. As explained above, any increase of capital during the 
period is considered as profit, and any decrease as loss ; but capital 
introduced from outside sources cannot be considered in the light 
of profit, and must consequently be added to losses or deducted 
from profits when ascertained as above, and withdrawals similarly 
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cannot be considered as losses but must be either added to profits 
or deducted from losses. 

The rule in regard to the adjustment for withdrawals of capital^ 
may be shortly stated thus — In order to ascertain profit or loss 
withdraWEils must be (a) added to the increase of capital or (6) 
deducted from the decrease of capital. 

Introductions of capital must be adjusted in exactly the converse 
manner, e.g. in order to ascertain profit or loss, introductions of 
capital must be {a) deducted from the increase of capital, or (&) 
added to the decrease of capital. 

The following example illustrates the principles enunciated — 


Illustration. 


Business 

A 

1 ^ 

C 

D 

Opening Capital .... 
Cio'sing Capital .... 

Drawings ..... 
Introduction of Capital . 

£ 

1,000 

2,000 

400 

6do 

£ 

2,200 

2,000 

400 

£ 

1,600 

1.500 

200 

£ 

1,000 

1,200 

40O 

7OD 


The results of the businesses as regards profit or loss are as 
follows — 

Businesa A; ;^2 ,odd - /i,ooo = /i,ood 4 /4oo-^6oo = ;f8DD Profit 

•I 15 : I'z.ooo - £2,100 = - l-zoxy ™ £ioo ,, 

■ • C: ;^i,5Do - ^i,6od = - j^iDo - ;f2DO » /300 Loss 

„ D : ^1,200 -£i, ODD = £100 £^00 - £^oo =£iou „ 

Preparation of Statement of Profit. In practice, the following 
method is adopted — (i) The opening and closing statements of 
affairs are compiled and from them the opening and closing capitals 
are obtained. As no records of Real Accounts are kept in the books 
such statements v^ill have to be prepared from information supplied 
by the proprietor himself, and from such other data as may be 
available. (2) Totals are made of withdrawals and introductions 
of capital during the period. (3) The particulars so obtained are 
presented in double entry form by opening two accounts called ^ 
“Statement of Profit” and “Capital Account,” and such are com- 
piled by applying the principles already outlined which may be 
summarized as follows — 

[а) Debit Statement of Profit and credit Capital Account for the 
opening capital; vice versa for deficiency, i.e. where liabilities exceed 
assets. 

(б) Debit Statement of Profit and credit Capital Account for 
capital introduced during the period. 

(c) Debit Capital Account and credit Statement of Profit for 

withdrawals of capital during the period. * 

(d) Credit the Statement of Profit with the closing capital, as 
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disclosed by the closing Statement of Affairs, and bring this figure 
down as a debit balance on this account. 

. (c) Transfer the balance of the Statement of Profit to the debit (or 
credit) of Capital Account according as a loss (or a profit) has 

resulted. 

In subsequent years the same procedure as regards (6), (c), {d), and 
[e) only will be followed, as the credit balance of Capital at the 
commencement of each year will equal the debit balance on State- 
ment of Profit brought down from the preceding year. 

The credit balance on the Capital Accoimt will now be similar to 
the debit balance brought down on the Statement of Profit. 

The capital figure represents the excess of assets over liabilities, 
vice versa, and the accounts may be presented in Balance Sheet 
lorm under the heading of "Statement of Affairs.” It is usual also 
to prepare a Statement of Affairs as at the beginning of the period to 
determine the amount of the opening capital. 

If it is desired to record Depreciation, Provision for Bad Debts, and 
similar provisions in the Statement of Profit, it is necessar}^ to bring 
down the closing capital intact, i.e. at the full figure, to debit separ- 
ately the depreciation or other provision to the Statement of Profit, 
bringing such provision down separately as a credit balance, and 
finally to offset these balances and bring down the net balance on 
the Statement of Profit which will correspond with the balance 
shown by the Capital Account. 

Illustration. X keeps his books on the single entry principle. The 
following information is disclosed — 


Assets a.nd Liabilities | 

1st Jan., 

IQ. . 

3i5t Dec., 
19. . 


1 

L 

Fixtures and Fittings ..... 

2,000 

2,000 

Stock ........ 

l.ODD 

1,250 

Debtors ....... 

2,100 

3 . 4 °° 

Cash ........ 

150 

200 

Creditors ....... 


1,900 

Bills Payable ...... 

NU 

300 

Loan by Y . 

Nil 

500 

'Investments at 31st December, ip. . 

Nil 

1,000 


X has drawn £500 on account of his profits. Fixtures and Fittings 
are to be written down to £1,800 and the proprietor wishes to create 
a Bad Debts Provision of 10 per cent on debtors. 

A Statement of Affairs is drawn up at ist January, ig. from 
which the opening capital is ascertained. The closing capital 
(before providing for depreciation and bad debts) will be obtained 
by deducting the liabilities from the assets, since the Capital Account 
is not overdrawn, and from the information thus obtained a State- 
ment of Profit will be drawn up and finally a detailed Statement of 
Affairs at 31st December, ig. .. 
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Statement of Affairs as at ist January, 19.. 


Sundry Creditors 
Balance, being Capi- 
tal at this date 


1 

1.750 

3.500 


Fixtures and Fittings 
Stock 

Sundry Debtors 

Cash 


2.000 

1.000 
2,100 

150 



£5.^5^ 




^5.250 









The capital at the close of the period is ascertained thus — 


Assets — i 


Fixtures and Fittings 


2,000 

Stock 


1,250 

Debtors 


3.400 

Cash 


200 

Investments 


1,000 

Liabilities — 

£ 

7.850 

Creditors 

1,900 


Bills Payable 

• 3 DO 


Loan by Y 

5OD 



— 

2,700 

Capital at 31st December, 19. 

£5,150 


The Statement of Profit will be as follows — 

Statement of Profit for the Year Ended 
D r. 3 1ST December, ig.. Cr. 


ig. . 

Jon. I 
Dec. 31 

To Opening Capital 
,, Depreciation . £200 

,, Bad Debts Pro- 
vision . . 34.0 

,, Balance — Net Profit 
transferred to Capital 
Account . 

b/d 

c/d 

£ 

3,500 

540 

i,6id 

19. . 
Dec. 31 

By Drawings . 

„ Closing Capital . 

c/d 

£ 

300 

5,150 




£5,650 




£5,630 


To Closing Capital . 

b/d 

3,150 


By Depreciation and Bad 
Debts Provision 
,, Balance 

b/d 

c/d 

340 

4,6id 

19.. 

■J»“- I 



£3,150 




£3,130 

To Balance 

b/d 

4,610 





Dr . 



Capital 



Cr . 

Ig. . 
Dec. 31 

To Drawing! . 

,, Balance 

c/d 


ig.. 
Jan. I 
Doc. 31 

By Balance 

,, Statement of Profit — 
Net Profit 

b/d 

£ 

3,300 

i,6id 




£3,110 




£ 3,110 





ig..- 
Jan. 1 

By Balance 

b/d 

4.610 


^ Before providing for depreciation and bad debts. 
■ Following year. 
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Statement of Affairs as at 31ST December, 19.. 


Sundry Creditoii 



£ 1 
1,900 

Loan 



500 

BiUb Payable . 



3 DO 

Capital at »t Jan., 
19 . 

Less Drawing! 

Aid Net Profit 

£3.500 

500 

3.000 

1,610 


4,6id 

£ 7 . 3*0 


Fiitiuea and Fittingi £3,000 
LtMS Depreciation . 300 

Stock .... 
Sundry Debton . £3,400 


£ 


I, Boo 
1,390 


LesM Provision 340 


Investment! 
Cash . 


3 ,d 6 o 

1,000 

300 


£ 7,910 


Students should be very careful to avoid stating that one of the 
methods of ascertaining profits and losses under pure single entry 
is by conversion to double entry, as this cannot be done when pure 
single entry is in force. Should, however, adequate records be avail- 
able, then the results obtainable arise from double entry and not 
single entry. 

Single Entry in the Popular Sense. Single entry in the popular 
sense or quasi single entry are terms covering numerous systems of 
book-keeping which, though differing one from the other in detail, 
are all characterized by one common feature, viz. the lack of com- 
pleteness of the double entry. 

It may be that a Cash Book is kept, but no Day Books, even 
though the business is nut entirely on a cash basis; or it may be 
that no Personal Accounts are kept, or that full Personal Accounts 
are written up on double entry lines, but no Nominal Accounts kept. 
In short, whenever the system employed is such that a Trial Balance 
cannot ensue from the books, it cannot be accurately described as 
a double entry system. From this, however, it should not be in- 
ferred that because the formal Day Books are not kept that the 
full double entry results cannot be achieved, for many " short cut " 
methods are employed as a means to complete the double entry. 

Therefore, whenever a system is in force which goes beyond the 
keeping of Personal Accounts yet falls short of a complete system 
of double entry, it may be designated quasi single entry. It will 
usually be possible in the above circumstances to build up the 
double entry, i.e. to convert the partial double entry to a complete 
double entry. There are, then, two methods of ascertaining profits 
and losses under a smgle entry system in its comprehensive sense — 
(i) Pure Single Entry. By means of the Statement of Profit 
method as previously mentioned. Such a method will be adopted 
when the information is sufficient to enable om to find opening and 
closing assets and liabilities, drawings, and introduction of capital. 

(z) Conversion to Double Entry. The number of entries necessary 
to complete the true double entry will vary according to the degree 
of completeness already existing in the books. A typical set of books 
^ept under a quasi single entry system comprise.s — Purchases, Pur- 
chases Returns, Sales, and Sales Returns Books, the items from 

9 — (B.3DB3) 
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which are posted in detail to the relevant p)ersonal accounts, no 
posting being made of the periodical Day Book totals as no nominal 
accounts are kept; a cash book ruled in the familiar three-column 
style in which all receipts and pa5nnents are entered a3 made, to- 
gether with all discounts either received or allowed. The cash (and 
discount) received from debtors, and paid to creditors, are posted 
to the respective personal accounts, the items in respect of personal 
accounts alone being posted. To put such a set of books on a true 
double entry basis for an accounting period, the following procedure 
will be necessary. A Statement of Affairs at the beginning of the 
period must be prepared and all the items therein (except Debtors 
and Creditors, and Cash and Bank, which are already in the books) 
must be debited or credited to the appropriate accounts in the Nom- 
inal Ledger. All assets will be on the debit and all liabilities on the 
credit side of the books. The balancing item will be Capital Account, 
which may be a debit or a credit. Now, so far as relates to the 
entries at the commencement of the period in question, the books 
are in balance. The double entry in respect of all the transactions 
of the period must now be completed. 

The totals of the subsidiary books will be posted to the appro- 
priate side of the respective nominal accounts, and the totals of the 
discount columns in the Cash Book transferred to the Discount 
Accounts. The Cash Book will now be scrutinized for unposted 
items, all of which will be posted to the appropriate accounts which 
will generally be Nominal or Real Accounts, e.g. Rates paid, Addi- 
tions to Plant, Dividends and Rents received. Occasionally, it will be 
found that withdrawals of cash by the proprietor have not been 
posted or even entered in the Cash Book. 

The degree of incompleteness of the double entry and the data 
available for bridging the gap must necessarily vary in every busi- 
ness, so that an attempt to lay down a detailed formula would be 
most misleading and futile. As a rule, however, it is first essential 
to obtain th& opening figures (through the Statement of Affairs) 
and to open the necessary accounts to record them, including 
Capital Account, with the exception of the Cash and Bank items, 
and Debtors and Creditors, which are already recorded in the 
books; secondly, each book of original entry must be dealt with 
separately, the double entry being completed by posting the neces- 
sary figures. If any of these books are not completely written up 
it will be necessary to enter the missing items. 

Before dismissing the matter an instance may be taken where the 
full double entry exists except that the Bought Ledger is compiled 
direct from the invoices and credit notes, and from the Cash Book 
in the usual way. It will readily be perceived that the Purchases 
and Returns figures must be extracted from the Bought Ledger. 
The Purchases Account will be debited with the ascertained total, 
and the Purchases Returns Account will be similarly credited. This 
may be illustrated by a simple example, as there is no difference 
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in principle whatever between such an example and one which 
embraces a considerable number of detailed Ledger Accounts. 

Illustratipn. The following are accounts extracted from a Bought 
Ledger compiled as described above — 

Dr. B Cr. 


To Cash and Discount 
,, Returns 
„ Balance 

r/d 

£ 

120 

ZD 

no 


By Goods . 



£ 

300 

50 



£250 





£350 





By Balance 


b/d 

IXD 


Dr C Cr 


By Goods . 




1 



loo 


Dr D 



Cr 




£ 

By Balance 

b/d 

130 

,, Goods 


3ID 



Uao 

By Balance 

b/d 

34 “ 


Dr E Cr. 


To Caah and Discount 
,, Retoms 


£ 

46 

4 


By Balance 

b/d 



£ 5 “ 

1 




Dr F Cr 


To Casta .... 


£ 

4“ 


By Balance 

„ Goods .... 

b/d 

£ 

ID 

30 



£40 




£4“ 









The Bought Ledger will be analysed — 


Pprsonal 

Closing 

Cash and 

Returns 

Total 

Pur- 

Opening 

Account 

Balances 

Discount 

chases 

Balances 


i 

£ 

£ 

£ 

£ 

£ 

B 

110 

I2U 

20 

250 

250 


C 

100 



IDO 

IDD 


D 

340 

IDD 


440 

310 

130 

E 


46 

4 

50 


50 

F 


40 


40 

30 

10 


£550 

;^ 3 o 6 

;^24 

£B 8 d 

;t 690 

^190 



: 


^ . 


1 V 1 
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From the above analysis the total of Purchases Returns, i.e. 
£24, will be posted to the credit of Purchases (Returns) Account, and 
the total of Purchases, i.e. £690, will be posted to the debit of 
Purchases Account. The items of cash and discount entered on 
the debit side of the Ledger Accounts have their credit entries in 
the Cash Book. 

Usually a certain number of abnormal items will appear in the 
Ledger Accounts, and accordingly a special column will be provided 
in the analysis for the record of such items, the total of which column 
will have to be sub-analysed and posted to the different ledger 
accounts in question: e.g. if F had been sent a bill of exchange for 
£40 instead of cash, the £40 would be inserted in a special column, 
and (together with any other bills payable) would be posted to the 
credit of Bills Payable Account. Very probably in this case the 
payment of the bill through the Cash Book would not have been 
posted, and the double entry in respect of the Cash Book entry 
would be effected by debiting the amount to Bills Payable Account. 

Once the Trial Balance has been compiled, the Final Accounts are 
prepared in the normal manner, dealing with the usual accruals, 
prepayments, and other provisions. 

When books are kept on a pure single entry system and it is de- 
sired to convert them to the double entry system in respect of future 
periods, a Statement of Affairs must be prepared from all available 
information, and all the items therein, including the balancing item 
of capital (except the Debtors and Creditors, Cash and Bank figures, 
which are already in the books), entered in the various ledgers on the 
debit and credit side according to whether the item in question is 
an asset or a liability. The books are now in balance and subsidiary 
books must be opened to record the transactions, the ordinary 
double entry system being fully carried out. 

It is possible, as a matter both of practice and for examination 
purposes, if the beginning capital (with details of assets and liabili- 
ties) is available together with analyses of the Sales und Purchases 
Ledgers, and the Cash Book, to convert the system of quasi single 
entry in force for the preceding period into a full double entry 
structure. This matter is important inasmuch as the more advanced 
problems almost invariably resolve themselves into performing three 
distinct operations — 

(i) Preparation of a Statement of Affairs. 

(z) Analysis of Sales and Purchases Ledgers. 

(3) Analysis of Cash Book. 

The problem presented may disclose part only of the above in- 
formation from which the required conversion is to proceed, and it 
is generally found that insufficient attention is paid to the State- 
ment of Affairs (with the inclusion of capital) and the working of 
the double entry from the items appearing therein. 

In examination work there is usually no time to open all the 
Ledger Accoimts, but they must be treated as though they had been 
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opened. In the following example the Ledger Accounts will be 
opened in full, and it will be noted that the opening Debtors and 
Creditors, and Cash and Bank figures are already in the appropriate 
accounts. 

It will be seen that a quicker way of dealing with most of the items 
(save Debtors and Creditors and Cash and Bank) is to place them 
directly in the Trial Balance, because even if such accounts are 
opened the items will remain undisturbed, and therefore the direct 
entry to the Trial Balance effects a very valuable econom}^ in time. 
This device applies equally well to the postings of the nominal 
items from the Cash Book. 

Illustration. M. Scipio wishes to have his books converted to 
double entry in order that he may keep them on this basis in 
future years, and also to have a Trading and Profit and Loss 
Account and Balance Sheet drawn up in respect of the year to 
31st December, 19. .. His expenses are kept in a rough Cash Book 
and his Bank transactions are found from the pass book. An 
analysis of the various accounts will be made on the following 
lines. 

The opening wStatement of Affairs discloses the following position — 


Statement of Affairs as at ist January, ig.. 


Sundry Creditors 

Balance, being Capital at 
tins date . 


i 

450 

950 


Cash in Hand 

Cash at Bank 

Sundry Debtors 

StDck 

Plant and Machinery . 

£50 

IDD 


L 

130 

600 

400 

350 



£1,400 





£1,400 










The following are tlie analyses — 

Dr Analysis of the Sales Ledger Accounts Cr. 




1 £ II 



£ 

Td Balances at 1st Jan., 10 

b/il 

eoDi 


By Cash 


3.470 

,, Sales . . . . 

T.B. 

4,000 


,, Discounts Allowed 

TB 

120 




,, Ketiims 

,, Contras (Purchases Led- 

TB 

240 






gcr) . 

„ Balances at 31st Dec , 
19 . r/d 

C 

70 





TB 

7D0 



£4,600 




£4,600 

To Balances 

b/d 

700 






Dr Analysis of the Purchases Ledger Accounts Cr 


To Cash and Cheques 
,, Discounts Received 
„ Returns 

,, Contras (Sales Ledger) 

,, Balanca at 31st Dec , 
I9 . . . c/d 

TB 

TB 

c. 

T.B. 

£ 

2,170 

50 

i6d 

70 

300 


By Balances at 1st Jan.. 19 

,, Purchases 

b/d 

T.B 

£ 

450 

2.300 



£2.930 




£2,930 





By Balances 

b/d 

300 


Note. "T.B. " in the folio column signifies that the item appears in the 
Trial Balance. 
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These items will be posted to their respective accounts and as a 
consequence every item in either the Sales or the Purchases Ledger 
will have an opposite entry elsewhere, the double entry being thus 
completed. 

Dr. Cash Book Summary Cr. 





Cash 

Bank 




Cash 

Bank 


To BalanooB . 

„ Cash from Deb- 
tors 

,, Capital intro- 
duced . 

,, Cash: Contra 

b/d 

S.L. 

L 

C 

^50 

3 . 47 D 

1,000 

£ 

100 

3,000 


By Cash to Creditors 
„ Expenses 
(detailed) 

,, Drawings . 

„ Bank: Contra 
Balances . 

P.L. 

T.B. 

T.B. 

C. 

c/d 

£ 

170 

940 

260 

3,000 

150 

£ 

a,0oo 

1,100 




£4.320 

£3,100 




£4,520 

£3,100 


To Balances . 

b/d 

150 

1,100 







The Ca.pital Account is in credit as below — / 

By Balance b/d 950 

„ Cash (C B.) . . I. ODD 


£^.950 

All the expenses will be posted to their respective accounts. Cash 
introduced will be credited to Capital Account ; Drawings may be 
posted to the debit of a Drawings Account and thence transferred to 
Capital Account, or alternatively posted direct to the debit of Capital 
Account. 

Complete double entry will now have been effected, and accord- 
ingly a Trial Balance at 31st December, 19. may be extracted, 
and a Trading and Profit and Loss Account and a Balance Sheet 
prepared therefrom. Closing Stock is £480. 

M- SCIPIO 


Trial Balance as at 31ST December, 19. 




Dr. 

Cr. 



i 

L 

Capital ....... 

L. 


1,950 

Sales ....... 

S.L. 


4,000 

Sales Returns ...... 

S.L. 

240 


Purchases ...... 

P.L. 

2,500 


Purchases Returns ..... 

P.L. 


160 

Discounts Allowed ..... 

S.L. 

120 


Discounts Received ..... 

P.L. 


50 

Drawings ...... 

C.B. 

z6o 


Expenses (detailed) ..... 

C.B. 

940 


Sundry Debtors ..... 

S.L. 

700 


Sundry Creditors ..... 

P.L. 


500 

Stock ....... 

S.A. 

400 


Plant and Machinery .... 

S.A. 

250 


Cash ....... 

C.B 

150 


Bank .... 

C.B. 

1. 100 




;£6,66o 

;f6,66o 
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Trading and Profit and Loss Account for the Year 
Dr. Ended 315T December, 19.. Cr. 


To stock 

„ PuichaBCs . . £2,yio 

Less Retumf . ibo 

, , Grosa Profit . 

r./d 

i 

400 

2.340 

1,500 


By Sales . £4,000 

Less Returns 240 

„ Stock 


£ 

5.y6o 

4B0 



£4.240 




£4.240 

To Expenses (dctallnd) 

,, Discounts Allowed 
,, Net Profit 


940 

X2D 

490 


By Gross Profit 
,, Discounts RcLeived 

l./d 

1,500 

30 



£1.530 




£1,530 









Balance Sheet as at 315T December, 19. . 


Sundry Creditors 

Capital at latjan., II}. . £950 
Less Drawings . 260 

6go 

Net Profit . 49a 

Cash introduced z.ocxj 


£ 

500 

z.iBo 


Cash in Hand . £150 

Cash at Bank . i.ioo 

Sundry Debtors 

Stock . . . . 

Plant and Machinery . 


£ 

1.250 

700 

4B0 

250 



£3,680 




£2,680 









Questions are very often set on single entry systems, it being re- 
quired to convert them to double entry, and to prepare a Trading and 
Profit and Loss Account therefrom. To do this it is necessary to 
"build up" various accounts from the information given in the 
question. The following illustration is of such a type and should be 
checked up by the student, item by item. 

Illustration. A client submits to you the following figures relating 
to his business in respect of the year to 31st December, 19. . . You 
are required to prepare a Trading and Profit and Loss Account for 
the year ended, and a Balance Sheet as at 31st December, 19. .. 
Any difference in the Cash balance is assumed to be drawings. 


£ 

Cash paid into Bank ...... 8,690 

Private Dividends paid into the Business (Cash) . zoo 

Private Payments out of Bank . . 750 

Business Payments out of Bank .... 7*750 

Cash and Cheques from Debtors .... 11,700 

Payment for Goods by Cash and Cheques 7,95° 

Wages ......... 1,500 

Delivery Expenses ..... 600 

Rent and Rates ... 135 

Lighting and Heating .... 90 

General Expenses . . . . 250 

Bank Interest Received . .... 10 
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The Assets and Liabilities are as follows — 


Assets and Liabilities 

ist Jan., 

19. . 

31st Dec., 
19. . 


£ 

£ 

Stock 

6oo 

750 

Bank Balances ...... 

Boo 

1,000 

Cash in Hand ...... 

3 ° 

20 

Trade Debtors ...... 

750 

1,050 

Trade Creditors ...... 

1,200 

1,400 

Investments ...... 

3,000 

3,000 


Any §oods drawn out by the trader have been paid for by cash. 

As in the previous examples, the first requisite is to prepare an 
opening Statement of Affairs to find the opening capital, after 
which the balances of debtors and creditors, cash and bank will 
be opened in their respective accounts, the remaining items being 
taken dfrect to the Profit and Loss Account and Balance Sheet (in- 
stead of opening the actual accounts). The double entry will be 
compiled through the medium of these accounts, expenses from the 
Cash Book being transferred direct to Profit and Loss Account (again, 
to save time, the Trial Balance being dispensed with). 

The Cash Book will be written up and the balances therein 
should correspond with those shown in the opening Statement 
of Affairs. The receipts from customers will be posted to the credit 
of Sundry Debtors Account. The closing balances of Debtors in 
total will be credited to the Simdry Debtors Account and brought 
down as an item to be shown in the Balance Sheet. The balancing 
figure on the account will be ** Sales" which will be debited to Sundry 
Debtors Account and credited to Trading Account. 

The item of investments remains at £3,000 and will be merely 
carried forward from Balance Sheet to Balance Sheet. 

A Sundry Creditors Account will be written up on the same 
principle as the Sundry Debtors Account, and from it the "Pur- 
chases" figure will be obtained. 

It will be seen that all the items given have been covered save the 
closing stock. This will be dealt with in the usual way, i.e. debit 
Stock Account and credit Trading Account (or in this example, 
where time saving methods are adopted, the stock figure will be 
taken direct to the Balance Sheet, no Stock Account being written 

“p)- 

As the trader lives on his business premises, one-third of the light- 
ing and heating, and of the rent and rates, has been treated as a 
personal expense and thus charged as drawings. The proportion 
to be so dealt with cannot usually be ascertained with meticulous 
accuracy, but as the income tax practice is, generally, to allow 
two-thirds of such mixed expenditure as legitimate charges against 
profits, it is reasonable to consider that one-third is a fair pro- 
portion of such expenses to be attributed to private living. 
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jPf. Total Creditors Cr . 


19 

Dec. 31 

To Cash and Cheques 
„ Balances . 

c/d 

£ 

7 . 95 ° 

1,400 

19. . 
Jan, I 
Dec. 31 

By Balances . 

„ Furchuei. 

b/d 

£ 

1,200 

B ,150 




£9.350 




£9.330 





Jan. I 

By Balances . 

b/d 

1.400 

Dr. 


Total Debtors 


Cr. 

19 

Jan 1 
Dec 31 

To Balances 
„ Sales 

b/d 

£ 

750 

12.000 

19 . 

Dec. 31 

By Cash 
„ Balances . 

c/d 

£ 

11,700 

1,050 




12,750 



£ 

13 . 75 ° 

19 

Jan. 1 

To Balances . 

b/d 

1,050 






Dr. Cash Book Cr. 





Cash 

Bank 




Cash 

Bank 

19 

Jail. I 
Dec 31 

To Balances 
,, Cash: Contra . 
,, Sales 
,, Dividends 
,, Bank Interest 

b/d 

£ 

3 ° 

11,700 

200 

£ 

Boo 

6,690 

10 

19 

Dec 31 

By Bank : Contra . 
„ Wages . 

,, Delivery Ex- 
penses 

,, Rent and 
Rates 

,, Lighting and 
Heating 

,, Geupral Ex- 


£ 

8,690 

1,500 

6do 

135 

90 

i 







penses 
„ Drawings 
,, Purchases 
,, Balances 

(«) 

(b) 

c/d 

250 

445 

200 

20 

750 

7,760 

1,000 



£ 

11,930 

£9,500 



£ 

11,930 

£9.500 

19 

Jan I 

To Balanc PS 

b/d 

20 

1,000 




i 



Notes {a) The Cash Drawings item is a balancing figure. 

(6) It will be observed that the payment for goods, /7,95n, is made 
up of / 7,750 bank payments (as per question) and /200 cash payments. 
Tins IS easily found, as the item required to balance the Bank columns 

is £7.750- 

Items in heavy type are balancing figures. 


Trading and Profit and Loss Account for the Year 
Dr . Ended 31ST December, 19.. Cr. 


To Stock .... 

,, Purchases 
,, Gross Itefit . 

c/d 

£ 

6do 

6,150 

4.000 


By Sales .... 
„ Stock . 


£ 

12,000 

750 


£ 

la, 750 



£ 

13.750 

To Wages 

„ Delivery Expenses 
,, Rent and Kates 
„ Lighting and Heating 
,, General Expenses . 

„ Net Profit . 


1,500 

600 

90 

6d 

230 

1,510 


By Gross Profit . 

„ Bank Interest 

b/d 

4,000 

10 



£4,010 




£4.010 
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Balance Sheet as at 31ST December, 19. . 


CreditocB .... 
Capital at lat Jan., 19 . £3,980 
Add Dividends 200 

Net Pknfit . 1,510 


£ 

1.400 

5.690 

Lmj Drawing £2.195 
i Rent, 

etc 75 

1,370 


4.430 



£5.820 





Cash in Hand 
Cash at Bank 

Debtors . 
Stock 

Investments 


Oo\ 


£ 


1,030 

1,050 

75D 

3,000 


£ 5,830 


Note. The question states “private dividends,*' so that the amount is a 
credit to capit^, but it should be noted that as there is an item of investments 
in the Balance Sheet, it may be that some or all of the dividends mentioned 
may arise from the business assets, in which case they would be credited to 
Profit and Loss Account. 

Questions involving the principle of conversion of single entry 
into double entry may be presented in an infinite variety of ways, 
but all wiU demand, in common, the method of first preparing the 
opening Statement of Affairs (or such part as may be immediately 
prepared) and obtaining the opening figures therefrom, followed by 
the opening of the vital accounts, viz. Cash and/or Bank, Debtors 
and Creditors. It will then generally be necessary to place in such 
accounts the information given, by the utilization of which a double 
entry system may be constructed and any "missing" items deter- 
mined. 

As an example, information may be given as to a trader's assets 
and liabilities as at the beginning date, with the exception that the 
figure for opening debtors is missing, so that without further data 
it is impossible to ascertain the capital at that date. Nevertheless, 
the Statement of Affairs should be written up, leaving blanks for 
the items — "Capital" and "Debtors." The three or four vital 
accounts should be opened and, as the writing up of the accounts 
proceeds, it usually will be possible to obtain the figure for opening 
debtors, as the sales will generally be disclosed by the question 
and also the closing debtors figure. It will still be necessary to 
find the cash receiv^ from debtors, but if this item is not given, it 
will be necessary perhaps to turn to the Cash Book to see whether 
the receipts from debtors can be deduced therefrom. If the Cash 
Book information is complete in all respects save this figure (as 
on the above hypothesis it has not been given in the question) 
the balancing item will be, prima facie, "Receipts from Debtors." 
Once this figure is ascertained, it is credited to "Sundry Debtors 
Account," which account is now complete save for the opening 
debtors figure which will be a balancing item. The opening State- 
ment of Affairs may now be completed by inserting the debtor^ 
figure, and consequently, the opening capital ascertained. 
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Illustration. The following information is supplied, from which you 
are required to prepare Trading and Profit and Loss Accoimt for the 
year ended, and Balance Sheet as on, 31st December, 19. .. 


Assets and Liabilities 

1st Jan., 

19. . 

3iBt Dec., 

19. . 




£ 

i 

Creditors ..... 



1.577 

1,240 

General Expenses Owing 



6d 

33 

Sundry Assets .... 



1,161 

1,204 

stock 



804 

1,112 

Cash in Hand and at Bank 



696 

808 

Debtors ..... 



? 

1.787 


Details relative to the year's transactions are — 


Cash and Discount credited to Debtors (a) See item (&) 6,400 
Returns from Debtors ...... 145 

Bad Debts ........ 42 

Sales — Cash and Credit . .7,181 

Discount Allmved by Creditors .70 

Returns to Creditors ...... 40 

Capital Introduced (paid into Bank) . . . 850 

Receipts from Debtors (paid into Bank) (6) See item (a) 6,250 
Cash Purchases . . . . .103 

Expenses paid by Cash ..... 957 

Purchase of Machinery by Cheque ... 43 

Drawings by Cheque . . . .318 

Cash Payments into Bank . . .500 

Withdrawn from Bank into Cash .... 924 

Cash in Hand at end ...... 120 

Payments to Creditors by Cheque .... 6,027 

The accounts are as follows — 


Dr. Analysis of Cash Book, 19.. Cv. 





Cash 

Bank 




Cash 

Bank 

Jan. i 

To BBlances 

b/d 

i 

290 


19. . 
Dec. 31 

By Cash Purchases 


£ 

ID3 

£ 

Dec. 31 

,, Cabh Sales (see 




,, Expenses 


957 



Note 4) 


460 



,, Plant and 




,, Capital intro- 




Machinery 





duced . 



B50 


(purchased) . 



43 


,, Debtois . 



6,350 


„ Drawings . 



318 


„ Bank: Cim^a . 


934 



„ Creditors 



6,037 


,, Cash : Contra 


500 


„ Cash: Contra 
„ Bank: Contra . 


5do 

924 








„ Balances 

c/d 

ISO 

6BB 

19.. 




[(8,000 




fi,68o 

£8,000 

To Balances 

b/d 

IZO 

68B 






Jan. I 


The connecting links are arrived at in the following sequence — 

(1) Deduct from the Cash and Bank Balance at 31st December, 
19. . (£BoB), the cash balance at that date (£120) to give the closing 
bank balance. 

(2) The resultant balance (;£68B) will enable the opening bank 
balance to be arrived at (£400). 
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(3) The opening cash balance can now be reckoned, viz. £696 less 
£400 = £296. 

(4) This figure in turn will enable the figure of cash sales to be 
calculated, i.e. £460, being the balancing item in the Cash Column. 

(5) The sales in the Debtors Account are now found by deducting 
the cash sales from the figure of cash and credit sales supplied by 
the question, i.e. £7,1 Bi less £460 = credit sales £6,721. 

(6) Discount allowed to customers is £6,400 less £6,250 = £150. 

It will now be possible to prepare Total Debtors and Total Cred- 
itors Accounts to disclose the missing items, viz. opening Debtors 
and Capital at 1st January, 19. and Purchases (on credit) and a 
Balance Sheet at 1st January, 19. .. 

Dr. Total Debtors Cr. 




£ 




£ 

Id Balance! 

b/d 

1,B53 


By Cash .... 


6,ajD 

,, Sales (see Note 5 above) 


6,721 


,, Discount 


130 





,, Ketuma 


145 





Bad Debts . 


4a 





,, Balances 

c/d 

1,787 



£ 8.374 




£ 8.374 

To Balances 

b/d 

1,787 






Dr. Total Creditors Cr. 


To Cheques 
„ Discount 
„ Returns 
„ Balances 

c/d 

£ 

6,027 

70 

4 " 

1,240 


By Balance! 

,, Purchases 

b/d 

1,677 

3,80a 



£7,377 




£7,377 





By Balances 

b/d 

1,240 


Balance Sheet as at ist January, 19. . 


Sundry Creditors . £i,377 

General Expenses ac- 
crued 60 

Capital 


£ 

1,637 

2 .B 77 


Sundry Assets 
Stock . 

Sundry Debtors 
Cash in Hand 
Cash at Bank 

. £296 

400 


£ 

1,161 

B04 

1,863 

696 



£4.314 





£4.314 










Trading and Profit and Loss Account for the Year 
Dr. Ended 31ST December, 19.. Cr. 


To Stock (OpBuing) . 

„ Purchases . , £3,903 

Less Returns 40 

„ Giou Fkoflt 

c/d 

£ 

804 

3,863 

1.481 


By Sales 

Less Returns 

„ Stock (Closing) 

■ £ 7 .i 8 i 

145 


£ 

7,038 

1,11a 



£8,148 





£8,148 

To Discount . 

„ Bad Debts 

„ General Expenses 

[937 + 33 - 80 ] 

„ Net Profit, transierred to 
Capital Account 


Bo 

42 

930 

429 


By Gross pTofil 


b/d 

i,4BI 



£1,481 





£1.481 
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Balance Sheet as at 315T December. 19.. 



£ 


£ 



£ 


£ 

Sundry Credlton 
General Expenses ac- 

1,240 




Snndry Aneti 

. uoi 



cnied . 

33 




Add Additions 

43 






I.a 73 



— 


1,204 

Capital Account— 





Stock . 



1,112 

Balanoe, lit J an.. 





Sundry Debtors 



1,787 

IB.. 

8,877 




Cash in Hand 

120 



Amount introduced 

850 




Cash at Bank 

68B 



Net Profit per 
Profit and Loss 





— 


Boa 


Account 

429 









3 . 93 ^ 








Lms Drawings . 

31B 











3.638 









£4.911 





£4.911 











The opening figures are shown in heavy type. 


Disadvantages of Single Entry, (i) Impossibility of obtaining 
accurate information as to results of trading operations. 

(2) Unreliability of the information relative to assets and liabilities. 

(3) As nominal accounts are not kept or, if kept, are generally of 
an incomplete character, interim accounts, or comparative or other 
statistical information cannot be obtained. 

(4) Arising from above, difficulties will be likely to accrue to the 
proprietor should he desire to sell the business, ascertain good- 
will for the purposes of sale, appeal against excessive income tax 
assessments, or obtain assistance in financing the business. 

(5) The psychological effect is that the lack of double entry will 
engender lax accounting methods, thus opening the door to fraud 
and other evils. 

(6) The check on arithmetical accuracy of postings and the elastic- 
ity and adaptability of the double entry system are lacking in the 
single entry system. 

Capital Statements. Where the affairs of a person are in such a 
state of confusion, arising particularly from the mixing of private 
affairs with business, rendering compilation of accounts impossible, 
it is usual to estimate business profits by constructing a capital 
statement. The fluctuations of capital, subject to living expenses 
and private income, are taken to indicate the profit or loss for 
each period. 


Illustration. The following figures summarize the position of X — 


Assets and Liabilities 

1st Jan., 

1952 


31st Dec., 

1953 

Net Business Assets 

£ 

£ 

£ 

4,000 

3,floo 

3.700 

Investments ..... 

1,700 

2,100 

2.750 

Bank (overdrawn) .... 

Car ...... 

230 

200 

100 

(in hand) 150 
100 
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Year Ended 
31st Dec., 1952 

Y ear Ended 
31st Dec., 1953 


i 

£ 

Income from Investments 

118 

122 

Bank Interest ..... 

iB 

3 


(Paid) 

(Received) 

Drawings ...... 

450 

500 


It is required to ascertain the business profits for the years ended 
31st December, 1952 and 1953. 

First, it is necessary to find the total capital at the three dates, 
ist January, 1952, 31st December, 1952 and 1953. Secondly, from 
these figures will be found the increase of capital in the two years 
ended 31st December, 1952 and 1953. Thirdly, the drawings will 
be added to this figure; and, finally, as the results obtained 
include profits, income and expenditure not arising from the 
business dealings, such must be deleted in order to arrive at the 
business profits. 

The estimated business profits are obtained thus — 



ist Jan., 

1952 

3i3t Dec., 
1952 

31st Dec., 

1953 


£ 

£ 

£ 

(a) Total Capitals — 




Net Business Assets . 

4,000 

3, Boo 

3.70D 

Investments 

1,700 

2,100 

2.750 

Car .... 


lOD 

100 

Bank .... 



150 


5,700 

6,000 

6,700 

Less Bank (overdrawn) 

250 

200 



^5.45° 

5,800 

6,700 

Less Capital at commence- 




ment of year 


5,45° 

5, Boo 

(b) Increase of Capital 


350 

900 

(c) Add Drawings 


450 

50D 



Boo 

1,400 

(d) Less— 




Income from Investments 


118 

122 

Bank Interest Received 



3 125 



682 

1.275 

Add Bank Interest Paid 


iB 


Business Profits 


£-joo 

;£i .275 


SINGLE ENTRY 201 

Proof — ' Total Income — £ 

Capital at 31st December, 1953 • ^>70o 

Capital at ist January, 1952 5 i 45>3 

Increase of Capital 1*250 

Add Drawings .... 930 

Total Income . £“2,200 

Private Income — £ 

Income from Investments 240 

Less — 

Bank Interest (paid, less received) 15 

Business Profits — £ 

Total Income .... 2,200 

Less Private Income 225 


£1.975 


Summary of Position 

i 

Capital at ist January, 1952 .... 5,450 

Add Private Income ..... 225 

Business Profits ..... i ,975 

7r65o 

Less Drawings 950 


/. Capital at 31st December, 1953 . ;£6,7oo 


ABRIDGED DOUBLE ENTRY 

Though it is desirable that a full system of double entry book- 
keeping should be in operation in all businesses, be they large or 
small, intricate or simple, the exigencies of time and expense may 
frequently call for some system which, though falling short of the 
conventional completeness, can be constructed on double entry 
lines. Such a system is well adapted to the requirements of many 
businesses, particularly to those of small traders. The method of 
book-keeping described below is distinguishable from single entry 
in that it is an abridged form of double entry book-keeping; the 
personal accounts which normally form an integral part of the 
complete double entry system are not eliminated, but employed for 
reference purposes, and, as such, axe "memorandum " only. 

The characteristic feature of the system is that the double entry 
is completed from the Cash Book, i.e. receipts from debtors are con- 
'sidered as sales, and payments to creditors as purchases. At the 
end of the accounting period adjustments will be made in respect of 
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debtors and creditors outstanding, as well as for discounts, bad debts, 
allowances, and the like. 

It will be seen, therefore, that such a system does not dispense with 
the necessity for Personal Accounts; but it avoids the necessity of 
employing the Day Books and Returns Books as a formal part of the 
double entry system, or the completion thereof through the Ledger 
analysis. Frequently, the latter books are employed to record sales, 
purchases and returns, postings being made therefrom to the Led- 
gers (or postings made direct from the invoices themselves if no such 
books are kept), but in such instances the Ledger is kept purely for 
record and is outside the double entry system entirely. Obviously 
as the cash is received or paid, it will be entered in the Memorandum 
Personal Accounts (i.e. posted in the usual way), but this is no part 
of the double entry, as such receipts and payments are posted to 
complete the double entry to Sales and Purchases Accounts respec- 
tively. It is to this point that the student should fix his attention, 
viz. that whatever is entered and wheresoever the original entries 
arise (except the entries in the Cash Book) they form no 
part of the double entry; the latter, as seen above, arises from 
the postings from the Cash Book to the Sales and Purchases 
Accounts. 

At the end of the period the Personal Ledger balances will have 
to be extracted as if the orthodox system were employed, but only 
to provide the necessary data for preparing final accounts. These 
figures will be brought into the accounts and, as such, are of no 
more consequence to the double entry than is the end stock before 
its incorporation in the final accounts. In addition, there will usually 
be several adjustments required, e.g. for Discounts. 

The rules may be outlined as follows — 

(1) When cash is received from customers who have bought on 
credit the Cash Book is debited in the usual manner and the double 
entry is completed by a posting to the credit of Sales Account, 
precisely as if the transaction were a cash sale. A "posting” is 
made of such receipt in the Memorandum Personal Account in 
order that such account may show the true state of the customer’s 
balance. Upon cash (or cheque) being paid to a creditor. Cash 
(or Bank) is credited in the usual manner, and the double entry is 
completed by a posting to the debit of Purchases Account, precisely 
as if the transaction were a cash purchase. A "posting” is made 
in the Memorandum Personal Account of the creditor in order 
that his account may record the true balance due to him. 

(2) Expenses are treated on a cash basis ; that is, no record is made 
until they are finally paid, when a debit is made direct to the 
requisite Nominal Account. 

(3) At the end of the accounting period the Sales and Purchases 
Accounts will have been built up, not from Day Books (which, if 
kept, are purely memoranda), but from the Cash Book, In other 
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words, they will record the cash received from debtors and paid to 
creditors. 

(4) The closing balances of debtors are brought down in the 
Sales Account as a debit balance ; closing balances of creditors being 
brought down in the Purchases Account as a credit balance. The 
balances are respectively shown in the Balance Sheet as an Asset 
and a Liability. 

(5) Discounts allowed will be debited to Discount Allowed 
Account and credited to Sales Account. Converse entries in respect 
of Discounts received will be made. The same rules apply to Returns 
and Allowances. 

^ (6) If the closing balances of debtors are the good debts only, 
Bad Debts Account will be debited and Sales Account credited 
in respect of bad debts, but if such balances are the book balances, 
the entries required are — 

Debit Bad Debts Account with bad debts. 

Debit Sales Account (below the line) with good debtors. 

Credit Sales Account (above the line) with book value of 
debtors. 

(7) The Bad Debts Provision in no way affects the Sales Account. 

Illustration. A starts business on ist January, 1952. The fol- 
^lowing facts relate to his business for the two years ended 31st 
December, 1953. 

Cash received from debtors, 1952, £1,000; ditto, 1953, £1,200. 
Debtors 31st December, 1952 (per Ledger) £100; ditto, 31st Decem- 
ber, 1953 (per Ledger), £130. Discounts allowed, 1953, £10. Bad 
Debts, 1953. £25. 

Show accounts assuming the trader keeps his Sales Ledger purely 
as a memorandum book. 


Dr 


Sales 


Cr. 


1952 

Dec 31 

To Trading Account 


£ 

1,100 

1952 

Dec. 31 

By Cash . 

„ Sundry Debtors . 

c/d 

£ 

1,000 

loo 




£ 1,100 




fl,lDO 

I 9 'i 3 
Jan I 
Dec. 31 

To Balance . 

„ Trading Account 

b/d 

zoo 

1,240 

1953 

Dec. 31 

By Cash . 

,, Discounts Allowed 
„ Bad Debts 
„ Sundry Debtors . 

c/d 

Z, 3 DO 

ID 

*3 

105 




£1,340 




£1,340 

' 1954 
J>ui. 1 

To Balance . 

b/d 

105 
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Alternativdy : 


Df, Sales Cr. 


1952 

Dec. 31 

To Trading Account 


1 

IpiDO 

1952 

Dec. 3Z 

By Cash 

„ Sundry Debton 

o/d 

£ 

1,000 

100 




£i,idd 




£1,100 

1953 

Jan. I 

Dec. 31 

To Balance (a) 

„ Trading Account 

b/d 

IDO 

1,240 

1953 

Dec. 31 

By Cash 

„ Discounts Allowed 
„ Sundry Debtors : 
Balance 

Bad Debts . 

c/d 

i,aoo 

Id 

ID 3 

■5 

*954 
Jen. 1 



£i, 34 d 




£1,340 

To Balance (6) 

b/d 

IDS 






(a) This item will appear as an asset on the Balance Sheet at 31st December^ 
1952. 

(b) This item will appear as an asset on the Balance Sheet at 31st December^ 
1953 ; in addition £' 2 ^ will appear as a debit in Bad Debts Account. 

The Purchases Account would be treated conversely if credit 
purchases took place. 
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RECEIPTS AND PAYMENTS, AND 
INCOME AND EXPENDITURE ACCOUNTS 

These accounts should present no difficulties whatsoever to students 
once the function of each account is clearly understood. 

Receipts and Payments Account. This is nothing more than a 
summary of the Cash Book (i.e. of cash and bank transactions), 
over a certain period. It is the form of account most commonly 
adopted by the treasurers of societies, clubs, associations, etc., when 
presenting the result of the year's working. All the receipts of each 
type (whether cash or cheque) are entered on the debit side, that is 
the same side as that on which they appear in the Cash Book ; and 
all the payments (whether cash or cheque) are entered on the credit 
side. The opening and closing balances of cash and bank are shown 
in the usual way, unless (as is generally found) the cash and bank 
items are combined, when there wiU not be separate balances for 
cash and bank. The main features of the Receipts and Payments 
Account may be summarized thus — 

(1) It is an abbreviated copy of the Cash Book, usually merging 
cash and bank items. Contras between Cash and Bank thus being 
Eliminated. 

(2) Hence the items are entered on the same side as that on which 
they appear in the Cash Book, i.e. receipts on the debit side, and 
payments on the credit. 

(3) Just as the Cash Book itself may be part of the double entry 
book-keeping so may the Receipts and Payments Account. Accounts 
presented in this form however almost invariably suggest an absence 
of double entry. 

(4) All receipts and payments whether of a revenue or a capital 
nature are included. 

(5) The balance of Receipts and Payments Account must be 
^ debit, being Cash on hand and at Bank, unless there is a Bank 

overdraft, but that of Income and Expenditure Account may be 
debit or credit, being loss or profit, usually transferred, except in the 
case of a limited company, to the Capital Account. 

(6) There is no disclosure of gains or losses, as the account does 
not — ^indeed cannot — deal with — 

(a) Stock Increases or Decreases. 

(&) Depreciation or Appreciation of assets. 

(c) Provisions and Accruals or Prepayments, 
whilst on the other hand it includes — 

(rf) Capital Receipts and Payments. 

(c) Appropriations of Profits including Drawings. 

No difficulty should arise if the nature rather than the name 
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of the account is recognized, particularly as many Receipts and 
Payments Accounts are often misdescribed, e.g. as an Income and 
Expenditure Account, or even as a Balance Sheet. 

Illustration. A club which was inaugurated on ist January, 
19. . , had the following receipts and payments during the year ended 
31st December, 19.. — Receipts: Subscriptions, £330; Donations, 
£26. Payments : Investments, £100 ; Rent and Hire of Room, £40 ; 
General Expenses, £21 ; Postages and Stationery, £7 ; and Sun dries, £3. 
Cash in hand at 31st December — £2. 

Cash at Bank at 31st December — £183. 

Show the Receipts and Payments Account for the year ended 
31st December, 19. . ^ 


Receipts and Payments Account for the Year Ended 
Dr . 3 1 ST December 19.. Cr. 


19 . 

Rece%pts 


£ 

19 

Payment 


£ 

Dec. 31 

To Subscriptions 


330 

Dec. 31 

By Investments 


loo 


,, Donations 


26 


,, Rent and Hire of Room 


4 ° 






„ Oeneral Expenses . 


2l 






,, Postaffes and Stationery. 


7 






,, Sundries 


3 






,, Cash in Hand 

c/d 

2 






,, Cash at Bank 

c/d 

IB3 




£356 





ig . 








Jan I 

To Cash In Hand 

b/d 

2 






,, Cosh at Dank 

b/d 

>83 






From a study of the above account it will be apparent at once 
that the amount of £185 cannot be the year’s profit, as — 

(i) The first item on the credit side records the purchase of an 
ASSET. 

(z) No account has been taken of subscriptions in arrear or in 
advance ; nor of expenses accrued, accruing, or paid in advance. 

This is obvious, the account being one dealing solely with receipts 
and payments through the medium of either Cash or Bank. In order 
to remedy the defective results thereby disclosed, it is necessary to 
prepare an Income and Expenditure Account usually by the con- 
struction of the double entry, in which case it will be supported by 
a Balance Sheet drawn up at the date of the close of the period 
in question. 

Income and Expenditure Account. This may be described as the 
equivalent of the Profit and Loss Account drawn up for a non- 
trading concern ; it performs the same functions, and is compiled and 
constructed on precisely the same principles. It is a nominal account 
recording losses and expenses on the debit, and gains on the credit, 
normally postulating the existence of a double entry system. 

It may be noted that the balance of the Receipts and Payments 
Account is brought down below the line and shown in the Balance 
Sheet as an asset if a debit balance, or liability if a credit balance. 
The balance of the Income and Expenditure Account will be trans- 
ferred to the debit or credit of the Capital Account (or its equivalent 
according to whether a loss or gain has resulted. 



RECEIPTS AND PAYMENTS 267 

The excess of assets over liabilities will, as in the case of clubs, 
societies, and other organizations not having a formal Capital 
Account, be represented by a Capital Fund Account, or Accumula- 
tion Fund to which the net gains or losses are transferred in the usual 
way, the revised figure of which will be shown in the Balance Sheet 
on the liabilities side. The adjustments of a general nature and those 
peculiar to the organization itself, the chief of wliich will be accruals, 
prepayments, provisions, depreciation, and the adjustment in Ex- 
penses of opening and closing stocks (e.g. Stationery), will be made 
in the normal manner. 


Illustration. The following is an abridged Receipts and Payments 
.j^ccount — 


Receipts 

L 

Payments 

£ 

To Balance . 

„ Subscriptions . 

b/d 200 
• 52D 

By Expenses 

■ 317 


The outstandings are — 



Subscriptions 

Expenses 



£ 

£ 

Beginning 


40 

izo 

^End 

. 

37 

39 


Prepare Income and Expenditure Account. 


Dr Subscriptions Cr. 


To Balance, outstandings 

(beginning) 

„ Income and Expenditure 
Account 

b/d 

£ 

40 

517 

By Cash 

„ Outstandings (end) 

c/d 

£ 

520 

37 



£557 



£557 

To Balance, outstandings . 

b/d 

37 




Dr. 


Expenses 


Cr. 

To Cash 

„ Outstandings (end) 

c/d 

£ 

317 

39 

By Balance, outstandings 
(beginning) 

„ Income and Expenditure 
Account 

b/d 

£ 

120 

236 



^356 



£356 




By Balance, outstandings . 

b/d 

39 


268 ACCOUNTANCY 


Dr. Income and Expenditure Account Cr. 


To Expenses 
,, Surplus transferred to 
Capital Fund 


£ 

236 

281 

By Subscriptions 


L 

517 



^517 



^ 5*7 


In examination work, in order to avoid opening the Ledger 
Accounts, the Income and Expenditure Account may be prepared 
thus — 


Dr. Income and Expenditure Account Cr. 


Td Expenses Paid 

Add Outstandings at end 

1 

317 

39 

£ 

356 

lao 

£ 

By SubacnptiDiis Rerrived 
Add Outstandings at end 

£ 

520 

37 

£ 

337 

40 

£ 

Ltss Outstandings at be- 
ginning 


236 

281 

Less Outstandings at be- 
ginning 


517 

Sunlus transferred to 
Capital tund 









£517 




£317 


The items may be presented in a manner more abbreviated (which 
is recommended in simple adjustments), thus — 


To Expenses (317 + 39 - 120) 236 


By Subscriptions (520 -f 37-40) 517 


It must be remembered that the beginning outstandings are 
part of the opening balances; those at the end part of the end 
balances (and therefore in the Balance Sheet prepared in con- 
junction with the Income and Expenditure Account for the 
period under review) : hence in the above case £37 is an asset ; £39 
a liability. 

Many examination problems involve the compilation of an Income 
and Expenditure Account and a Balance Sheet from a summarized 
Receipts and Payments Account. Students, when confronted by 
this ty^ of problem, should always build up the opening Balance 
Sheet or Statement of Affairs, particulars of the assets and habihties 
of which are usually given. The opening cash balance will be 
found from the Receipts and Payments Account, whilst the cred- 
itors may appear in total under the heading of creditors, or the 
expense creditors may appear separately, being found on the credit 
of the respiective expense accounts which represent the service 
supplied. Particulars of the adjustments necessary will be given 
at the foot of the Receipts and Payments Account, and these 
{muiatis mutandis) are made in the same way as the usual Trading 
and Profit and Loss Account and Balance Sheet adjustments. 
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Illustration. The following is the Receipts and Payments Account 
of the Y. G. Club in respect of the year to 31st December, 1952 — 


Receipts and Payments for the Year Ended 3Ist December, 
Dr . 1952 


1952 


b/d 

£ 

1952 



£ , 

Jan. z 

To Balancp 

20 $ 

Dec. 31 

By Salaries 


416 

Dec. 31 

,, SubacnptiDiis — 




„ stationery 


Bo 

1951 . £8 




,, Rates . ' . 


|2D 


E952 • 423 




„ Telephone 


im 


1953 . . 16 




„ Investment in £250 






446 


4% Stock (6th Dec.) 




„ Sports Meebn^ Profit . 


3ID 


at par . 


250 


,, DividendB on Invest- 



, SimdiT Bspctises 

c/d 

1B5 


ments 


200 


,, Balance . 

90 

1951 



£1,161 




£i,i6k 

To Balance 

b/d 

90 





Jan. 1 


In addition to information contained in the above account the 
following additional facts are ascertained — 


(1) There are 450 members each paying an annual subscription 
of £1, £g being in arrears for 1951 at the beginning gf 1952. 

(2) Stock of Stationery at 3i5t December, 1951, was £\ o ; at 31st 
December, 1952, £18. 

• (3) At 31st December, 1952, the rates were prepaid to the follow- 

ing 31st Marcl^, the’ yearly charge being £120. A quartet's charge for 
telephone is outstanding, the amount accrued being £7. Expenses 
accruing at 31st December, 1951, £14. 

(4) At 31st December, 1951, the Buildings stood in the books at 
£2,000 and it is required to write off depreciation at 5 per cent per 
annum. Investments at 31st December, 1951, were £4,000. 

It is required to prepare an Income and Expenditure Account in 
respect of the year ended 31st December, 1952, and a Balance Sheet 
as at that date. 


Y. G. CLUB 


Income and Expenditure Account for the Year Ended 
Dr . 31ST December, 1952 Cr. 


To Salanea 
„ Stationery 

„ Rates . . . . 

„ Telephone 

„ Sundry Expenses 
[£185-^14] 

,, Depreciation of Build- 
ings .... 
„ Surplus for year trans- 
lerred to Capital Fund 


£ 

41D 

72 

120 

27 

I7I 

loo 

54 


By Subscriptions 
„ Profits on Sports Meet- 
mgs .... 
„ Dividends received 


£ 

450 

310 

200 



£960 




£960 
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Balance Sheet as at 31 st December, 1952 


Capital Fund as at ist Jan., 1952 
Add Surplus of Income over 
Ezpenaiture for the year 
ended jist December, 1952 

1 

6,240 

£ 

Buildings as at ist Jan , 1952 

Less Depreciation . 

£ 

2,000 

IDO 

£ 

1,900 

54 

6,294 

16 

7 

Investments as at ist Jan., 1952 
Plus Additions 

4,000 

Subscriptions Paid in Advance . 
Telephone accrued 


25 

4, *50 
iB 

3 D 

29 

90 


Stock of Stationery . 

Rates Prepaid .... 
Subscnptions in airear 

Cash at Bank and in Hand 




£6.317 



£6.317 








The opening balance of the Capital Fund is — 


Buildings . . . . . 

2,000 

Investments 

4,000 

Cash ...... 

205 

Subscriptions . . . . 

9 

Stationery Stock . 

ID 

Rates Prepaid . . . . 

30 

6.254 

Dess Expenses Accruing 

14 


Capital Fund ..... ;^6,24 d 


The Subscriptions Account will be as follows — 

Dr Subscriptions Cr. 


1952 



£ 

1952 



£ 

Jan. 1 
Dec. 31 

To Balance 

b/d 

9 

Dec. 31 

By Cash — 



,, Income and Expendi- 


1951 (a;. 


B 


ture AcLouiit . 


450 


1952 (6). 


422 


,, Balance (c) 

c/d 

16 


1953 (c) . 


16 






,, Balance 

c/d 

29 

1953 



£475 




£475 

Tc Balance . 

b/d 

29 

1953 

Jan 1 

Dy Balance 

b/d 

16 

Jan. I 


la) lliere must be £9 - still owing ..... i 
b) There must be £450 - £422 still owing . . zB 

ic) All 111 ailvaoLB being lu respert of 1953. 


£29 

To economize time the adjustments of beginning and end out- 
standings may be inserted in parentheses by the side of the amount 
in the Income and Expenditure Account, thus : Stationery (lo 8o 
- iB) = 72; thus avoiding the opening of the account, which would 
appear — 

Dr. Stationery Cr. 


1952 

Jan. 1 
Dec. 31 

To Balance (Stock) . 

,, Purchases 

b/d 

£ 

10 

Bo 

1952 

Dec. 31 

By Income and Expendi- 
ture Account 
„ Stock on hand 

c/d 

£ 

7a 

iB 

1953 
Jan, 1 



£90 




£90 

To Balance (Stock) . 

b/d 

IB 
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Preparation of Receipts and Payments Account from Income and 
Expenditure Account. Where the reverse is required, i.e. to obtain 
^ Receipts and Payments Account from an Income and Expenditure 
Account, the problem will necessitate the opening of a Ledger 
Account to find the balancing figure of cash : e.g. if the charge from 
Expenses Account is £40 — £5 being owing at the beginning of the 
period and £7 at the end of the period — the Expenses Account will 
appear as follows — 

Dr. Expenses Cr. 


19. . 
Dec. 31 

V 

To Caah .... 
„ Balance 

c/d 

£ 

38 

7 

19.. 
Jan. I 
Dec. 31 

By Balance 

„ Income and Expenditure 
Account . , 

b/d 

£ 

5 

40 




£45 




£45 





19.. 
Jan. I 

By Balance 

b/d 

7 


Cash paid, therefore, is ;^3B. 

Illustration. The Income and Expenditure Account of the 
'Homely” Club is as follows — 


Income and Expenditure Account for the Year Ended 
Dr. 3 1ST December, 1952 Cr. 


- 

To Salaries 
,, General Expenses . 

,, Depreciation 
,, Surplus for Year . 


£ 

175 

50 

30 

50 


By Subscriptions 
,, Donations . 


£ 

200 

X05 




£305 




£305 










Adjustments were made in respect of the following — 

Subscriptions for 1951 unpaid at ist January, 1952, ;^2 d; of 

which were received in 1952. 

Subscriptions paid in advance at 1st January, 1952, £5. 
Subscriptions paid in advance at 51st December, 1952, £4. 
Subscriptions for 1952 unpaid at 31st December, 1952, £y. 

Sundry Assets at beginning of period, £260. Sundry Assets, after 
depreciation, ^270 at end of period. 

Cash balance at ist January, 1932, ^16. 

Prepare Receipts and Payments Account. 


"HOMELY" CLUB 

Receipts and Payments Account for the Year Ended 
Dr. 3 IST December, 1952 Cr. 


To Opening Balance . 

,, Donations 
ti SubBoripUoiu 

b/il 

£ 

16 

103 

210 


By Salaries 
„ GrCncral Expense . 

,, Sundry Assets purchased 
„ Qosiug Balance 

c/d 

£ 

175 

50 

40 

66 



£331 




£331 

To Balance 

b/d 

65 
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The cash received on account of subscriptions is found from the 
Subscriptions Account, which is as follows — 


Dr . Subscriptions Cr. 


,1952 

Jan. I 
Dec. 91 

Td Boinnce 

„ Balance, 1953, Paid In 
Advance 

,, Inoome and ExpendJ- 
tura Account . 

b/d 

o/d 

£ 

BO 

4 

BOO 

1952 

Tan. 1 
Dec. 91 

By Balance 

,, Balance f 1951, Unpeldl 
„ Balance (1952, Unpaid) 

„ Coih Beoeived . 

b/d 

c/d 

c/d 

£ 

i 

a 

7 

SlO 

1953 

Jon. I 



£224 




/a 34 

To Balance fig'll) . 

„ Balance (1952) . 

b/d 

b/d 

a 

7 

1953 

Jan. X 

By Balance (1951) . 

b/d 

4 


‘n 


The procedure, as already indicated, is reverse to the ordinary wa^ ' 
that is the Subscriptions Account is built up from the figfures av^able, 
but instead of posting from Cash thereto, and hence finding the 
balance to transfer to Income and Expenditure Account, the latter 
figure is given so that one “posts” from the credit of Income and 
Expenditure Account back to the debit of Subscriptions Account, 
the resulting balance being the cash received, which is then credited 
to Subscriptions Account and “posted” back to the Cash Account, 
thus completing one of the Cash Book entries. 

General Illustration. The following is a copy of the published 
accounts of a Trades Union. Prepare therefrom (a) Income and 
Expenditure Account, and (6) Balance Sheet. 


Balance Sheet for the Year ending 31ST December, 19. . 




£ 



£ 

Cash in Treasurer's Hands 


35 

General Purposes 


>.333 

Property at ist Jan , ig . . 


1,63* 

Afiihalion Fees 


33 

Cash at Bank at 1st Jan., 19. . 


8,675 

ArlininistratiDn Ezpenbes 


241 

ContributiDns and Fees — 



Miscellaneous Expenses 


69 

Branch No 3 ... 


2,431 

Remitted to Branch No. a 


9 

Branch No. i 


IZB 

Legal Expensea on Purchase of 



Bank Interest .... 


3B9 

Property .... 


90 

Rents Received .... 


85 

Investments Purchased 


9, ODD 

Bank Overdraft .... 


Bdo 

Property to Date 


2,264 




Cash in Treasurer’s Hands 


zB 


£ 

14,069 


£ 

14,069 








The funds in the hands of Branch Secretaries — not included in 
the above statement — 


No I No. 2 

£ £ 

I st January, 19.. . ii 3 

31st December, 19. . . . iB ii 


In accordance with the principles explained, it is essential to 
construct the opening Statement of Affairs, i.e. assets and liabilities. 
The Balance Sheet produced is merely a summary of Cash and 
Bank transactions. 
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The Assets are — 


£ 

£ 

Cash in Treasurer’s Hands 


35 

Property 

. 


1,632 

Bank . 

. 


8.675 

Branch : No. i ; 

Cash 

II 


No. 2 : 

Cash 

3 

H 

10,356 

The Liabilities . 



NU 

Accumulated Fund at 1 st January, 19 . . 

. 

0,356 


The accounts will therefore appear as below, the items in heavy print 
> being opening entries. The Cash Book will be written up and posted 
(ciirect to Final Accounts, where possible, in order to save time). 


Dr. 


Cash 

AND Bank 

Account 


Cr. 





£ 




£ 


Tu Balance — 





By General Purposes 

I. &E. 

S.333 


Cash . 

b/d 

S.A. 

86 


,, Affiliation Fees 

I. & R. 

33 


Bank . 

b/d 

S.A. 

8,676 


„ Administration Exes. 

1. &E. 

341 


,, Contributiona 

and 




,, Miscellaneous Exes. . 

I. AE. 

69 


Fees— 





,, Branch No. 2 . 

L. 

9 


Branch No. 

3 - 

I. &E. 

2.431 


,, Legal Exes. (Pro- 




Branch No. x 

L 

122 


petty) . 

L.orB.5 

90 


,, Bank IntEiiefit . 


I. &E. 

2 B 9 


Investments 

I.. oi B 5 

j),OOG 


.. Rents 


I. &E. 

H5 


„ Pitiperty Purchased . 

L. or B.S, 

633 


Balance* : Bank Over- 




,, Balance ; Cash . c/d 

B.S. 

2B 


draft 

c/d| 

B.S. 

Roo 








£ 

12,437 



£ 

12,437 


To Balance : Cash . 

b/d 


zB 


By Balance : Bank b/d 


Boo 


It will be advisable to show accounts for the branches — if pressed 
for time in examination work, merely rough working accounts will 
suffice. 

Dr. Branches Cr. 



No. I 

No. 2 1 



No. I 

No. a 


£ 

£ 



£ 

£ 

To Balances b/d S.A. 

U 

3 


By Cash C.B. 

122 


„ Cash . C.B. 


9 


,, Income and 



„ Income and 




Expenditure 



Expenditure 




Account . I &E. 


X 

Account . I. & £. 

i 2 g 



,, Balances c/d B.S. 

iB 

XX 


£140 

£12 



£140 

£ia 

To Balances b/d 

iB 

II 






The other accounts may be worked through to the Balance Sheet 
direct, but will be given for completeness. 


Dr. Property Cr. 


To Balance 

b/d S.A. 

1,^ 


By Balance 

c/d 

B.S. 

£ 

2.334 

,, Purchase 

. C.B. 

632 






„ Legal Expenses . 

. C.B. 

90 








£z,334 





£ 2,334 

To Balance 

b/d 

2.354 








ACCOUNTANCY 


274 

Dr. Accumulated Fund Cr. 


Td Balance 

c/d 

B.S. 

£ 

10,611 


By Balance . b/d 

,, Imromc and Expendi- 
ture Account . 

s.a. 

I. &£. 

loisB 

*53 



c 

TO, 611 



£ 

ID, 611 






By Balance b/d 


10,611 


The abbreviations against each item indicate how the item has 
been dealt with and will serve to assist the student in building up 
the Final Accounts without using Ledger accounts, save perhaps a 
rough working account of the branches. 

5. A. = Statement of Affairs. !.&£. = Income and Expenditure Account 
L. = Ledger Account. C.B. = Cash Book. 

B.S. = Balance Sheet. 

The Income and Expenditure Account and Balance Sheet will 
now be — 


Income and Expenditure Account for the Year Ended 
Dr. 31ST December, 19.. Cr. 


Expenditure 



£ 

Income 


£ 

£ 

To General Purposes 



*.335 

By Contributions 




,, Affiliation Fees . 



33 

and Fees — 




,, Administration 




No. 1 Branch . 


129 


Expenses 



*41 

No 3 Branch . 


*,431 


,, MiscellaneouB 






— 


Expenses 



69 



2,560 


„ Balance, being Sur- 




Less No 2 




plus of Income 




Branch 


I 


over Expenditure, 







*.559 

transferred to Accu- 




,, Dank Interest 



2B9 

mulated Fund 



*35 

„ Rents 



B5 




£*.933 




£*,933 


Balance Sheet as at 315T December, 19. . 


Accumulated Fund at xst 
Jan., 19 

Add Suraliis of Income 
over Expenditure for 
the year ended 3xst 
Dec., 19. . 


£ 

10,356 

£ 

Property: Balance at ist 
Jan ,19 . . 

Add Purchase* 


£ 

1,632 

722 

£ 

*,354 

9,000 


*55 

ID, 611 

Boo 

Investments, at Cost [Mar- 
ket Value £... ) 

Cash on Hand . 

Cash at Branches — 

No. I . £iB 

No. 2 . . II 



Bank Overdraft 




*9 

57 










£ 

11,411 



£ 

11.411 










^ In examination work, having accounted for the opening entries, th^e 
student will save time by using the so-called Balance Sheet of the Treasurer, 
wliich is merely a combined Cash and Bank Account, together with the 
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It is assumed that there are no expenses accrued or accruing cither 
at ist January, 19. . , or at 31st December, 19. .. 

* More detail would be required as to investments, e.g. date of 
purchase, dividends, etc. 

Receipts and Expenditure Account. An account of this nature 
I confines the income earned to the cash received and at the same 
I time includes all expenses, whether paid or not. This method is 
usually adopted in preparing the accounts of a business of a pro- 
fessional nature (e.g. doctors and solicitors) on the ground that the 
debtors are of a very uncertain nature, so that a fee may not be 
considered as earned until the cash is received. Nevertheless, the 
proprietor desires to ascertain what are the fees earned in the 
tmsiness so as to obtain the true profits for each period. Hence the 
rule is that the fees are incorporated into the accounts in the usual 
way just as if there were no likelihood of any of the outstandings 
proving bad. A 100 per cent Debtors Provision (or Reserve) is made, 
which reduces fees “earned" to a “cash received" basis. Alterna- 
tively a proportion of profit equalling Debtors and the completed 
work may be carried forward at the end of each year. 

Similar treatment may be accorded to uncompleted work of a 
professional man. 

The adjustment of the Provision is made through the Appropria- 
tion section of the Receipts and Expenditure Account so that 
both true profits and the fees received profits are disclosed, as 
Circumstances may arise, necessitating the use of the true profits 
(e.g. on a sale of the business, introduction of a partner, and 
the like). 

In the Balance Sheet will be shown the debtors and uncompleted 
work, from which will be deducted the Debtors Provision covering 
the full amounts thereof. 

Bad Debts written off are treated in the usual way. 

The rules may be summarized thus — 

(1) Where there are no initial debtors create a loo per cent 
Debtors Provision at the end by debiting Receipts and Expenditure 
Appropriation section and crediting Debtors Provision; and in 
future years — 

(2) Debit previous year's Provision and credit Receipts and 
Expenditure Appropriation section; and debit the latter and 
credit new Debtors Provision with loo per cent on current debtors 
outstanding. 

beginning and closing Property figures ; the difierence between the beginning 
Property and the closing Property (/2,264) is merely the cost of the 

Property acquired during the year. Hence the opening Property may be inset 
immediately in the 31st December, 19. ., Balance Sheet, and the cost of the 
Property acquired added thereto. This is ascertained by eliminating the 
Property figures from the Cash and Bank Account and substituting on the 
credit side thereof the difference, i.e. ^^2,264 - ;^i,632 = ^632. The sum of 
£ 9 ^ for Legal Expenses in connection uith such purchase is added to the 
Property Account ; thus, £^' 2 ' 2 . is the sum of ^632 plus £90. 
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Altemativdy, the adjustment may be made through the Provision 
Account or through the Fees Account. 

It may be observed that uncompleted work may be that per- 
formed in its very early stages, or on the other hand, work almost 
complete, so that a very careful estimate is required in order that 
the true position may be shown. 

In addition, work may be complete in respect of which no bill 
may yet have been rendered. In these circumstances the amount of 
such bill, if not already entered through the books, must be treated 
like Debtors, whilst occasionally work may be paid for by the 
client in advance. 

The double entry aspect is precisely the same as that relating w, 
debtors, so that the adjustment may be made on the same line. , 
through [a) the Receipts and Expenditure Appropriation section, 
or (6) the Provision, or (c) Fees Account. 

Illustration. The following is the Trial Balance of a professional 
man at the end of the first year of his business — 


Trial Balance Dr. Cr. 




£ 

£ 

Fixtures . .... 


30D 


Capital .... 



1.500 

Bank ...... 


430 


Fees ....... 



1,200 

Drawings ...... 


730 


Debtors. ...... 


700 


Expenses ...... 


540 




^2,700 

^2,700 


Uncompleted work is £150; completed work not yet entered, 
£320; payments in advance by clients, £70. 

Prepare accounts on the usual professional lines. 


Receipts and Expenditure Account for the Year 
Dr. Ended Cr 


Expendtlurg 

To Expenses 
„ “Earned" Profit 

c/d 

£ 

£ 

£ 

54a 

i.oGo 

Receipts 

By Fees Earned — 

Ca.sb Received and 
Debtors 

Add Completed Work 
Uncompleted 
Work 


£ 

I, 200 
120 

150 

£ 

1,670 

1 






Less Cash Received 
m Advance . 



70 

1,600 














£1,600 





£1,600 

To Provision for Debtors' 
Completed Work 
,, Provision for Uncom- 
pleted Work . 




1,020 

150 

By “EATned" Profit 
,, "Cash" Loss trans- 
ferred to Capital 
Account 

b/d 



1,060 

IID 





£i,i 7 d 





£i,I7d 
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Balance Sheet as at 


Clients' Paymeuti In Advance . 
Capital Account 

Less Drawlngi 


£ 

1,300 

730 

£ 

70 > 

Fixtuni . . . . 

Debton (os per Ledra) . 

Aid Completed Work . 


£ 

700 

320 

£ 

300 

Las "CBSh” Loss as per 
Receipts and Expenditure 
Account 


770 


Lms Debtors Provision 


I, 02 D 

1,020 

nil 


110 

660 

Uncompleted Work 

Lssi Provision 


150 

130 

nil 









Bank 



430 




£730 




£730 










r 


Illustration. The following is the Trial Balance of X — 

Dr. Cr. 





i 

£ 


Debtors Provision, 1951 .... 



320 


Uncompleted Work .... 


307 



Expenses ...... 


595 



Uncompleted W^ork Provision, 1951 . 



307 


Work done and Charged .... 



2,120 


Capital ....... 



2,000 


Sundry Assets (including Bank) 


3.335 



Debtors ...... 


510 





£4.747 

' 1 

£4.747 


Uncompleted Work, 1952 . 

Fees Received during 1952 . . , jfi,93D 

Bad Debts to be written off during 1952 . £120 


Receipts and Expenditure Account for year ended 31ST December, 
Dr. 1952 Cr. 


To Uncompleted Work 
„ Expanses 
„ bad Debts 
,, "Earned" Profit 

c/d 

£ 

307 

595 

120 

i,5BB 


By Fees Earned . 

„ Uncompleted Work 


£ 

2,120 

49D 

To I9S2 Provision — 

Debtors 

Uncompletpd Work 
,, "Cash" iVohl transferred 
to Capital Account 

£ 

2,610 



£ 

2 , 6 X 0 


390 * 

490 

1,335 


By "Earned" Profit 
„ 19 '3 1 Provision — 

Debtors 

Uncompleted Work 

b/d 

i,3BB 

320* 

307 


£ 

2,213 



£ 

2,213 









' Part of this might be absorbed in work done, and would be deducted 
from the total debtors, the provision being accordingly reduced ; further, if the 
amount so received will under no circumstances be returnable, the whole 
lyo may be deducted from debtors and the provision reduced to ^950, as the 
£jo portion of the debtors cannot become "bad." Depreciation ignored. 

* See next page. 
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Balance Sheet as at 31ST December, 1952 



£ 

£ 

Capital .... 

3,000 


Aii " Cash ” Profit 

1.335 

3.335 

£ 3.335 



£ 

£ 

Sun dry Assets 


3.335 

Debtors 

390 


Las Provision 

39° 

nil 

Uncompleted Work 

490 


Less Provision 

490 

nil 



£ 3.335 





• Alternatively the net difference may be inserted thus — 

Dr. Debtors Provision Cr. 



To 1952 DoJance . 

c/d 

£ 

390 


By Balance . 

,, Iiironic and Expenditure 
Accnuiit 

ll/d 

£ 

320 

70 




£390 




£390 






Dy 1952 Dulance 

b/d 

390 


The Debtors Accoimrs are (totalled) — 


Dr. Debtors Cr. 


To Balances 
,, Fees Charged . 

b/d 

£ 

320 

2,120 


Bv Cash .... 
,, Balances 

r/d 

£ 

1 , 93 ° 

510 



£2.440 




£2.440 

To Balances 

b/d 

510 


By Bad Debts wnltrn off 
,, Bal.iiices 

./d 

Izo 

390 



£510 




£510 

To Balances 

b/d 

39D 






A similar procedure may be adopted in respect of the Uncom- 
pleted Work Provision. 

If the uncompleted work had been incorporated in Fees Account 
the Receipt and Expenditure Account would be — 


Dr. Receipts and Expenditure Account Cr. 



Expenditure 

To Expenses 
,, Dad Debts 
,, "Earned" Profit* 


£ 

595 

120 

1,588 


Receipts 

By Fees Account. 


£ 

2,303 




£2,303 




£2.303 










Corresponding with earned profit brought down on page 277. 
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The Fees Account would be — 

Dr . Fees Account (1952) Cr. 


To Uncompiptecl Work 
,, Rereipts and ExpeDdlturp 
Account 

b/d 

£ 

307 

2,303 


By Fees Charged . 

„ Uncompleted Work 

c/d 

£ 

2,120 

490 



£2,610 




£2,610 

To Uncompleted Work 

b/d 

490 






It should be noticed that the method adopted here is the “full" 
double entry, thus making the personal accounts an integral part of 
the double entry system, whereas in the example given on page 276 
the method adopted was the “abridged" double entry; but neither 
method affects the “ loo per cent Provision " system because the true 
position is properly disclosed both in the full and abridged method. 

It is unusual to reduce Expenses to a cash basis by a 100 per cent 
Provision, but if this procedure is adopted the same principles apply, 
all the entries being reverse to those already outlined. 

It should be clearly borne in mind that the full double entry 
system may be used or the abridged method, from which the true 
profits are ascertained, after which the necessary adjustments for 
Debtors and Uncompleted Work will be made. 

If the full double entiy is in use the Fees Accounts and Debtors 
will appear in the Trial Balance in the ordinary way; but in the 
abridged method the Cash received only will appear, the Fees and 
Debtors being memoranda only, so that the procedure outlined in 
Chapter XI must FIRST be followed prior to the creation of the loo 
per cent provision. 

The same principle may be adopted when tlie parties desire that 
only a proportion of Debtors be taken in as good, e.g. 50 per cent; 
in fact it ma}^ be repeated that once the significance of the provision 
is grasped, viz. that the principles applicable to ordinary Bad Debts 
Provisions are applicable, except that a very large rate (loo per cent 
or less as desired) is taken, no difficulty should be encountered. 


ID (11.2083) 



CHAPTER XIII 

TABULAR BOOK-KEEPING 

The student will have observed during the course of his practical 
work that, where feasible, much labour may be avoided by the 
judicious use of the columnar and tabular system. Wherever 
transactitjns are of a regular type and frequent in number, the system 
can be profitably employed; and, without being conscious of it, 
students meet with the method almost every day : the discount 
column of the Cash Book, the analysis of the Petty Cash Book, the 
departmental columns in the Sales Day Book, and the analysis 
columns in the Expenses Day Book are common examples of the 
emplo3niient of this system. 

In aU cases the principle is the same ; that is, the insertion of the 
record of the transaction in its appropriate column and the com- 
pletion of the double entry by means of the posting of the total 
thereof. As a rule, the student tends to become confused only when 
the system departs in any way from that usually met with as a matter 
of daily routine. 

The most familiar examples of the use of the tabular system are 
found in the accounts of — 

(1) Estate Companies for tenants* accounts. 

(2) Gas, Water, and Electricity Undertakings for customers* 
accounts. 

(3) Hotels for visitors* accounts. 

(4) Insurance Companies for premiums. 

In almost every business use is made of the tabular principle in 
order to avoid unnecessary repetition of detail, the most obvious 
example being the Columnar Cash Book. 

In accounts relating to a regular and permanent service, such as 
Rents, Gas, Water, Electricit}^ and the like, instead of separate pages 
being employed for eacli individual customer, one or more pages 
are used for each period and the appropriate records made by 
taking one line for each cusiomer. The Ledger wiU be suitably 
ruled in the light of the circumstances obtaining, as for instance in 
Rental Ledgers the customers’ names will be entered in the sequence 
of the numbers of their residences, thus facilitating the making of 
the entries, e.g. Nos. i, 3, 5, etc.. Queen’s Drive. The first account- 
ing column will contain the carry-forward from the preceding 
account, and will in total equal tlie outstanding debtors. Such a 
total will have appeared in the Balance Sheet in the ordinary way 
and differs only from the normal in that the balances on the in- 
dividual accounts do not appear on separate pages. The next 
column on the debit side will contain the entries for charges, the 

zSo 
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total of which will be posted to the credit of Rent. Sales of Gas. 
etc., or whatever the particular service comprises. The next column 
will be the cross total of the two debit columns. On the credit side 
wiU be columns recording cash received, allowances, and other 
credits, according to circumstances, the last t\vo columns being for 
the carry forward of balances and for the cross totals of the credit 
items on each line. 

The principle m^y be illustrated by reference to a very simple 
example; so simple, in fact, that the employment of the tabular 
method would not be considered worth while. 

Illustration. Estate & Co. own four houses, Nos. i, 3, 5, and 7 
i.ord Street, Northport; the tenants are respectively A, B, C, and 
iJ; the quarterly rents being £15, £23, £25, and £18 respectively. 
A, at the beginning of the quarter ended 29th September, 19.., 
owes £3. The receipts from tenants are: A, £18; B, £21 (allowance 
for repairs, £2) ; and C on account, £20. D left by arrangement on 
1st September, the rent for the period of occupation being £12. 

Write up the Rental Ledger and show how the double entry is 
effected. (See page 282.) 

The double entry will be effected thus — 

(i) £3 the amount brought forward and will be part of the balances at 
the opening date. 

- (2) Total Rents will be posted to credit of Rents, £Si. 

(3) Totals on each side cancel each other. 

(4) The debits for the Ca.sh received will appear in tlic Cash Book. (A 
separate column may be employed in the Cash Book, the total of which should 
correspond with the total of the column in the l^cnlger.) 

(5) The total wiU be posted to the debit of the allowance in question, and 
if warranted, would be further analysed ; in this case the will be posted to 
the debit of Repairs Account. 

(h) The total will be posted to the debit of Rent Account. 

(7) This is a balance forward to the next quarter, and will appear on the 
debit side on the No. 3 Lord Street line as 

(8) See (3) above. 

Thus the "Trial Balance” of the above items is — 


(l) Opening Balanre . 


Dr. 

£ 

Cr. 

£ 

3 

(2) Rents 



81 

(6) Rents 


0 


(4) Cash . 


71 


(5) Repairs 


1 


(7) End Balance 


5 




Rental Ledger (See page 281) 



The Charges calumn will, where required, be subdivided, e.g. Maintenance, Stave Hire, Meter Hire, etc. 
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If presented in the form of a "Total" account this would be — 
Dr. Total Debtors Cr. 


To Balance 
,, Renta (Cr. Rent) 

b/rl 

£ 

3 

Bl 


By Cash {Dr. Cash) 

„ Repairs (Dr. Repairs) 

„ Empties {Dr. Rent) 

,, Balance 

c/d 



£84 




To Balance 

b/d 

5 





^ Illustration- The following simple ruling (eliminating the detail 
columns) illustrates the principle of columnar book-keeping applied 
to the Cash Book. 


Dr. Cash Book Cr. 



The receipts from Cash Sales will be entered in the cash column 
in the ordinary way, and inserted in the Cash Sales column, the 
total of which will be posted to the credit of Cash Sales. The allow- 
ances column (where they are settled as accounts are paid) is treated 
exactly like the discount column ; that is, the total will be transferred 
to the DEBIT of allowances (the credits having been made to the 
customers* accounts). The other columns on the debit side require 
no comment. 

The credit side columns of the Cash Book will, as regards Draw- 
ings, Commission, Rent, and Rates (and any other additional 
column), have entered in them the appropriate payment as shown 
in either the Cash or Bank column, and their totals will be posted 
to the DEBIT of the respective accounts. 

Illustration. The ruling of a Gas Consumption Ledger will be as 
shown on page 202. 

In the case of a Water Rental Ledger, the rulings will be somewhat 
similar, except that normally as the charge is based on Rateable 
Value, a column for this figure will be inserted next to the charge 
cglumn, but obviously none will be required for Meter Readings, 
except where special arrangements exist (as in the case of works, 



ACCOUNTANCY 


breweries, laundries, etc.), owing to the abnormally large consump- 
tion of water. 

Visitors’ Ledger. The method employed by hotels is to rule the 
Ledger — called the Visitors' Ledger — so that from left to right are 
rulings for each room, the appropriate charges for which are entered 
on the line against the item printed on the extreme left. Instead of 
the debit side being shown in the usual manner, the top portion of 
the folio contains the charges above-mentioned and the bottom 
portion the credit items, e.g. cash paid, allowances, etc. The top 
portion columns added vertically will therefore show the total 
debits for each room, which should, allowing for carrying forward of 
balances, equal the vertical additions of the bottom portion. The 
horizontal totals will represent the total cliargcs to the rooms detailerh, 
on the folio, and will be posted to the credit of the particular account 
to which they refer, e.g. apartments, either directly or through the 
medium of an Abstract Book. 

One folio is employed for each day, any balances being carried 
forward to the next folio. 

Occasionally, as in the case of a permanent resident, it will be 
necessary to transfer the total at the end of each week to an ordinary 
Ledger Account, so that the bottom portion of the Visitors' Ledger 
(representing the credit side of the Ledger) will have a line for 
transfers. 

Where necessary, e.g. owing to the large number of rooms in use, 
there will be several Irdgers, usually subdivided on tlie "storey" 
basis, c.g.fir.st floor, second floor, etc. 

Although not strictly material tvj the explanation of the tabular 
sy.stcm of book-keeping, the following matters relating to hotel 
accounting should be noted — 

(1) Separate accounts may and certainly ought to be kept for 
receipts in respect of Wines, Beer, Spirits, Rooms, etc., the appro- 
priate expenses being debited against them and the resulting 
balance transferred to Brofit and Loss Account. 

(2) Appropriate entries are necessary in respect of accommoda- 
tion, Meals, Laundry, and the like, of the staff, and of the Proprietor 
and his family, so that the true results of each section may bo 
correctly ascertained. The transfer will be a debit to Drawings (in 
the case of proprietor) or Wages (in the case of staff) and a credit to 
the account in question, e.g. Meals Account. Apart from these, 
there are frequently tran.sfers between the various sections of the 
hotel, e.g. in respect of kitchen staff, who will have their overalls 
laundered in the hotel. 

(3) Each section should be charged with a fair proportion 
of rent and rates, and in cases where tlie hotel premises are 
owned by the management, a charge, correctly apportioned, 
should be made to cover rent, and Profit and Loss Account 
credited. 
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Illustration. 

Visitors' Lkdgbh 


Date Aug. 1 19 . . 



Room 
Nd. I 

Room 
No. 2 

Room 
Nd. 3 

Etc. 

Total 


Dr. 

£ 

«. 

d. 

£ 

5. 

d. 

£ 

5. 

d. 

£ 

5. 

d. 

£ 

5. 

d. 


Brought forward 




5 

II 

0 







5 

11 

0 

Brought forward 

Posted to credit of 

Apartments 

4 

D 

0 

3 

ID 

0 

2 

0 

0 




9 

ID 

0 

Apartments 

Board 


5 

0 


10 

0 


10 

0 




1 

5 

□ 

Board 

Wine .... 








15 

0 





15 

D 

Wine 

Laundry 


2 

6 


5 

0 


5 

0 





12 

6 

Laundry 

MiiieralE 


5 

□ 











5 

□ 

Minerals 


£4 

12 

6 

£«) 

16 

0 

£3 

10 

0 



£ 

17 

iH 

6 


Cr. 

















Cash .... 




9 

16 

0 

3 

0 

0 




12 

i 5 

n 

Posted from debit of 

















Cash Book 

Allowances 








ID 

D 





ID 

□ 

Posted to debit of Al- 

















lowances 

Transfers . 

















Carried forward 

4 

12 

6 










‘4 

12 

6 

Carried forward 


£4 

“1 

12 

6 

£9 

16 

0 

£3 

ID 

0 

- 

- 

1 

17 

iB 

6 



^ Jf the amount of ^4 12s. 6d. is to be transferred to the ordinary ledger it 
would be inserted in the line above and posted to the debit of the Personal 
Account. The totals at the right hand of the folio (top section) might 
Alternatively be entered in an abstract book and the total thereof posted to 
the credit of the relevant accounts. The Abstract Book would be ruled 
thus — 


Abstract Book 



If the above entries were shown in ordinary Ledger form the 
result would be — 


Dr. Visitors' Ledger (Total Account) Cr. 




£ 

5. 

d. 



£ 

I. 

d 

To Balance 

Brought forward 

5 

11 

0 

By Cash 

Debit Cash Book 

12 

16 

0 

,, Apartments, 

Credit Apartments, 




,, Allowances 

Debit Allowances 


ID 

D 

etc. (as detailed) 

etc., Accounts 

12 

7 

6 

,, Balance 

Carried forward 

4 

12 

6 


£ 

17 

18 

6 


£ 

17 

iB 

6 

To Balance 

Brought forward 

_4 

12 

6 







286 


ACCOUNTANCY 


The subsidiary books (e.g. the Cash Book, Invoice Book, etc.) 
would be analysed on the following lines — 

Invoice Book 


Date 

Name 

Led. 

Fol 

Total 

Provi- 

sions 

Berr, 

Wines, 

and 

Miniprals 

Cutlery, 

Glass, 

and 

Plate 

Etc. 

Etc. 




£ 5. d 

£ 5. d. 

£ s. d. 

£ d 

£ ^ d. 

£ 5 . i. 


The Cash Book is shown on page 287 (No. i). 

In order to give a clearer conception of the principle, a simple 
system of tabular book-keeping applicable to a medical practitionrr*" 
is outlined, but it should be remembered that the working of it 
would require adaptation to fit in with any peculiar features of the 
practice in question. 

The main book is the Cash Book, which is supported by total 
accounts in respect of each Ledger. 

Illustration. The accounts are constructed as shown on page 2S7 
(No. 2). 

Debit Side. Each total is posted to the respective account; the 
collectors' column, being a ''Total” column, will therefore be posted 
to the credit of Collectors' Nos. 1 and 2 Total Accounts respectively; 
the details making up these totals will be posted from the Collectors' 
Cash Received books to the credit of the patients' accounts. The 
"Private Patients” column is dealt with on the same lines. 

Credit Side. The total cash paid will be the sum of columns (a) 
and (r/), i.e. £6 3s. yd. + £336 os. yd. = £342 4s. 2d. (thus balancing 
the cash received). The total payments for expenses will be the 
total of [a) and (r), i.e. £6 3s. yd. + £ziB lys. 2d. = £225 os. gd. 
the analysis of which will be — f s d 


Drugs and Buttlea . 

24 

1 0 

0 

Sundries . 

29 

19 

3 

Drawings 

164 

7 

1 1 

Collectors’ Commission 

6 

3 

7 


£^'25 

D 

9 


These items will be posted to the appropriate accounts. 

Totals (c) and (d) are the Bank items and, apart from the begin- 
ning balance, {d) less (c) equals the increase of the Bank Balance : 
these totals usually being debited to a separate Bank account, thus — 
Dr. Bank Cr. 

£ d. “ £ s. ~d 7 

To Receipts . . 336 o 7 By Payments . . 218 17 z 

If de.sircd, the above totals may be carried into an Abstract 
Book and one posting effected at the end of the accounting period. 
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The Trial Balance, therefore, will be — 

£ s. d. £ 3 . d. 

Expenses (detailed) 225 o 9 

Cash Service (Box) 

National Health Service 

Private Ledger 

Collectors’ Total Accounts (i) 

U) 

Bank Lodgments . ■ 33^ o 7 

Less Payments . 218 17 2 

117 3 5 


£ s. d. 

10 o 10 
268 18 4 

9 II D 

33 9 D 

20 5 □ 


;^34^ 4 2 ;^342 4 2 


Day Books. The Day Books will be analysed into the various 
Ledgers: (i), (2), and "Private"; and the totals will be posted to 
the debit of the appropriate Total Account, the individual postings 
being made to the debit of each patient and the total of the Day 
Book to the credit of Fees Account. If the services performed for a 
period were: Ledger (i) £48, Ledger (2) /^I20, "Private" Patients 
Ledger £60, the debits would be (i) in the Total Account, (2) in 
detail to the patients in the appropriate Ledger, and the credit to 
Fees Account in one figure. 

Transfers, Transfers from one account to another, which may 
arise not only through errors, but by patients changing their resi- 
dence, will be put through a Transfer Journal, the totals of which 
will be posted to the Total Account of the Ledger concerned and 
the detailed entries to the appropriate individual accounts, thus— 


Transfer Journal 

Dr Cr 


Date 


Fol. 

No 

1 

No. 

2 1 

Pri- 

vate 


Tol 

No 

X 1 

No 

2 

Pri- 

vate 




£ 


d 

1 

s 

d 

£ 

X 

d 



£ 

1 

£ 

1 

d 

£ 

S 

d 

£ 

s 

d 


W Jones 


2 

0 

0 







R Jones 





2 

n 

0 





Dixon 








3 

0 

V 

Walters . 


3 

D 

D 








Rubmson 








7 

0 

□ 

Robertson 








7 

□ 

0 




/■z 

□ 

0 



£ 

10 


0 



£3 

0 

D 


0 

0 

0 

D 

a 












“1 















1 Debit uf Total Arcount 

S 1 



1 Lrrdit of Total A( rpunls 


By way L»f illustration on the above informatirm, No. i Total 
Account would be — 

Dr. No. I Ledger Total Account Cr. 



Fol 

£ 


d 



Fol. 

£ 

j. 

d. 

To Fees (per Day Book) . 


48 

0 

0 


By Cash (per Cash Book) . 


33 

9 

u 

„ Transfer (per Transfer 
Juarnal) 


2 

D 

0 


„ Transfer (per Transfer 
Journal) 


3 

0 

□ 






,, Bddauce 

r/d 

13 

11 

0 


£ 

30 

D 




£ 

30 

D 

0 

To Balance . 

b/d 

13 

II 

0 








The individual ledger balances in No. i Ledger should therefore 
equal £13 us. 
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The use of the tabular system in the books of an accountant is 
shown by the following — 

^ Illustration. From the following tabular entries prepare a Trial 
Balance. (The letters in parentheses are for the guidance of the 
student.) 

Cash Book 



Pro- 

fessionaP 

Tuition 

Rent* 

Rates* 

Bank 



£ 

£ 

£ 

£ 

£ 

Total Dr. side 


T.735 

420 

ho 

45 

2,260 



{a) 

{a) 

{b) 

ib) 

(e) 



Draw- 

ings 

Ex- 

penses 

Rent 

Rates 

Bank 


£ 

£ 

£ 

£ 

£ 

Total Cr. side 

530 

230 

100 

75 

935 


(r) 

(d) 

( 6 ) 

(b) 

(0 


Trial Balance 


(ft) FeiiS received ..... 

(ft) Kent net paid 

(ft) Kates net paid ..... 

(r) Drawings ...... 

(f/) Expenses ...... 

(c) Excess of Bank lodgments over withdrawals 


Dr. Cr. 

£ £ 

2.155 

40 

30 

530 

230 

1.325 


j^z.155 


Combined Day Book and Ledger. Where practicable, the employ- 
ment of a combined Purchases Day Book and Ledger will save a 
cDn.siderable amount of time and labour. 

The book is ruled in ledger form, the credit side being used for 
purchases and the debit for returns and payments. At a suitable 
date the total of the purchases will be posted to the debit of Pur- 
chases Account and the total of the returns to the credit of Returns 
Outwards, or of Purchases, Account. Cash and Discounts ivill be 
posted to the debit side of the book from the credit of the Cash 
Book in the usual way. If the settlement is by Bill, the credit will 
be to Bills Payable Account. 

The invoices may be entered in strict date order or as they are re- 
ceived, but it will probably be found more convenient to file them 

^ Divided a.s required, e.g. Auditing, Taxation, etc. 

■* “ The receipts in respect of Rent and Rates indicate that part of the 
offices was sublet. 
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in alphabetical or some other order until the end of each, say, month, 
when all the invoices relating to each supplier will be entered to- 
i-gether in date order in a details column and the monthly total for 
each supplier carried out into the main column. 

Returns may be dealt with either — 

(1) in a separate column on the debit side, or 

(2) as a deduction in the details column before the total is carried 
out, or 

(3) as deductions on the invoices to which they apply, the latter 
being entered net in the details column. 

Items which are not paid at the usual date may either be trans- 
ferred into a Creditors Account in a Ledger, or preferably, by means 
pf a special column, into the succeeding period, thus enabling both 
sides of the book to be totalled and agreed. If transactions are 
numerous, the book should be cleared at least once a month, but 
leaving one month open where it is the practice to settle in the month 
following the purchase. 

Illustration. (vSee page 290.) 

Where the settlement is always by Cash (with or without discount), 
the work can be further curtailed by dispensing with the debit side 
and having a date paid column and folio column, returns being dealt 
with on the credit side by method (2) or (3) above. 


Illustration. 

Combined Purchases Day Bddk and Ledger 


Date 

Name 

Details 

Total 

Date Paid 

19. . 


£ 

s. 

d. 

£ 5. 

d. 

19. . 

June 2 

H. Laycock . 

17 

3 

0 




9 

11 . Laycock . 

8 

2 

6 






25 

5 

6 




ID 

Returns 

I 

9 

0 









23 16 

6 

July I 

12 

K. Cosslett . 




37 5 

D 

2 

17 

H. Andrews . 




IDO 0 

D 

2 

29 

A. Easton 




25 D 

D 

Transfer*^ 






^166 I 

1 

6 



At the end of the financial period it is desirable to transfer ALL 
unpaid items to a Creditors Account in a Ledger and to debit 
them, when paid, in that account. 

A combined Day Book and Ledger can be utilized on similar lines 

- ' Transferred to a Creditors Account or carried forward into a special 
column in the succeeding period. 
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for Sales, but, unless the receipts are reasonably regular and full 
(apart from the fact that there may be a far greater number of sales 
than purchases), the method is not worth while, although it has been 
found that frequently it is perfectly satisfactory, particularly if 
(«) a Total Account is prepared, say, monthly and 
(&) unpaid items are transferred to a Debtors Account in a Ledger 
not later than the end of the following month, thus leaving no more 
than two months open, e.g. April Sales will be entered up and April 
and May allowed for entering the receipts. At the end of May, any 
unpaid items will be transferred into the Ledger. 



CHAPTER XIV 

CORRECTION OF ERRORS 


Errors calling for correction arise by reason of — 

Errors in the amount posted. 

Posting to the wrong side of an account. 

Errors of additions and carry forwards. 

Posting to the incorrect account. 

Omissions in the books of original entry. 

The student, particularly in the intermediate examinations of the 
professional accountancy bodies, is very frequently called upon to 
l^dve the entries for correcting errors. 

The methods vary somewhat in detail, and no rigid rule can be 
formulated ; but the procedure outlined below is simple and effective. 

(1) Deal with the amount of discrepancy of the Trial Balance by 
raising on the "short” side a Suspense Account. 

(2) Correct the arithmetical error, ignoring any omission in the 
books of original entry and the incorrectness of the account ; this 
will be done by entering the necessary figure on the oppo.site side of 
the Suspense Account (thus eliminating it) and a reverse entry to 
the account to which the original posting was made. The result is 
to dispose completely of the "out of balance." 

, (3) If necessary, next deal with the figure — ^now correct in 
amount but in the wrong account — by an ordinary transfer through 
the journal. This will result in giving the correct amount in the 
proper account. 

(4) If necessary, next deal with the omission in the books of 
original entry by entering the omitted amount in the journal and 
posting in the ordinary way. 

An error in addition will be dealt with in the same manner as an 
incorrect posting. 

Some of the corrections of errors will merely affect assets and 
liabilities, vrhilst others will cause a modification of the Profit and 
Loss Account. 

^ The four processes may be consolidated into one entry, but in 
cases of extreme complication the separate processes should be 
worked and either entered separately or attached to the consolidated 
entry by way of explanation. 

Illustration. An item of £40 has been posted as £4 from the debit 
of the Cash Book to the credit of a customer's account. Taken alone, 
the obvious amount of discrepancy is -(36 "short” credit. 

The correction, therefore, is (using Ledger Accounts for clarity) — 


Dr. Suspense Cr. 



— _ _ _ 


£ 

5 

d. 

~ 



£ 

s. 


To Ledger Account . 


36 

0 

0 


By Error 


36 

0 


(Name of customer) 
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Dr. Customer Cr. 









£ 

j. 

d. 






By Suspense Account 


36 

0 

D 


The above is a simple example and illustrates the position where 
there is merely one error of arithmetic, that is where no error has 
arisen either in the books of original entry or in the correctness of 
the account. As will be seen from rule 2, the necessary figure is 
debited tu Suspense Account in order to eliminate it and credited 
to the ai count to wl)ich the original posting was made. No further 
adjustment is required, the correction merely affecting assets and 
not the Profit and Loss Account. The rules applied are i and 2. 

The follovdng illustrates the position where tliere is a double 
error — one of arithmetic and one of i)Osling to an incorrect account. 

Illustration. A sale of £^o was made to X and entered correctly 
in the wSalcs Day Book, but posted to the debit of Y as £^. 

The position, dealing wdth the arithmetical error, is that sales 
includes a sum r)f £30, but the debit therefor is £^^ only, thus disclosing 
a "short " debit (or " over " credit) of £27, this being the amount for 
the debit to Suspense Account (Rule i). The next entry is to debit Y 
with £27 and credit the same amount to Suspense Account (Rule 2). 
The effect is to correct the arithmetic, but it still leavc'^ the 
corrected amount in the wrong account: hence a Journal transfer 
is required by which X is debited and Y credited with £^o (Rule 
3). The above correction, again, dots not affect the Profit and Loss 
Account. 

Where, however, the original entry is incorrect it is necessary, in 
addition, to apply Rule 4. 

Illustration. If the amount of sale to Y (using similar circum- 
stances to those in the preceding example) had been £^o and entered 
as £^o only, the same procedure would be employed ; and, in addi- 
tion, a Journal entry would be finally made to correct the omission 
in the book of original entry, viz., debit Y ^^20 ; credit sales £20. This 
applies Rule 4 and augments the sales and, therefore, profits by £20, 

Having obtained a grasp of these principles, the student will be 
in a position to apply them to all questions dealing with correction 
of errors which are usually considerably more involved than those 
outlined above, as they may require the correction of numerous 
errors. 

The following are illustrations of typical questions — 

Illustration. The Returns Inwards Book includes an item ol 
£y Gs. od., which has been posted to the debit of a customer. Correct 
the error. 

The Returns Inwards (debit) includes £y 6s. od., but the posting 
should have been made to the credit of the person returning the 
goods (credit supplier), hence there are, in effect, two debits an.d 
no credits, totalling £14 12s. od. Suspense Account will, therefore. 
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be credited with £14 12s. od. The Suspense Account must then 
be debited and the Personal Account credited with ;fi4 izs. od., 
thus correcting the error. 

Dr. Suspense Cr. 




£ 

s. 

d 





£ 

5. 

d. 

To CuBtomer 


14 

12 

□ 


By Error 



14 

12 

a 

(Correctioii of error) 










Dr. Customer Cr. 




£ 

s. 

d. 




£ 

r 

d. 

To Returns Inwards 


7 

6 

D 


By Suspense Account 


14 

12 

D 


Thus, the customer is in credit for 6s. od., represented by the 
debit of £7 6s. od in Returns Inwards (or Sales) Account. 

Illustration. An item of Purchases of £150 is entered in the 
Purchases Day Book as £15 and posted to the debit of the supplier's 
account as £51. (Perhaps an exaggerated and preposterous sup- 
position, but many of the examination problems postulate errors 
even more unlikely and fanciful.) Correct the error. 

As the working is likely to cause a student embarrassment, each 
step may be taken separately. The more advanced student will pio- 
cecd to make the corrections without the subjoined detailed processes. 

Rule I. The Suspense Account, which merely deals, as has been 
noticed already, with arithmetical errors arising in the double entry 
book-keeping, is found by visualizing the actual posting, viz. Pur- 
chases £15 debit, and Supplier's Account £51 debit, this being 
the book-keeper's attempt at double entry. Hence, there is £66 
debit and no credit, so that the Suspense Account must be created 
in credit for £66. 

Rule 2. The Suspense Account must be eliminated by debiting 
it (to cancel the credit raised) with £66 and crediting Supplier's 
Account. The effect now obtained is that the error in balancing has 
been corrected and the supplier’s account is in credit for £15, which 
is correct so far as the double entry books show. 

Rule 4. As the original entry should have been £l 50 | it is neces- 
sary to book a further £135 through the Journal and post in the 
usual way. 


Dr. Suspense Cr. 





£ 

5. 

d. 




£ 

j. 

d. 


To Supplier — 

direction of Error 






By Error 


66 

0 

0 



66 

0 

0 







Dr. Supplier Cr. 




£ 

s. 

d. 




£ 

j. 

d. 

To Purchases 


5 * 

D 

0 


By Suspense Account 


66 

D 

D 






,, Purchases' 


135 

D 

D 


• ^ This item will be posted to the debit of Purchases Account from the 
Journal. 
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The Supplier's Account is now in credit for £150- 
Illustration. A trader effects a sale of furniture, realizing £33 i6s. 
The amount is entered to the debit of Cash as £23 is. 6d. and posted 
to the debit of Repairs Account as £32 is. 6d. Correct the error, 
employing Ledger Accounts. 


Dr. Suspense Cr. 




£ 

s. 

d. 




£ 

J. 

d. 

To Repairs .Account — 











Correction of Error 


55 

3 

0 


By Error 


55 

3 

a 


Dr. Repairs Cr, 



To Cash 

„ Transfer to Furniture 
Account 

£ 

£ 

32 

23 

55 

s. 

1 

I 

3 

d. 

6 

6 

U 


By Suspense Account 

£ 

£ 

55 

s. 

3 

d 

0 

□ 

55 

3 




Dr. 



Furniture 



Cr. 





£ 

1 . 

d. 




£ 

5. 

d. 


To Profit on Realization* 



7 



By Transfer from Repairs 












Account^ 


23 

1 

6 








,, Cash 


10 

14 

6 








„ Depreciation 



? 



1 






„ Loss on Realization * 



? 



Dr. 


Cash Book (includes) 


Cr. 


To Sale of Furniture 


£ 

23 

10 


-4 


a. 

6 

6 


Examples will now be given illustrative of the treatment of several 
errors contained in a Trial Balance. 

Illustration. The following errors are discovered in the books of 
a trader, the Trial Balance containing a Difference in Balance 
Account — 

(1) Discount allowed to customers was correctly posted to the 
personal accounts, but the discount column in the Cash Book was 
over-added by £15. 

(2) The Purchas-ps Book additions for December were added and 
posted as £22,176, but should have been £22,426. 


^ Alternatively, the Suspense Account could be cleared by debiting it with 
£55 3S-. crediting Repairs with is. 6d. and Furniture £33 is. 6d., thus 
avoiding the transfer from Repairs to Furniture. 

* The value is not given and the above entries formally correct the 
error, yet it is necessary to note the probable loss or possible profit on Realiza- 
tion, as well as Depreciation. This may be described as a consequential entry, 
which is of vital importance, notwithstanding that no mention of it is made in 
the question itself. 
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(3) Goods returned {£10 8s. 4d.) by J. Jones had not been posted 
to his account from the Returns Book and the credit side of his 
Ledger Account had been over-added by £5 los. od. 

(4) A cheque {£ 21 ) received from X Y in settlement of his account 
had been returned dishonoured, and posted to the debit of Allow- 
ances Account. 

Give the amount of discrepancy in the Difference in Balance 
Account and state how you would rectify the above errors. 

The difference will be marie up as follows — 

Dr Cr. 



£ 

S. 

d. 

£ 

s. 

d. 

(i) Excess debit of . 

(^) Short debit (or excess credit) 

15 

0 

0 

250 

D 

n 

(3) Short credit (or excess debit) 

Short debit (or excess credit) 

[4) No arithmetical error . 

ID 

8 

4 

5 

ID 

0 


25 

8 

4 

255 

ID 

0 

. Amount to be inserted in Difference 







in Balance Account to make 
Trial Balance agree . 

330 

I 

8 





£■^55 

10 

D 

^255 

10 

0 


Dr. Difference in Balance (or Suspense) Cr. 




£ 

s. 

d. 

1 


£ 

.. 

To Balance . 


230 

I 

B 

' By Purchases 

Ic) 

25D 

0 

, Discounts Allowed 

(“) 

15 

u 

D 


,, J- Jones 

[d] 

5 

10 

„ J. Jon--B 

ib) 

ID 

R 

4 

1 

1 







f*55l 

ID 

0 




£255 

10 


As to (4), X Y's acermnt will be debited with £21 and Allowances 
Account credited by Journal entry. 

Notes, (rt) Dibcount Allowed Account will be* credllcd to cancel the ex- 
cessive debit. 

(?>) Jones's account will be credited with the Returns previously omitted 
from being posted to his credit. 

(c) Purchases Account will be debited as the original po-sling to the debit 
of l^urchases should have been £150 more. 

(d) Joncs'.s account will be debited with £$ los. od. for the over-credit. 

The Profit and Lo.ss Account will benefit by (1) and (4) £ zt , 
but will suffer by (2) £250. 

It may eventually be necessary to write off the whole or part 
of X Y's account, and this possibility sliould be noted in the answer 
to the quc.stion. 

After a student has gained proficiency in this type of question 
he will be able to perform the correcting entries first from which he 
can ascertain the original difference; that is, in reference to the 
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above illustration, entries (2), (&), (c) and {d) would be made, the 
balancing item of £230 is. 8d. (delDit) in Difference in Balance 
Account being ascertained at sight. 

Illustration. The book-keeper of a firm having been unable to 
agree the Trial Balance, raised a Suspense Account in which he 
entered the amount by which he w^as out of balance. The following 
errors were discovered — 

(a) The addition of the analysis column in the tabular Purchases 
Journal posted to Goods Purchased for Resale Account was found 
to be £15 short, though the addition of the total column was 
correct. 

(&) Goods bought from a supplier amounting to £7 75. od. had 
been posted to the credit of his account as ^77. 

(c) A dishonoured Bill of Exchange receivable for £iCo returned 
to the firm's bank had been credited to the Bank Account and 
debited to Bills Receivable Account. A cheque was received later 
from the customer for £160 and duly paid. 

(d) An item of £8 entered in the Sales Returns Book had been 
posted to the debit of the customer who returned the goods. 

(e) Sundry items of plant sold, amounting to ^^300, had been 
entered in the Sales Day Book, the total of which book had been 
posted to the credit of Sales Account. 

(/) An amount of £80, owing by a customer, had been omitted 
from the list of Sundry Debtors. 

(g) Discount amounting to £3, allowed to a customer, had 
been duly entered in his account, but not posted to the Discount 
Account. 

(h) An amount of £10, being rates treated as paid in advance in 
the previous year, had not been brought forward as a balance on 
the Rates Account. 


(1) Show the Suspense Account as raised by the book-keeper, 
with the adjusting entries you would find it necessary to make 
therein, and 

(2) Explain what effect any of the corrections would have on the , 
profit shown in the unrectified accounts. 

Dr. Suspense Cr. 




£ 

5. 

d. 

To Differenrp in Trial 





lialaiice 


161 

13 

0 

,, (i) C u s 1 0 m e r ' B 





Account 


16 

0 

0 



£177 

13 

0 




£ 

S. 

By [a) Goods purchaser! 

for Resale Ac- 




Count 


15 

0 

„ ( 6 ) Supplipr’s Ai count 
,, (/) Debtors’ Account. 


69 

13 


tlo 

0 

,, (g) Discount Allowed 




Account . 


3 

D 

,, (A) Rates Account 


ID 

£177 

□ 

13 

1 
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Subject to (e) in respect of which Depreciation and Profit or 
Loss on Sale would be written off the book value of the plant 
sold, the above corrections reduce the profit by £338, made up 
as follows — 


(0) . 

£ 

15 

(«) ■ 

30D 

(?) ■ 

3 

(A) . 

. ID 


As to (c) a Journal transfer will be required to debit the defaulting 
Acceptor's Account and credit Bills Receivable. 

As to (e) a transfer will be required to debit Sales Account and 
credit Plant — together with any adjustment, as above indicated. 

As to (/) there will be no actual posting as the omitted balance 
will be incorporated in the list of debtor balances. 

In preceding examples the Ledger Accounts have been constructed 
for the purpose of clarity, from which the Journal entries may be 
easily written up. The following examples are appended showing 
the rectifying entries in Journal form. 

Illustration. You are presented with a Trial Balance showing a 
difference which has been carried to Suspense Account, and the 
following errors are revealed — 

• (i) 3^35 paid in cash for a typewriter was charged to Office 
Expenses Account. 

(2) Goods amounting to £66 sold to White were correctly entered 
in the Sales Book but posted to White’s account as £76. The total 
sales for the month were overcast by £10. 

(3) A cash sale of £15 to Brown, correctly entered in the Cash 
Book, was posted to the credit of Brown’s personal account in the 
Sales Ledger. 

(4) Goods £13, returned by Green, were entered in the Sales 
Book and posted therefrom to the credit of Green's personal account. 

(5) Goods invoiced at £124, and debited on zoth December to 
Black, were returned by him on the 23rd and taken into stock 
on 31st December, no entries being made in the books. 

(6) Sales Returns Book was overcast by £100, and the total of a 
folio in the same book, £1,730, carried forward as £1,703. 

(7) Goods £200, purchased from Robertson on 2Bth December, 
had been entered in the Purchases Book and credited to him, but 
were not delivered till 5th January; stock being taken by the 
purchaser on 31st December. 

(8) Bill Receivable from H. Jones £160, posted to the credit of 
Bills Payable Account and credited to II. Jones. 

Journalize the necessary corrections. 
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Journal 


I. Office Furniture ...... Dr. 

To Office Expenses .... 

Being cost of typewriter incorrectly debited to Office 
Expenses. 


z. Assuming the posting made to the iMirrPOt slllp of White’s 
A ccount — 

[а) Sales ........ Dr. 

To Suspense 

Being correction of /lo over addition in Sales Day 
Book. 

(б) Suspense ....... Dr. 

To White 

Being correction of posting of /60 as ^76 to debit of 
White's Account 


3. Brown ........ Dr. 

To Sales . ...... 

Being correction of entry of Cash Sale posted to credit 
of Brown’s Account. 


Sales ........ Dr. 

Sales Returns ....... Dr. 

To Suspense ...... 

Being correction of Returns by Green entered as Sales 
inadvertently for Sales Returns. 


5. Sales Returns ....... Dr. 

To Black ....... 

Being Goods returned by Black unentered and included 
in Stock. 


6. Suspense. ....... Dr. 

To Sales Returns ...... 

Being correction of errors in Sales Returns Book, viz. — 

(а) Excessive addition . . . 

(б) Less short carry forward . . - 27 


7. (a) If the title in the Goods A.iy passed at the end of the 
financial year — 

Stock in Transit ...... Dr. 

To Trading Account ...... 

Being Goods purchti.sed in the hands of Robertson. 


(6) If the title in the Goods has not passed — 

Robertson ....... Dr. 

To Purchases ....... 

Being cancellation of purchase of goods entry in respect 
of goods purchased on 5th January, ig. . (following 
year). 


8. Bills Payable ....... Dr. 

Bills Receivable ...... Dr. 

To Suspense ....... 

Being correction of bill entered in Bills Payable Account 
instead of Bills Receivable Account. 



£ 


35 


lo 


ID 


15 


13 


13 


IZ4 


73 


200 


1 200 


160 


160 


1 

35 


ID 


ID 


15 


26 


124 


73 


200 


zoo 


320 
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Where sectional balancing is in operation it will be necessary to 
make adjustments in the total accounts so that there will be no dis- 
. turbance of the agreement of the totals with the sum of the individual 
Ledger balances. 

Illustration, (i) A Bill Receivable was accepted by Johnson for 
£350 and entered in the account of Johnson as £305. 

(2) Goods sold to Williamson for £100 were posted to Williams's 


Journal 


(i) Suspense ....... Dr. 

To Johnson ...... 

Being correction of posting to the credit of his account 
' as ^305 instead of ;^35 d. 


i 

45 

£ 

45 

(2) Williamson ....... Dr. 

Suspense ....... Dr. 

To Williams ....... 

Being correction of error of goods sold to Williamson 
for £100 entered against Williams as 135. 


lOD 

35 

135 


Journal 


(1) No correcting entry is required in the Total Accounts, 

since the only error is the incorrect figure on the 
credit side of J ohnson ’s account. The original entries, 
from which the Total Accounts are prepared, are 
apparently correct. 

(2) Nominal Ledger Adjustment Account . . Dr. 

[m No. 2 Ledger] 

To No. 2 Sales Ledger Adjustment Account . 

[in Nominal Ledger] 

Being adjustment of Total Accounts in respect of can- 
cellation of debit incorrectly made to Williams's 
Account. 


No. I Sales Ledger Adjustment Account . . Dr. 

[in Nominal Ledger] 

To Nominal Ledger Adjustment Account 
[in No. I Sales Ledger] 

Being adjustment of Total Accounts in respect of sales 
of ;^ioo to Williamson not debited to him. 

Nuts : As in (i), no correcting entry is required in the 
Total Accounts for the j^35 error, since the original 
entry in the Day Book from which the Total Ac- 
counts are compiled showed the correct figure of 
;£ioo. The Total Accounts are, liowever, affected 
by the inter-Ledger transfer, since the original entry 
was carried out into the wrong analysis column in 
the Day Book. Had the original entry been carried 
out into No. I Ledger (i.e. Williamson's Ledger) 
analysis column, none of the above Journal entries 
affecting the Adjustment Accounts would be re- 
quired. 


lOD 
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Account as £135, the £100 in the wSales Day Book having been carried 
out into the No. 2 Ledger analysis column. 

Total Ledger Accounts were employed, Johnson and Williamson 
Ledger Accounts being in No. i Ledger and Williams in No. z 
Ledger. 

Assuming that both Nominal Ledger and Sales Ledger Adjust- 
ment Accounts are employed, the Journal entries for the adjust- 
ment of the Personal Accounts and the Total Accounts are as 
shown on page 301. 

The entries are simple if it is remembered that the amounts 
entered in the Sales Ledger Adjustment Account (in the Nominal 
Ledger) will correspond to the side in which the individual entry is 
made in the Sales Ledger, the entry in the Nominal Ledger Adjust- 
ment Account (in the Sales Ledger) being reverse, e.g. taking the 
entry to Williamson: as his account in the above adjustment is 
debited with £100, so must the No. i Sales Ledger Adjustment 
Account in the Nominal Ledger and the reverse entry be made to 
Nominal Ledger Adjustment Account tn No. i Sales Ledger. 

In all probability the total accounts may contain the correct 
TOTALS, so that the “total” entries above are not required, the 
personal account adjustments — apart from other errors — effecting 
the agreement with the amount disclosed in the Total Accounts. 

Entry (2) has been consolidated in substitution for the longer 
process, viz. — 

J UURNAL 


Suspense ........ Dr. 

To Williams ....... 

Williamson ........ Dr. 

To Williams ... ... 


Illustration. X keeps two Sales Ledgers, employing an Adjust- 
ment Account for each Ledger. The Double Entry is built up from 
the totals of each book of Prime Entry. You discover that — 

(1) The balance due by Jones, £20, has been transferred, owing 
to removal, direct from Ledger i to Ledger 2. 

(2) £15 Cash received from Williamson (Ledger i) not po.sted 
to his Personal Account. 

(3) Sales Returns (Ledger 2) under-added, £10. 

(4) A Bill Receivable £100 from Ronald & Co. (Ledger 2) entered 
as cash from debtors and posted to the credit of Bills Receivable. 

Show what differences will be found in the Sales Ledger Adjust- 
ment Accounts and Trial Balance, and how the errors would be 
corrected. 

(i) The transfer will affect the Adjustment accounts (assuming 
the items appear on the same sides as in Ledgers i and 2 respectively) 
as follows — 


L 

35 


I 

35 

IDO 
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The ainoiint of £20 mast be credLtetl to No. i Sales Ledger 
Adjustment Account and debited to No. 2 Sales Ledger Adjustment 
Account. This being merely a transfer from one Ledger to another, 
the Trial Balance will not have been influenced as regards total 
agreement because in fact the total balances will be correct, but 
there will be a disagreement between the Schedule of Debtors of 
each Ledger and the total shown by each of the Sales Ledger Adjust- 
ment Accounts. 

(2) This sum will have been duly included in the total posted to 
the credit of Sales Ledger Adjustment Account so that the Trial 
Balance agreement is again undisturbed ; but there will be a dis- 
crepancy between the Schedule of Debtors and the balance of No. l 
Sales Ledger Adjustment Account, the former being £15 in excess 
of the latter. 

As the Ledger Accounts are here treated as "Memoranda” (the 
Adjustment Accounts showing the true position), no Suspense 
Account will be opened, the adjustment being made by posting the 
unposted item. 

(3) The total to the debit of Sales Returns will be the same as 
that posted to the credit of the Sales Ledger Adjustment Account 
so that the effect is to create a discrepancy between the Schedule of 
Debtors and the total, this having no effect on the agreement of the 
Trial Balance; but as the total is incorrect, it will become necessary 
to adjust as follows — 

« Debit Sales Returns, ;£io Credit No. z Ledger Adjustment Account, £10 

(4) The amount of £ioo being entered amongst Receipts from 
Debtors, will have been included in the postings to the credit of 
No. 2 Sales Ledger Adjustment Account as well as to the credit of 
Bills Receivable, and thus there are two credits: (i) in No. 2 Sales 
Ledger Adjustment Account, and (2) in Bills Receivable, whilst at 
the same time the Schedule of Debtors will not agree with the total 
because the debtor has not been credited with the bill £100. 

The adjusting entries w'ould be — 

Debit Bills Receivable £ioo Credit Suspense Account £ido 

„ ,, ,, Credit cash . . 

Having corrected the out-uf-balajice and cancelled thereby the 
eiroiieons credit, it is necessary to post £iod to the credit of Ronald 
& Co. (the amount already having been included in the credits to 
No. 2 Sales Ledger Adjustment Account). 

The above Adjustment Accounts will appear in the Nominal 
Ledger. 

If an Adjustment Account were raised in each Sales Ledger, there 
would be entries therein reverse to those appearing in the Adjust- 
ment Accounts in the Nominal Ledger. 



CHAPTER XV 
ROYALTY ACCOUNTS 

Royalty is the remuneration payable to a person in respect of 
the use of an asset, whether hired or purchased from such 
person, calculated by reference to and var5dng with quantities 
produced or sold as a result of the use of such asset. The expression 
used in a broad sense has a more extended meaning as it is frequently 
employed in connection with hiring of machines where the charge, 
instead of being upon a fixed base, say, £5 per machine, is calculated 
on the number of revolutions, or in textile machinery, the number 
of stitches. 

The chief forms of royalty are Mining Royalties,^ Patent Royalties, 
and Copyright Royalties, based respectively upon ore raised, pro- 
ducts sold, and books sold. There are many other varieties, but 
the examination candidate’s attention may be confined to those 
above mentioned. 

In the case of Mining and similar Royalties, a considerable time 
must elapse before production can commence on a commercial 
scale, whilst similarly in the other instances considerable time must 
pass before sales can take place, e.g. when a lengthy advertising 
campaign is undertaken. In order to afford some reward during 
this intervening period to the lessor, inventor, or author, whilst 
avoiding hardship to the producer, an arrangement is usually 
entered into whereby the former is guaranteed a minimum sum — 
designated Minimum Rent — usually accompanied by a proviso 
that if the sum due, calculated at so much per unit (e.g. ton of ore 
raised) docs not reach the minimum, such deficiency may be carried 
forward, and deducted from future royalties. Such deduction 
may not be made indiscriminately because it is so limited that the 
recipient of the royalty at least receives the minimum rent. Such 
an arrangement is known as a right to recoup short workings. 
Where no such right exists on the part of the user, the deduction 
is not allowed. 

In certain circumstances a minimum rent is not payable, but 
merely the royalty, so that the question of short workings does not 
arise, the payment made being calculated on quantities, e.g. tons 
of ore raised and charged up each year against production, whilst 
the recipient takes his chance as to the amount he will receive without 
being guaranteed any minimum periodic sum. 

Another question arises in connection with the minimum rent. 
Even if the right to recoup short workings exists it may be either 

^ Acquisition of Coal Mining Royalties by the State and nationalization 
of the coal mines has rendered obsolete Coal Mining Royalties so far as the 
United Kingdom is concerned, but other mining royalties still exist, e.g. tL* 
mines in Cornwall 
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unlimited or limited as to time; in the latter instance the time for 
recoupment may be calculated from the commencement of the 
agreement or from the year (or other period) during which the 
deficiency arose. 

The above-mentioned alternatives may be stated thus — 

The royalty owner may receive — 

1. Royalty without any minimum rent. 

2. Royalty with a minimum rent. 

[a) With the right of the other party to recoup short workings 

(i) recoupable without any limitation of time ; 

(ii) recoupable, but within a limited time 

either (a) to a certain period commencing with the agreement ; 
or (P) to a certain period from the year of deficiency. 

(&) Without the right of the other party to recoup short workings. 

Illustration. A landloid granted a lease to a mining company 
whereby he is to receive is. per ton of ore raised. 

The output for the first three years is — 

1st Year . . . 10,000 tons 3rd Year . 24,000 tons 

2nd . . . 20,000 „ 

Tn case i the landlord will receive in the first year £500, the 
second year £i,ooo, and the third year £1,200 ; total, £2,700. 

In case 2 (a) (i) (assuming a minimum of £800) the landlord will 
receive £800 m the first yesiT, but as this is £300 more than he 
would otherwise receive, the latter is recoupable in future years. 

-He will receive in the second year £1,000, less £200, i.e. £800. The 
reason why the whole sum of £300 cannot be deducted is that the 
landlord must receive at least £Boo. This leaves the sum of £100 
to be carried forward. The landlord in the third year will receive 
£1,200, less £100, i.e. £1,100. Students, in a case of this sort, must 
be careful to avoid the enor of deducting from the £1,200 the sum 
of £400 to leave the landlord with £800, because the landlord is not 
restricted to £800 — it is a minimum, not a maximum — after the 
short workings have been absorbed. It will be perceived that in the 
future years when output has fully developed, there is every prob- 
ability that the temporary overpayments (i.e. short workings) will 
be eliminated, leaving in the long run the same amount of royalties as 
if no minimum had been bargained for. Thus, the landlord receives 
(comparing the two methods so far illustrated) — 

I 2 (a) (i) 

£ £ 

1st Year . 500 800 

2nd ,, i,oDo 8oo 

3rd ,, . . . 1,200 I, 1 DD 

;^2,7DD £'Z,’J 03 

2 [a) (ii) (a). If the limitation is for two years from the com- 
jnencement of the lease, the short workings at the end of the second 
year, i.e. £100, will be no longer recoupable and must be written 
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off, SO that in the third year the landlord suffers no deduction and 
therefore receives £1,200. 

2 (fl) (ii) (j8). If the limitation is for one year after the deficiency 
arises, the amount short in the first year will be recoupable only in the 
second year, that of the second year in the third year, that of the 
third year in the fourth year, and so on. Thus, the £300 short in the 
first year is available for the second year, but only £zoo can be 
utilized therein (because the landlord must receive his minimum 
of £Boo), so that the sum of £100 is now irrecoverable, the landlord 
receiving £1,200 in the third year. Whatever the royalties in the 
fourth year, the landlord will suffer no deduction because in the 
third year there is no shortage, and it is only the third year shortage 
that is available for the fourth year. 

2 (6) . In this case the landlord receives in any one year the amount 
of royalties or his minimum rent, whichever be the larger. The 
landlord thus receives, 1st Year, £Boo (Minimum) ; 2nd Year, £1,000 
(Royalty) ; 3rd Year, £1,200 (Royalty). 

Income Tax. It is the duty of the payer in the case of Patent 
Royalties, Mining Royalties, and in certain circumstances Copy- 
right Royalties, to deduct income tax, and account for such deduc- 
tion to the Inland Revenue authorities. 

Such a deduction obviously in no way affects the amount of 
charge for royalties, as the amount of tax is merely accounted for 
to the Inland Revenue instead of being paid to the royalty owner. 
(See Chapter XXI.) 

Book-keeping Entries 

1. Where no minimum rent exists — 

For Royalty : 

Debit Royalty Credit Landlord ^ (or Royalty owner) 

For Payment : 

Debit Landlord Credit Cash * 

Income Tax (at current rate) 

2. [a). Where a minimum rent exists with right to recoup short 
workings. (This applies in all the sub-headings of (2) as the distinc- 
tions explained under this head do not affect the type of entry 
required.) 

(i) Where the royalty is less than the minimum rent — 

Debit Royalty (for Royalty) . \ Credit Landlord with Minimum 

,, Short Workings (for Deficiency) / Rent 

The amount of royalties is transferred to Production Account 
whilst the short workings is carried forward and shown in the Balance 
Sheet as an asset. 

(ii) Where the royalty exceeds the minimum rent. 

Debit Royalty (for Royalty) Credit Landlord (for Royalty) 

^ The word Landlord will be used in the remainder of the entries outlined. 

■ As this is an ordinary book-keeping entry, it is not repeated in thb 
remainder of the entries outlined. 
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with the following consequential entry if there is already a balance 
on short workings. 

Debit Landlord to the extent Credit Short Workings 
dI short workings, but limited 
if necessary so as to leave the 
Landlord's balance in ciedit 
for his minimum rent 

[It will be clear that no such consequential entry can arise in the first year, 
unless the agreement provides therefor, as there is no balance on short work- 
ings.] 

The latter entry may or may not be available, according as to 
whether the time limit (if any) has expired. When the right to 
recoup has expired the amount should be written off thus — 

“ DebitShort Workings Irrecoverable Ciedit Short Workings 

As before. Royalty Account is subsequently transferred to the 
debit of Production Account, but the Short Workings Irrecoverable 
Account is transferred to the debit of Profit and Loss Account. 

It may be noted that in two instances it may be desirable to write 
off at least a portion of the short workings even before they prove 
irrecoverable, viz. — 

(а) When production in the future is not likely to be of sufficient 
magnitude to absorb the Short Workings Account, and 

(б) When the lease is nearing expiry, because there will not be the 
opportunity to recoup in the future, as production will cease with 
The expiry of the lease. 

2 (6). Where there is a minimum rent but without right to recoup 
short workings. 

Where the Royalty exceeds the Minimum Rent : 

Debit Royalty (for Royally) Credit Landlord (for Royalty) 

WTiere the Royalty is less than the Minimum Rent ; 

Debit Royalty (for Royalty) Credit Landlord (for Minimum 

,, ' Short Workings iT^rrcovcrable Rent) 

(for Deficiency) 

It will be seen, therefore, that there is no difference between 2 (a) 
and 2 (6) except that in the latter case there is no transfer against the 
landlord for recoupment of short workings and the short workings 
are immediately written off, whilst in (i) the question of short 
workings does not arise, so that all the principles may be elucidated 
by explanatory examples of entries arising in 2 [a). 

Illustration. The Everbrite Tin Co. obtains a lease of land from 
Lord X, the terms being a royalty of zs. a ton raised with a mini- 
mum rent of £200 ; with a right to recoup short workings. 

In the first year 1,600 tons were raised. Show Accounts in the 
Lessee's books. 

This account would have bcF*n carried forward bad the right to recoup 
existed. 
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The Ledger Accounts will be — 

Dr. Royai ty Cr. 


To Lord X 


£ 

160 

By Production Account. 


£ 

160 

Dr. Short Workings Cr. 

To Lord X » . 


1 

£ 1 

4 n 1 



£ 

Dr. Lord X (Landlord) Cr. 

To Cash ..... 
,, Income Tax ’ . 


£ 

IID 

90 

By Royalty ■ . . . . 

,, Short Workings * . 


£ 

x6fj 

40 

£200 

£200 


Illustration. The same terms as in the preceding illustration, 
the tons raised in the succeeding years being — 

Tons Tons 

Year z . . 950 Year 4 . . 3,aDD 

Year 3 . . 1,100 Year 5 . . z ,6 dd 

Show Accounts in the Lessee's books. 

The entries (shown in tabular form) will be — 



Royalty 

Landlord 

Short Work- 
ings 


Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Year 1 (repeated for sake of 

£ 

£ 

£ 

£ 

£ 

£ 

clarity) 

iCd 



ZOO 

40 


,, 2 . 

95 



zoo 

ID 5 


..3 

IlD 



200 

90 


M 4 

380 


[a) i8d 

380 


[a) 180 


z6o 


(!>) 55 

z6o 


(6) 55 

■•5 1 

[Total /i,oo5] 

Total ii(?t crediLi 





1 


005] 1 




« D H 


Notes, (a) The most that can be transferred is £180, because if the whole 
of the Short Workings Account were transfeiTed it would reduce the land- 
lord's sum to less than £200. 

(b) There is a balance only of £55 on short workings at the end of the fourth 
year, so that in the fifth year it can be wholly absorbed (still leaving the 
landlord with £205). Care must be taken to avoid transferring ;^6o, as the 
landlord is always entitled to at least /zoo; and where the royalty exceeds 
that sum he is entitled to the excess when the short workings arc exhausted, 
as in the fifth year. 

^ Shown in Balance Sheet as an asset, but see page 31Z for alternative 
treatment resulting from C.I.R. v. Cranford Ironstone Co. 

* 9s. in the £ on £200. 

■ Making up the minimum rent of £200. 

Transferred to Production Account. 

^ Discharged in Cash and Tax. 

" Shown in Balance Sheet as an asset so long as available for recoupment. 
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It will be seen that total royalties are £1,005, whilst the landlord 
receives in all the same amount. 

Illustration. The same facts as in the preceding illustration, 
except that the right to recoup short workings endures for four years, 
commencing with the date of the lease — or more properly for three 
years after the expiry of the first year of the working (i.e. all short 
workings must be written off unless recouped by the end of the 
fourth year), and that the output in the sixth year is 1,800 tons. 

In this case the entries in respect of the first three years will be 
identical with those shown above. 

The remaining entries will be — 



R03" 

alty 

Landlord 

Shuit 

Workings 

Short 

Workings 

IrrpLOVbrable 

Yc.ir 

Dt. 

Cr. 

Dt. 

Cr 

Dt 

Cr. 

Dr. 

Cr. 


£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

4 . . . 

380 


[a) 180 

380 

235' 

(«) 180 
(!>) 55 

(b) 55 

z 

5 ■ • ■ 

2.60 



a6o 





b . . . 

t8o 



.200 



20 

2 


^ Illustration. Assuming that the lease permitted short workings 
to be recouped within two years from the year of the deficiency 
the entries, in tabular form, will be — 


Yf-ar 

Royalty 

Landlord 

Short 
or kings 

Short 

Woi kings 
InPLOvrrable 

Notes 


Dr. 

Cr 

Dr. 

Cr. 

Dr. 

Cr 

Dr 

Cr 



£ 

£ 

£ 

£ 

£ 

£ 

L 

£ 


I 

160 



200 

40 





2 

qs 



200 

105 





3 

no 



200 

go 

40 

40 


Year i Deficipncv now ir- 










recoVLrable 

4 

380 


xSo 

3P0 


iBd 



Ypar 2 Dehcicucy c o in - 










pletily rpcouprd plus £73 










n| yi ar 3 


2Gn 


15 

z6o 


IS 



''■'prfr 1 llalaiM t* n LOuped 


[i 

Dt j 1 

[lo 

tal 


j 

[Total 

£ 4 ^\ 




005] 

Net C 

ri;dit 









L\jO 

45L _ 







As a variation from those already treated, the following example 
ipplies the same principles to the case of royalties based on stitches 
nade by a maclxine employed under a hiring agreement. 

Illustration. A. S. Lacker, on ist January, 19.., leases a 
nachine to H. Ardy on terms that the charge for royalty be 3d. per 

This IS Ihe balance of ^iliort Workings Account fiom the third year. 

* Written off to Profit and Loss Account. 
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1,000 stitches with a minimum monthly payment of £io, with right 
to recoup "short workings" over the three months immediately 
succeeding the month of the shortage. 

From the special counters employed, the numbers of stitches foi 
each month are — 


19. . 

Stitches 

19. . 

Stitches 

Jan. 

. . 400,000 

May . 

1,040,000 

Feb. . 

. . 640,000 

J une . 

. 800.000 

Mar. . 

. . Boo, 000 

July . 

. 1,200,000 

Apr. 

. . gbo,ooo 




Show the entries required in the books of H. Ardy. 
The entries, in tabular form, will be — 


Date 

Royalty 

A. S. Lacker 

Short 

Workings 

'^Lort 

Workings 

IrrerDverdble 

Notes 

19.. 

Dr. 

Cf 

Dr. 

Cr 

Dr. 

Cr. 

Dr. 

tr. 


£ 

£ 

£ 

£ 

£ 

£ 

£ 

i 

Short Workings rpcoverablc 

Jan. 31 

5 



ID 

3 












until 30th April 

Feb. aB 

a 



ID 

2 





Mar. 31 

xo 



10 






Apr. 30 

12 


2 

12 


2 



£2 of the January Short 






3 

3 


Workings recoupeil. The 
biiUiire IS now irrecover- 


May 31 

13 


2 

13 


2 



able. 1 ebniary Shoil 
Workings rei nupeil m 

June 30 

ID 



10 





May 

July 31 

*3 



15 







[Total 

£73] 

[Tot 

al nrt 



[Tot 

al £3] 




ertd 




1 




The full accounts will present no difficulty, but for sake of clarity 
the April accounts are shown below — 


Dr. Royaltv Cr. 


19. . 



£ 

IQ. - 



£ 

Apr. 30 

To Lacker 


12 


(Total of Account 







transferrer! to Pro- 
duction Account) 





Dr. A. S. Lacker Cr. 


19.. 
Apr. 30 

T D Sh ort Workin gs 
,, Cash 


£ 

a 

10 

ig.. 
Apr. 30 

By Royalty 


£ 

12 




^12 















Dr. 
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Short Workings 


3II 

Cr. 


To Balance . 

b/d 

£ 

7 

19. . 
Apr. 30 

By Lacker — Short 
Workings re- 
couped . 

Profit and Loss 
Account : 

Short Work- 
ings irrecover- 
able 

„ Balance . 

c/d 



£7 




To Balance 

b/d 

a 





I9-- 
Apr. I 


May I 


3 

a 

£7 


It will no doubt have been observed that where the right to 
recoup short workings exists for a specified period from the com- 
mencement of the agreement, the question really resolves itself into 
two parts : (i) The right of recoupment of short workings extending 
in the ordinary way, taking the last year in which the recoupment 
is possible as the equivalent of the last year of a lease, and after the 
expiry of the specified period (2) without right of recoupment 
existing at all. In other words, there are two distinct arrangements 
just as if the early years where recoupment is possible were covered 
by one lease and superseded by a new one containing no such right. 
"" Therefore, at the expiry of the first "break” it will be necessary 
to write off the short workings irrecoverable (if any). 

Illustration. Royalty is is. per ton; the right of recoupment of 
short workings to extend for four years only from the commence- 
ment of the lease (i.e. three years from the end of the first year). 
Minimum rent, £70 per annum. Yearly output as shown in column 
2 below. Show, in columnar form, the accounts in the books of the 
Lessee. 


(•) 

Year 

(2) 

Tons 

Royalty 

Landlord 

Short 

Workings 

Short 

Workings 

Irrecoverable 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 

Dr. 

Cr. 



£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

1 

i,doo 

50 



70 

zo 




a 

1.500 

75 


5 

75 


5 



3 ■ 

2,000 

loo 


15 

100 


15 



4 ■ 

I.ZDO 

60 



70 



ID 




[cxpir 

y of th 

B "rec 

oupme 

nt " pe 

riod] 



5 . 

1,000 

50 



70 



20 


6 . 

800 

40 



70 



30 


-7 . 

1,500 

75 



75 





B 

2,100 

105 



105 






II — (B.2083) 
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In the fourth year the whole of the balance of short workings 
unrecouped must be written off. In the fifth year (and subse- 
quently) the short workings are written off at once because they • 
are not recoupable. 

It will therefore be clear that from the fourth year the 
landlord obtains the royalty or minimum rent, whichever is the 
greater. 

It may here be noted that, where the minimum rent exceeds the royalties, 
the amount deductible from profits for taxation purposes is the minimum 
rent and not the lesser royalties on tonnage (C.I.R. v. Cranjord Ironstone Co., 
1942). Where short workings are carried forward in the accounts with only 
the actual tonnage royalty transferred to Production Account, the necessary 
adjustment can be effected in the tax computations without altering the 
books. On the other hand, should it be desired to write off the whole mimmuiri 
rent (even though there is a right to recoup short workings), keeping a record 
in the books of Short Workings recoverable, this may be done with the follow- 
ing entry, in addition to those already detailed; debit Profit and Loss 
Account with short workings to be written off ; credit Short Workings Suspense. 
The balance on this account will offset the balance on Short Workmgs Account ; 
and where any of the latter balance is used under the right of recoupment, a 
similar amount must be written back to Profit and Loss Account from the 
Suspense. Probably, however, a Memorandum Short Workings Account would 
suffice, thus avoiding the creation of the Suspense Account. 

Summary of General Principles. Before sub-royalties are dealt 
with the general principles already dealt with are summarized 
below — 

(1) There may be no right at all to recoup short workings. 

(2) Where the right to recoup short workings exists, it may be 
subject to a limitation as to the period within which the right may 
be exercised, e.g. — 

[а] A certain number of years from the commencement of the 
lease or agreement. 

(б) A certain number of years from the end of the year in which 
the deficiency occurs. 

Therefore particular attention should be given to the dates and 
the terms of the Lease. 

(3) Unless some covenant to the contrary is contained in the lease, 
the balance of short workings, inclusive of the amount arising in the 
last year of the lease, is irrecoverable. 

(4) The landlord, in circumstances (i), will always be entitled 
to the amount of royalty or minimum rent, whichever is the 
greater. 

(5) Once the short workings balance is eliminated, the landlord 
will receive in one year (until another deficient year arises) the 
full royalty, subject to the deduction of income tax where 
necessary. 

(6) Where the time limit for recouping short workings has expired, 
the treatment of royalties for subsequent years is exactly as if no 
right to recoup existed, and the irrecoverable short workings are L.t 
once written off. 
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(7) The Short Workings Account must never have a credit 
balance unless there is some exceptional agreement, e.g. to anticipate 
short workings in future years. 

(8) [a) If the royalty is less than the minimum rent, the land- 
lord is credited with the higher figure (i.e. minimum rent) and the 
Short Workings Account debited with the difference. 

(&) If the royalty exceeds the minimum rent the landlord is 
first credited with the higher figure (i.e. royalty), and, secondly, his 
account is debited and Short Workings Account credited with the 
recoupable short workings, if any, the latter transfer being re- 
stricted where necessary, to leave the landlord in credit for his 
minimum rent. 

’Sub-Royalties. It frequently happens that a concern obtains a 
lease of land on which to work a mine or quarry, the terms being 
the usual royalty, merging in a minimum rent with a right of recoup- 
ment of short workings, coupled with the right to sublet part of the 
land to a sub-lessee. 

The entries in the lessee's books in respect of royalty receiv- 
able are reverse to those relating to royalty payable. Should the 
sub-letting be at a higher rate than that payable by the lessee to 
the landlord, such excess is a profit to be credited to Profit and Loss 
Account; otherwise the amount receivable from the sub-lessee is 
credited to the Production Account against the royalty payable 
by the lessee, since the latter accounts to his landlord for the 
royalty upon the whole output. Usually separate accounts 
for the royalty receivable and payable are opened, although one 
account only may be employed; but in both instances the net 
royalty payable will be transferred to the debit of Production 
Account. 

Illustration. P. Quick obtains a lease from R. Rich to work a 
mine, the terms being a royalty of is. per ton merging into a mini- 
mum rent of £100 per annum, there being granted to the lessee the 
right to recoup short workings over the whole period of the lease. 
P. Quick sublets part of the property to V. Poor, the terms being 
a royalty of is. per ton merging in a minimum rent of £48 per 
annum, recoupment being available over the whole period of the 
sub-lease. The amount of ore extracted is as follows — 


Year 

P. Quick 

V. Poor 

Total 

Production 


(Tons) 

(Tons) 

(Tons) 

I . 

I, IDO 

400 

1,500 

2 . 

1,160 

54 ° 

1,700 

3 ■ 

1,300 

700 

2,000 

4 • 

1,400 

900 

2,300 

5 ■ 

i,8oo 

1,200 

3,000 

6 . 

800 

1,200 

2,000 
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The entries in the books of the lessee, in abbreviated tabular form, 
will be — 


Year 

Royalty 

Payable 

Landlord 

Short 

Workings 

Sub- 

lessee 

Royalty 

Rooeiv- 

able 

Royalty 

Suspense 

[Y early Bal- 
ance ot Roy- 
alty Suspense] 


Dr. 

Dr. 

Cf. 

Dr. 

Cr. 

Dr. 

Cf. 

Cr. 

Dr. 

Cr. 1 

Cr. 


£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

^ 1 

£ 

I . 

75 


loo 

25 


49 


20 


29 

29 

3 . 

85 


100 

15 


48 


27 


21 

49 

3 - 

IDO 


IDO 



49 


35 


13 

62 

4 

II3 

15 

115 


15 

49 


45 


3 

65 

i - 

150 

25 

150 


25 

60 

12 

60 

12 


53 

6 . 

IDO 


loo 



60 

12 

60 

12 


41 


[Total 

[Tata 

net 



[lotalnpt 

flotal 


1 

[Carry Iwd. 


£635] 

credit, £625] 



debit, £2BB] 

£247] 



as Liability 




1 





^1 



1 

£41] 


It will be observed that the lessee, having no more short work- 
ings, has paid over the period the precise sum due based on 
output. 

As regards the sub-lessee (who will make entries in his books on 
the principles outlined), he may be regarded as in a similar position 
in respect to the lessee as the latter is to the landlord, so that the 
entries in the books of the lessee, so far as the royalty he obtains 
from the sub-lessee is concerned, are, as mentioned, the reverse to 
those already explained. So long as it is perceived that for the pur- 
poses of book-keeping. Quick is Poor’s landlord, the entries are 
identical with those of a landlord in the strict legal sense, and are 
reverse to those made in Poor’s books. 

The suspense is obviously the equivalent, viewed from the opposite 
angle, of short workings, and just as the lessee carries forward 
as an asset his short workings, so a landlord carries forward 
the suspense to cover diminutions of royalty receivable arising from 
recoupments of short workings. 

The student will readily observe that in the books of Poor the 
figures will (with the altered headings of accounts) be found on the 
opposite sides to the above, e.g. year i — 



Royalty 

Payable 

"Landlord" 
(i.e. Quick) 

Short 

Workings 


Dr. 

Cr. 

Dr. 


£ 

£ 

£ 

Year i . 

ao 

48 

aS 


It should be noted that Quick so far will have received 
against royalty of ^^247, leaving £41 in suspense ; but if the sixth 
year were the final year. Quick would lose nothing (he has no short 
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workings) but Poor would lose the ^^41 short workings now irrecover- 
able. Quick would therefore debit the suspense and credit his Profit 
and Loss Account with ;f4i. 

The Ledger Accounts are shown for the first and second years — 


Dr. Royalty Receivable Cr. 


Year I 

To Royalty Payable 

£ 

20 Year i By V. Poor 

£ 

20 

II ^ 

•1 II II 

27 II 2 II 1. ... 

27 




Dr. 


Royalty Suspense 

Cr. 



£ 

1 

Year i 

To Balance . 

c/d 28 Year i By V. Poor 

2B 

II 2 


c/d 4.Q ,, 2 ,, Balance 

b/d 2B 



V. Poor 

21 



49 

49 



,, 3 ,, Balance 

b/d 49 

Dr. 


V. Poor 

Cr. 




£ 

Ypar 1 

To Sundries . 

! 48 Year i By Cash (and Tax) . 

48 

>1 2 

1, 1. . . - 

48 II 2 ,, II II • • 

48 





Dr. 


Royalty Payable 

Cr. 



L 

£ 

Year i 

To R. Rich . 

75 Year I By Royalty Receivable 

20 



„ PrcHluctioii Account 

53 



£75 

£73 

II a 

R. lUch . 





„ 2 ,, Royalty Receivable . 

27 



„ Production Account 

58 



£85 

£85 

Dr. 


Short Workings 

Cr. 



£ 

£ 

Year i 

To R. Rich . 

23 Year I By Balance 

c/d 25 

II a 

,, Balance . 

b/d 25 ,1 2 I. .1 . . . 

c/d 40 


R. Rich . 

15 




£40 

£40 





.. 3 

,, Balance . 

b/d 40 


Dr. 


R. Rich 

Cr. 



£ 

£ 

Year i 

To Cash (and Tax) 

xcra Year I BySundriea 

zoo 

•• a 

fi ti II 

IDD •» 2 II II 

zoo 








Accounts in Quick’s Books (seepage 317) 


Yearly 
Balance 
of Royalty 
Suspense 

5 -a 

q'^ 

Profit and 
Loss 

QO M 

„ „ „ 

m 

»o 

M3 


Dr. 

L 

Royalty 

Suspense 

V- □□ M m cn 

(3 M3 N N M 

tf) 

M3 


cc i-t ri 

V* Pi pi i-l 

n 

^ 2. 

to 

kO 

M3 


Sub- 

Lessee 

(Poor) 

M .1^ 

TD -r 

■ UODDDO ODD mMj 

M3 ^ ^ ^ 

Royalty 

Receivable 

^ D ps. in IT) □ 

M3 Pi n m 

r^. 

DO 


1 ^ M3 

q ^ 

Short 

Workings 

Irrecover- 

able 

Cr. 

i 

^M3 

«n 

'Ml 


Short 

Workings 

in to 

^5M3 m pi 

4| 

• in in 

M3 Pi I-I 

C 

''l- 

M3 


Landlord 

(Rich) 

-M 

■ D Q Q 10 0 rd 

i^M3000m g,— , 

VJ mMMM M IhD 

0 »n 

U-) 

m -•-'M3 

q'^ ^ 

Royalty 

Payable 

1 ' 


• in 10 □ »n □ 

M3 r^oo 0 M tn 

M M IH 

tn 

N 

tn 

M3 


Year 

M « ro ^ tn 


316 


35 
s S 

i ^ 

^ to 


D »n 

u 'd 
.d u 

-o 

■g’S 

6 » 

d -J=» 

u u 
bx] > 
n) <u 

I 

° 2 
J=l 
to , 

u 'u 

55 
2 ^ 


I rn 

. M 

I 


m 

■4J 


(the current year shortage), making a carry forw'ard of £16. (It must be remembered that the can only be recovered by Poor 
in 3'’eaj 5, as this is the final year of the lease.) 

(c) In year 5 the maximum amount of short workings recoverable by Poor is £12, as Quick must at least receive £^8. The 
balance of ^16 less £12 recoupable leaves a net balance of £4 to be taken to the Froht and Loss Account of Quick. 

(d) The £^ is made up of the balance of year 3 [£'^■'5 less £12 recouped] £1, plus year 4, £3. 
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The position, when there is a limitation to the time of recoupment, 
is now shown. 

Illustration. Using the same data as in the foregoing illustra- 
tion save that there is a clause whereby Quick is to have a right of 
recoupment over the first four years of the lease, whilst Poor has the 
right of recoupment as against Quick for the two years following 
the short workings, and that the lease and sub-lease are for five 
years only (so that the sixth year figures are eliminated), show 
Accounts in Quick's books (see page 316). 

It will be seen that the total roy^ties are £525 [10,500 tons at is.] 
but the landlord has received £550, reflected m the fonner figure and 
short workings irrecoverable. 

The Royalty receivable is £187 [3,740 tons at is.] but the lessee 
has received £240, reflected in the former figure and the short 
workings irrecoverable by the sub-lessee. 

If the lessee sublets at a profit, e.g. he pays a royalty of is. per 
ton on the whole output, but charges is. 6d. per ton on the output 
of the sub-lessee, he has, subject to short workings adjustments, a 
profit of 6d. per ton on the sub-lessee's output, which will be credited 
to Profit and Loss Account. 

Illustration. Assume that short workings are recoverable during 
the period of a lease of three years, and the output is as follows — 


Year 

Output in 
Tons 
[Total] 

Lessee's 
Output 
in Ions 

Sub-lessee’s 
Output 
in 1 ons 

I 

1,400 

400 

1,000 

2 

2,300 

1,700 

6do 

3 

3 ooo 

2,280 

720 


[at IS per 


[at Is fid 


ton] 


pur ton] 


Minimum Rent — Landlord to Lessee, £iod. 
„ Lessee to Sub-lessee, £bD. 


Show entries in Lessee's books. 

The entries, in summary form in the books of the Lessee, will be — 


Year 

Royalty 

Payable 

L indlnrd 

Short 

Workint's 

Ivoyilty 

KmcivablG 

Sub lessee 

Royalty 

Suspense 


Dr. 

Df 

Cr 

Dr 

Cr. 

Cr 

Dr 

Cr. 


L 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

I 

70 


loO 

30 


75 

75 


2 

115 

15 

115 


15 

45 

6a 

15 

3 

ISO 

15 

15D 


15 

54 

60 

6 


(») £335 

[Total 

net 

£30 

£30 

(ft) £174 

£195 

(e) £21 




£333J 







.(a) 6,700 tons at IS. 

(ft) 2,320 tons at IS 6d 

(r) Transferred to credit of Pic fit and Loss Account. 



CHAPTER XVI 
JOINT VENTURE ACCOUNTS 

The most usual joint ventures met with in practice are those 
relating to the dealings in a consignment of merchandise, (e.g. 
the purchase and sale of a bankrupt firm's stock) or to dealings 
in stocks and shares. 

If the venture is of sufficient magnitude to warrant a distinct 
set of books being kept, no special book-keeping treatment is neces- 
sary; but where the books of each party record only such trans- 
actions as directly concern him, special treatment is necessary. 

In cases of this type, each party opens one account only ; that is, 
the account relating to the venture. This account is treated as a 
personal account, being debited with all payments made by, and 
credited with all receipts of, the person in whose books it is 

opened. The account is headed "Joint Venture with " and 

forms part of the double entry of the party making the entries. 

Illustration. A and B enter into a joint venture. The necessary 
accounts are, therefore — 

In A's booftj — In B*s books — 

Joint Venture with B Joint Venture with A 

In addition to the personal accounts, a Memorandum Joint 
Venture Account will be written up in order to ascertain the 
total profit or loss on the adventure. When the profit or loss has 
been ascertained, it will be divided between the parties in their 
agreed ratio, or if none is agreed, equally. If a profit has been made 
each party will debit the Personal Account of his co-venturer in 
his books with his own share and credit "Profit and Loss on Joint 
Venture Account." There will be converse entries for a loss. This 
is the entry that causes most difficulty in Joint Venture Accounts, 
and particular note should be made of the correct treatment. The 
ordinary rule for nominal accounts applies, namely, debit losses, 
CREDIT GAINS. 

Rules for Joint Venture Accounts. The rules for Joint Venture 
Accounts may be summarized as follows — 

(i) Each party will open a Personal Account, Joint Venture 
with . . . Account, and will make the following entries therein — 

Debit Joint Venture with . . . Account with the contributions 

and expenses incurred by him on behalf of the Joint Venture. 

Credit Cash or Creditors. 

Debit Cash or Debtors. 

Credit Joint Venture with . . . Account with all Sales made by 

him appertaining to the Joint Venture. 

318 
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(2) The Memorandum Joint Venture Account will be drawn up 
in the same manner as a Profit and Loss Account, i.e. debit losses, 
CREDIT gains. This Memorandum Account represents a complete 
account of all the transactions affecting the venture, i.e. the 
details contained in the Personal Accounts of both parties are entered 
in full in the Memorandum Account on the same side as in the 
Personal Accounts [contra items, such as cash and bills of exchange 
passing between the parties, being eliminated). The balance of 
this account will represent the profit or loss on the venture. 

(3) Each party will, in his own books — 

[а) Debit the Personal Account of the other party with his 
own share of profit (credit Profit and Loss on Joint Venture 
Account). 

(б) Credit the Personal Account of the other party with his 
own share of loss (debit Profit and Loss on Joint Venture 
Account). 

(4) The Personal Accounts of each party will now be found 
to show the same balance ; such balances, however, will appear on 
the opposite sides in the respective books. For example, if A*s books 
show a credit balance of £100 in favour of B, B’s books will show 
a debit balance against A for the same amount. 

Illustration. A and B enter into a joint venture in timber. A 
pays for timber £100, and expenses ^fio. B sells all the timber for 
J[200 and pays expenses £40. They share profits and losses, three- 
fifths to A and two-fifths to B. Show Accounts (see page 320). 

The balances on the accounts, which agree, will be settled by B 
giving A a cheque for £140. 

It should be noted, therefore, that the Memorandum Joint Account 
is merely a combination of the two Personal Accounts. The vital 
object of this account is to find the Profit or Loss, from which 
each party will enter in his own books his share of profit by DEBITING 
his co-venturer (and crediting Profit and Loss on Joint Venture 
Account) ; and conversely for losses. As the two separate Personal 
Accounts contain, on the s\me sides, the contents of the Memor- 
andum Joint Venture Account they must as between themselves 
be reflective, provided the balancing figure of the Memorandum 
Joint Venture Account is shown on the same side in the Personal 
Accounts and in the Memorandum Joint Venture Account. 

Stock. Where the goods relating to the adventure are provided 
by one of the parties out of his ordinary business goods, that party 
^1 DEBIT the Personal Account of the other and credit Purchases^ 
Account with the figure at which it is agreed the goods shall be 
Valued. This figure will, of course, be entered in the Memorandum 
Joint Venture Account on the debit (i.e. "same” side). 

V, ^ If the goods are valued above or below cost, Purchases Account should be 
credited with the cost of the goods and the balance credited or debited to 
Profit and Loss on Joint Venture Account, 
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A '5 Books — 
Dr 


Joint Venture with B 


Cf. 




£ 

Date 



£ 

To C a 5 h (or 




By Balance. 

c/d 

140 

Creditors) 
Cost of Timber 


100 





Expenses 
,, Share of Profit 


ID 





(^) . ■ 


3 ° 







ino 




^140 

To Balance 

b/d 

140 






B *5 Books — 

Dr. Joint Venture with A Cr. 


Date 

To Cash (or 
Creditors) 
Expenses . 
„ Share of Profit 

(^) . . 
,, Balance 

c/d 

£ 

40 

20 

140 

Date 

By Cash (or 
Debtors) ■ 
SaleofTim- 
ber 


£ 

200 




£100 




^200 






By Balance 

b/d 

I4D 

Dr. 

M&morandum Joint Venture 

Cr. 

Date 

To Cost of Timber 
,, Expenses — 

A . 

B . 

„ Profit — 

A, fl . jf 30 

B, . 20 


£ 

100 

lo 

40 

50 

Date 

By Proceeds of 
Sale of Timber 


£ 

200 




£100 




£200 


If, at the close of the venture, there are goods on hand, and 
one of the parties takes them over at an agreed figure, he 
will credit the Personal Account of the other party (and debit 
Purchases Account with that amount). The same amount will be 
entered on the CREDIT side of the Memorandum Joint Venture 
Account (i.e. "same" side). 

Where an intermediate settlement is desired prior to the com- 
pletion of the venture, and there is a certain amount of stock in 
the hands of either or both parties, special treatment is necessary. 



JOINT VENTURE ACCOUNTS 321 

The total value of the stocks is brought down on the debit side of 
the Memorandum Joint Venture Account as a balance, and each 
party will bring down in the Personal Account in his books the 
amount of stock that he has on hand ; this representing his share of 
assets still employed in the venture. 

Illustration. A and B enter into a j oint venture to sell a consign- 
ment of timber on ist January, 19.., sharing profits and losses 
equally. A provides the timber from stock at a mutually agreed 
value of £500. He pays expenses amounting to £25 during January. 
During the month B incurs expenses £65, and receives cash for sales 
£300. He also takes over goods to the value of £100 for use in his 
own business. At 31st January the stock in A’s hands is valued at 
'£110. The remaining stock of £110 was taken over by A for £120 on 
2nd February, 19. .. 

The accounts for January and February will be as follows — 


A 's Books — 


Dr. Joint Venture wiih B Cr. 


19 . . 



£ 

19. . 



£ 

Jan. I 

To Furchas es 



Jan. 31 

By Share of Loss 


40 


Account . 


5OD 


,, Stock 

c/d 

no 

31 

„ Cash: Ex- 




„ Balance. 

c/d 

375 


penseb 


25 








£525 




£525 

Feb. 1 

To Stock . 

b/d 

no 

Feh 2 

By Purchases 




,, Balance 

b/d 

375 


Account 


120 

2 

,, Share of Profit 


5 


,, Balance 

c/d 

370 




£490 




£490 

Feb. 3 

To Balance 

hjd 

370 






B’s Books — 


Dr. Joint Venture with A Cr. 


19.. 
Jan 31 

T 0 Cash: E x - 
peiises 
„ B^ance 

c/d 

£ 

65 

375 

19. 

Jan 31 

By Cash: Sales . 
„ Purchases 
Account . 
,, Share of Loss 


£ 

300 

100 

40 




£44° 




^440 

Feb 2 

To Share of Profit 
,, Balance 

cld 

5 

370 

Feb. I 

By Balance 

b/d 

375 




£375 




£375 





Feb. 3 

By Balance 

hid 

370 
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Dr. Memorandum Joint Venturb Cr. 


19. . 



£ 

19. . 



£ 

Jan. 1 

To Cost of 



Jan. 31 

By Sales . 


300 


Timber 


500 

,, B : Stock 




,, Expenses; 



taken over 


loo 

31 

A. . £25 




,, Stock . 

c/d 

110 


B. . 65 




,, Loss — 




1 


9D 


A, i- £^o 

B, i. 40 








— 


Bo 




£590 




£590 

Feb. I 

To Stock . 

b/d 

IlD 

Feb 2 

By A. Stock taken 



2 

,, Profit — 



over . 


120 


A, i £5 
i . 5 








— 


10 








£120 




£120 










Note. February entries are in itahcs. 


An alternative method of bringing down the stock is to divide it 
up between the two parties in their profit-sharing ratios, and for 
each party to bring into the account in his books his share of the 
stock. In the account, this balance should be brought down separ- 
ately and not merged in with the other items. 

In the above illustration the balances brought down in the 
respective accounts would be as follows — 

A’s Books — 


Dr. Joint Venture with B Cr. 


19. . 



£ 

19. . 



£ 

Jan. I 

To Purchases 



Jan. 31 

By Share of Loss 


40 

Account . 


500 

„ Stock . 

c/d 

55 

31 

„ Cash: Ex- 




„ Balance 

c/d 

430 


penses 


25 








£5^5 




£523 

Feb. I 

To Stock . 

b/d 

55 

Feb. 2 

By Purch ases 




,, Balance 

b/d 

430 


Account 


120 

2 

„ Share of Profit 

5 


„ Balance 

cjd 

370 




£490 




£490 

Feb. 3 

To Balance 

bjd 

370 
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B*s Books^ 

Df. Joint Venture with A Cr. 


19 . . 



MM 

19 .. 



£ ' 

Jan. 31 

To Cash : 


HI 

Jan . 31 

By Cash : Sales . 


300 

Expenses . 




„ Purchases 




„ Balance 

c/d 

430 


Account . 


IDO 




„ Share of Loss 


40 






„ Stock . 

c/d 

55 




£495 




£493 

I eb. I 

To Stock . 

b/d 

55 

Feb. I 

By Balance 

b/d 

43“ 

2 

„ Share of Profit 

5 




„ Balance 

c/d 

370 





4 



£430 




£430 





Feb 3 

By Balance 

bji 

370 


This method has the advantage of showing — 

(1) the reflective nature of the balances in each person’s books ; 

(2) the respective interests in the stock. 

If, in the above method, the whole of the stock is lost and written 
off, each party will write off £55, thus leaving a reciprocal balance 
of £430 to be settled by a cash pajonent in the ordinary way. 

Stock in hand at the balancing date may usually be valued on the 
basis of cost plus a due proportion of the expenses attributable 
•thereto (e.g. purchasing expenses, carriage inwards, etc., but not 
selling or distribution costs) or at market value, if lower. Where 
other assets are held and depreciation is to be taken into account, 
the assets may be brought into the account at the balancing date 
at their written down value, the depreciation charge being thus 
automatically included in the Profit or Loss figure. This can, 
of course, only be done where the assets have been previously debited 
to the Joint Venture Accounts. Otherwise, the agreed depreciation 
charges will be debited to the respective Joint Venture Accounts 
and credited to the respective Depreciation Accounts (or Asset 
Accounts). 

Interest. Where the parties agree to the charging of interest 
on the various debits and credits to the date of completion of 
balancing, the Joint Venture Accounts are treated as Accounts 
Current, 

In the Memorandum Joint Venture Account care must be taken 
to insert the interest figure before ascertaining the profit or loss 
on the venture. In the books of the respective parties the double 
entry for the amount of interest charged or allowed in the Joint 
Venture Accounts occurs in the Interest Account, the balance of 
which is transferred to Profit and Loss Account. The interest 
on the cash transactions between the parties will not appear in the 
Memorandum Joint Venture Account as this is a charge affecting 
the parties themselves and distinct from the venture expenses. 



Date I I Fol.||Manths ||laterest|| Principal II Date | | Fol.||Months ||lnterest|| Principal 
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Dr. Memorandum Joint Venture 


U 


Principal 

,^000 

° 


ui 0 □ D 

D 


D 0 VO 
v^oo 
^ H- n 

VO 

n 

rx 


Interest 

-« ° 

0 


0i 0 

0 


'HJ'O 

VO 

'-rt 


Months 

m 1 


. . pM 

a ~ a 

Ul hH 

^ “ 
pq - - 

Date 

ig. . 
Apr. I 
June 30 

"3 

‘3 

d 

£ 

p^DOOOOD D 

0 


,,joOODD»n jn 

0 


□ 0 0 D 0 r< rn 

oro’^m'd-M tN. 

VO 

n 


-M 

0] 

D 

U 

u 

- 4-1 

d 

»-H 

pq □ VO '^VO DO 

0 


D N rn M 
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«-) 


'^2 

M 


Months 

VO n m M 

u 

rt 

Q 

To Goods . 

,, Expenses — A 

B 

A 

„ „ B 

,, Interest 
,, Profit — £ s. d. 

A, i . 36 17 6 

B, J . 36 17 6 

■ n n 

■ . k. « 

O' d pQ *3 d 

M ni u JS 9 ^ii 2 d 

Ato S >«! S 


5 

a 


o 

5 


w O 


< 


VO 
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S In 

fl *0 
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o 

6 
9 
-O 

a 

e 

o 

a 

D 

s 


L 

D 
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'O 
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qo 
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M 
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In examinatioDS, the details of interest need not be repeated in the memorandum Joint Venture Account, but merely the net 
balance of interest as per the personal accounts of the venturers (i.e. £6 3s. debit). 



ACCOUNTANCY 


326 

Illustration. A and B enter into a joint venture in timber. On 
1st January, 19. A buys timber, costing £400, and on the same 
day he receives a cheque from B for £150. A and B pay expenses 
as follows — A B 

1st Feb. . £^o 1st Mar. . , £ 

1st Apr. . . j^3o 31st May. . ^140 

B sells the timber in two amounts, namely, 1st April £480 and 
30th June £240. They share profits and losses equally, and interest 
is to be allowed at 5 per cent per annum. On ist June B gives A 
a three months' bill for £250, and on 30th June the venture is 
completed by a cheque between the parties. Calculate interest in 
months. Show accounts (see pages 324 and 325.) 

Complete Double Entry Books. It has already been mentioned 
that, where the circumstances warrant the inauguration of a com- 
plete set of double entry books for the venture, no peculiarity of 
treatment usually arises in respect of the transactions. At the same 
time, it must be pointed out that in the separate books of each 
venturer cognizance must be taken of the amounts invested in, and 
the final result of, the venture. These entries in the latter books 
will be very similar to those arising where no separate double entry 
system of accounts exists for the venture. In other words, whatever 
the mode of procedure adopted for the ascertainment of the profit 
or loss on the venture may be, the entries made by each venturer in 
his own books will remain unaffected; hence, the entries in the 
double entry books of each venturer will be unaffected by the 
completeness or incompleteness of the records of the joint venture 
transactions themselves. The entries in the venturers' own books are — 

(1) The Assets brought into the joint venture are debited to the 
Personal Account of the co-venturer. (Cash, Bank, Purchases or 
Asset Account credited.) 

(2) Any receipt of bills of exchange or cash from the joint venture 
is credited to the Personal Account of the co-venturer. (Cash or 
Bills Receivable Account debited.) 

(3) Any taking over of goods or other assets: the Personal 
Account of the co- venturer is credited. (Purchases or Asset Account 
debited.) 

(4) Profit on the venture is debited to the Personal Account of 
the co-venturer and credited to Profit and Loss Account ; any loss 
being credited to the Personal Account and debited to Profit and 
Loss Account. 

In the Double Entry Joint Venture books there will appear a 
Personal Account for each venturer, who will be in credit for his 
contributions plus profits and less losses and drawings (if any). The 
balance of such Personal Account, if in credit, must correspond to 
the debit balance standing on the Joint Venture or Co-venturer's 
Account in the books of the venturer to whom the Personal Account 
relates. 

The important point that requires emphasis is that if the parties 
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are, say, A and B, the debit balance in A's books of account against 
B will be identical with the credit balance in the joint venture books 
,.in favour of A in respect of the latter's contributions, expenses, and 
share of profit, less any amounts received in respect of sales, with- 
drawals of cash or goods, and share of losses, because from each 
point of view it represents an amount owing to A by B. In the joint 
venture books A is a creditor; in A’s own books, therefore, B is a 
debtor. Similarly, in B's books, A will be in debit for B's contribu- 
tions, expenses, and share of profit, less any amounts received in 
respect of sales, withdrawals of cash or goods, and share of losses, 
and this amount will be reflective of the amount of the credit balance 
standing in favour of B in the books of account of the joint venture. 
Thus in B’s books A is a debtor and in the joint venture books B 
is a creditor. If the co-venturers have overdrawn the amount of 
their original capital contributions the position will be reversed, 
the debit balances appearing in the joint venture books being the 
credit balances on the accounts of the respective venturers in each 
other’s books. 

The principle is illustrated below. The facts are made simple in 
order that the student may concentrate his attention solely on the 
principle involved above. 

Illustration. A and B enter into a joint venture, contributing 
£ 1,000 and £800 respectively and sharing profits and losses 3 : 4. 
Jhe purchases arc £1,600 and the sales £2,000. The remaining stock 
is taken over by B for £100. Expenses paid are £60, and expenses 
outstanding unpaid, £20. Complete double entry records are kept. 
All transactions are for cash. A drew out £400. 

Show the accounts — 

(1) In the separate joint venture books. 

(2) In each of the co-venturers’ books as regards the Personal 
Accounts only. 


JOINT VENTURE BOOKS 

Dr . Joint Venture Trading Account Cr. 


To Purchases 
,, Cash: Ex- 
penses 
,, Expenses 
„ Profits — 

A, ^ £iBo 

B, 4 240 

c/d 

£ 

1,600 

6o 

zo 

4Z0 


By Sales 

B : Goods 
taken over 


£ 

2,o0O 

loo 



/ 2 ,lOO 




/2,I00 





By Expenses . 

b/d 

20 
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Dr 


A 


Cr. 




£ 

To Cash. 


400 

„ Balance 

c/d 

780 





By Cash 
„ Share of 
Prohts . 


£ 

1,000 

180 



;£l.l8o 

By Balance . 

b/d 

7BO 


Dr. B Cr. 


To Joint Venture 
Trading Ac- 
count 

Goods taken 
over . 

,, Balance 

c/d 

£ 

loo 

940 


By Cash 
„ Share of 
Profits . 


£ 

Boo 

240 



£i,o^o 




^1.040 





By Balance . 

b/d 

940 


Dr. 


Cash 


Cr 




£ 

To A . 


1,000 

„ B . 


800 

,, Sales 


2,000 



£3.800 

To Balance 

b/d 

1.740 


By J omt V enture 
Trading Ac- 
count 


£ 

Purchases . 
„ Joint Venture 
Trading Ac 
count 


1,600 

Expenses . 


60 

A 


4OD 

., Balance 

c/d 

1.740 

£3.800 


It will be observed that the cash balance in hand is now sufficient 
to pay off the expense creditor (or creditors) for £20, and to pay out 
the venturers' balances. 

The personal accounts of B and A in the books of A and B 
respectively are — 
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/l‘s Books — 

Dr. Joint Venture with B Cr. 


To Cash. 

„ Share of 
Profits . 


H 

00 0 

0 G 


By Cash 
„ Balance 

c/d 

£ 

400 

780 



/I.I80 




£1.180 

To Balance 

b/d 

780 






5's Books — 


Df. Joint Venture with A Cr. 


To Cash. 

„ Share of 
Profits . 


£ 

800 

240 


By Goods 

taken over 
„ Balance 

c/d 

£ 

loo 

940 







£*,040 

To Balance 

b/d 

940 






On settlement of the final balance the usual entries will be made, 
m . — 

- In the Joint Venture books: debit A, £780; debit B, £940; 
debit Joint Venture Trading Account, £20: credit cash, 

£1.740. 

In A's books: debit cash, £780; credit Joint Venture with B 
Account, £780. 

In B's books: debit cash, £940; credit Joint Venture with A 
Account, £940. 

The following illustration should be carefully worked through, as 
t is considerably involved in detail. 

General Illustration. Andrews and Bailey enter into a joint 
/^enture for the holding, purchase, and sale of investments, profits 
ind losses to be shai ed in the ratio 3:2. 

On 30th September, 1952, are purchased the following shares — 
zoo in A, Ltd., for 
200 in B, Ltd., for 
40 in R, Ltd., for ^733 

These are paid for on ist October: Andrews provides £1,174 
3 ailey pays the balance direct to the broker, The following are 
he dividends received and the transactions entered into — 

Dividends Received — 

1952 i 

Nov. 30. Interim Dividend, A, Ltd. ..... 36 
Dec. 30. Dividend, X, Ltd. ...... 7 
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1953 L 


Jan. I. 

Dividend B, Ltd ..... 

Bonus of one Share for every two held. A, Ltd. 

. 

Dealings — 



1952 

Nov. 8. 
Dec. 6. 

Sale of 30 Shares in R, Ltd. 

loo Shares in B, Ltd., taken over by Andrews 

. 405 

. 280 

1953 

Jan. 15. 
Feb. 21. 

Sale of 10 Shares in R, Ltd.. 

Sale of 250 Shares in A, Ltd. 

120 

■ 455 


On Bth November, 1952, £81 is remitted to Bailey by the broker 
out of the proceeds of sale of 30 shares in R, Ltd. 

On 1st December, 1952, were purchased 100 shares in X, Ltd., the 
broker, Roberts, agreeing to lend the £200 necessary for their pur- 
chase with interest at 5 per cent per annum, the sum to be repaid 
not later than 31st January, 1953. The shares are registered in the 
name of Roberts, and the dividend of received on 30th December 
is applied in part repayment of the loan. The money received from 
the sale of ten shares in R, Ltd., on 15th January, 1953, is simi- 
larly applied in part repayment of the loan. On 31st January, 
I953i the balance of the loan is completely repaid by cash. 

The values of the holdings at 28th February, 1953, are — 

100 Shares in B, Ltd., 

100 Shares in X, Ltd., ;^8o 

The value of the holding in A, Ltd., is to be based on the fact 
that the purchase price at 30th September, 1952, included pro- 
vision for four months’ dividend, the half year's dividend of £36 
being paid on 30th November, 1952. The true cost value at z8th 
February, 1953 (taking bonus shares into account), is to be the basis 
of valuation of this investment. Subject to this proviso, all other 
dividends are to be considered as income. 

The accounts recording these transactions in the Joint Venturi 
books are required. 


Dr. Joint Venture Bank Cr. 


1952 



£ 

s. 

d 

1952 



£ 

s. 

d. 

Sept, ao 

To Andrews 


x,i74 

0 

0 

Oct. 1 

By Broker 


X.174 

D 

0 

Ndv. B 

p, Broker 


324 

0 

0 

1953 




30 

,, Dividend: 




Jan. 3 I 



74 

7 

9 


A, Ltd. 


36 

D 

0 

beb. 2B 

,, BaUnce . 

c/d 

798 

12 

3 

, 1953 
Jan. I 

,, Dividend: 












B, Ltd. 


58 

0 

0 







Feb. 21 

,, Broker 


455 

□ 

D 










£2.047 

D 

□ 




^2,047 

□ 

□ 

Mbt. 1 

To Balance . 

b/d 

79 B 

12 

3 
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Loan (Broker) 


Principal 

d. 

o 

9 

O' 


•i 0 1^1 

(>• 


£ 

200 

I 

D 


Interest 

■d ^ 




m 



M 


Months 

N 


By Joint Venture Account — 
Purchase of loo Shares 
in X. Ltd. . 

„ Interest from contra 
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in 

U 

Ui 
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Trial Balance 

2 0th Feb., 1953 Dr. Cr. 




£ 

5. 

d. 

£ 

5. 

d. 

Bank ....... 


798 

12 

3 




Shares per Joint Venture Account 

Andrews ....... 


590 

0 

0 

Sig 

7 

5 

Bailey ....... 





569 

4 

ID 



^1,388 

12 

3 

/1.388 

12 

3 










As regards the valaation of the holding in A, Ltd., after the issue 
of the bonus, 300 shares are held for a cost of ^£360 ; 50 shares, i.e. 
one-sixth, remain at 28th February, 1953, and are valued at 

L X £360 = £60 

It should be noted that the opening payment by Bailey is trans- 
ferred direct from Bailey’s account to that of Roberts, the broker. 
In theory, such a transfer requires a Journal entry to record it. 

The actual results, profit or loss, of the dealings in each invest- 
ment can be shown (apart from dividends received, which may be 
recorded in a separate Dividend Account) by opening a separate 
account for each investment. 


Dr. Shares in A, Ltd. Cr. 


1952 

Sept. 3D 
*953 
Jan. 1 
Feb. 2B 

To Broker 

,, Bonus 
,, Profit 


Nom 

£ 

200 

loo 

£ 

384 

155 

1952 
Nov. 30 
*953 
Feb. 21 
28 

By Dividend . 

,, Broker: Sale 
„ Balance 

c/d 

Nom 

£ 

250 

50 

£ 

24 

455 

5o 




£300 

£539 




£300 

£539 

Mar. 1 

To Balance 

b/d 

50 

60 






Dr. 


Shares in B, Ltd. 


Cr. 




Nom 





Nom 


*952 
Sept. 30 

To Broker 


£ 

200 

£ 

757 

*952 
Dcl. 6 
*953 
Feb. 28 

By Andrews 

„ Balance 
,, Loss . 

c/d 

£ 

100 

IDO 

£ 

280 

A 

450 

27 




£200 

£757 




£200 

£757 

1953 

Mar. I 

To Balance 

b/d 

IDO 

450 






Dr. 


Shares in R, Ltd. 


Cr . 

1952 
Sept. 3D 

To Broker 


Nom 

£ 

40 

£ 

733 

*952 
Nov. B 

By Broker: Sale 


Nom 

£ 

30 

£ 

403 






*953 
Jan. 15 
Feb. 2B 

„ Broker: Sale 
„ l^ss . 


lo 

I2D 

aoB 




£ao 

£733 




£40 

£733 
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Dr. Shares in X, Ltd. Cf. 



The foregoing accounts, if opened, will displace the detailed Joint 
Venture Account so far as shares are concerned, the profit or loss 
thereon being transferred to the Joint Venture Account which will 
then be— 


Joint Venture Cr. 




£ 

5 . 

d 




£ 

I, 

d. 

To I.DSS on Shares — 






By Profit on Shares — 





B, Ltd. 


2 ^ 

0 

0 


A, Ltd. 

„ Loss 


155 

D 

D 

R. Ltd. 


2 oB 

□ 

0 


c/d 

2DO 

0 

D 

X, Ltd. 


120 

0 

0 








£355 

0 

D 




^355 

D 

D 

To Loss 

b/d 

200 

0 

D 


By Dividends — 





„ broker's Interest 

I 

7 

9 


A, Ltd. £36 (/ms £24 











credited to 
Assets) . £i2 











X, Ltd. . 7 

B, Ltd. . 5a 











— 


7 ? 

D 

0 







„ Loss 


124 

7 

9 



£201 

7 

9 




£zoi 

7 

9 










* 



The balances on the separate Shares Accounts must be equal to 
that appearing in the Joint Venture Account constructed by the 
first method. 


CHAPTER XVII 
CONSIGNMENT ACCOUNTS 

It is a common practice ol exporters tn dispatch goods to repre- 
sentatives abroad for the purpose of sale. The knowledge possessed 
by the agent of local conditions, the availability of the goods for 
the foreign customer by reason of the present possession of stock in 
the foreign agent's warehouse, and many other reasons, form a 
strong inducement to the exporter to enter into an arrangement 
with a reliable local trader whereby the latter will receive goods 
for sale on behalf of the exporter. 

Goods forwarded by an exporter to his agent for the purpose of 
warehousing and ultimate sale are described as a consignment, the 
sender of the goods being called the consignor and the recipient the 
consignee. Alternatively, the parties concerned are often respec- 
tively designated principal and agent. 

Such a dispatch of goods, from the point of view of the consignor, 
is called a Consignment Outwards; from that of the consignee, 
a Consignment Inwards. 

At periodical intervals, the consignee renders to his consignor a 
statement showing the goods received, sales, expenses incurred, 
commission charged, and remittances made, with the resultant 
balance due by him. This is called an Account Sales. 

Illustration. H. Andrews, of Manchester, consigned 40 CEises of 
goods to his agent, H. Butler, of Sydney, per S.S. San Pedro, invoiced 
at £15 per case, and drew a bill at 90 days for £400. An Account 
Sales was received in due course from the consignee showing gross 
proceeds of sale £880 made up of 30 cases at £20 each and lo at £28 
each. He deducted the following items : Dock dues, £15 ; Marine 
Insurance, £7 4s. ; Storage, £18 ; Import Duty, £30 ; Commission, 
5 per cent and i per cent del credere on sales. Show the Account 
Sales submitted to H. Andrews by H. Butler in respect of the above 
consignment. (See page 337.) 

It is of considerable importance to observe that a consignment 
is not in the nature of a sale by the consignor, nor of a PUR- 
CHASE by the consignee. It is clear that mere removal of goods 
from one department to another does not make a sale, and whether 
the removal is a matter of yards or miles it does not alter the 
significance of the transaction. It is usual to send to the 
consignee a memorandum, called a pro forma invoice, but this 
merely serves as a guide to the consignee unless, indeed, it is 
an actual instruction to sell at the price indicated in the invoice. 
For similar reasons a consignment does not come under the 
heading of “Goods on Sale or Return," “Hire Purchase," or 
“Forward Sale." It is, then, merely a transfer of goods from 

336 
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one place to another with a view to the sale by the recipient on 
behalf of the sender. 

Account Sales of 40 cases of Goods exS.S. San Pedro, sold for account of 
H. Andrews, Manchester, by 

H. BUTLER, 

10 Old Bailey Street, 

Sydney. 


Marks 






£ 

5. 

d. 

and 

30 Cases at £20 per case . 




600 

0 

0 

Number 

ID ,, at £28 



• 

■ 

280 

0 

0 







880 

0 

D 


Less — 

£ 

d. 

£ 


d. 





Dock Dues . 

. 15 0 

0 








Import Duty 

. 30 D 

D 








Marine Insurance 

■ 7 4 

D 








Storage 

. 18 0 

D 









— 

— 

7D 

4 

0 





Commission — 










5% of ^880 

■ 44 0 

D 








Del Credere — 










1% of £880 

. 8 16 

0 










— 

52 

16 

0 











123 

0 

0 








757 

0 

D 


Less Draft accepted against Consignment . 

400 

D 

0 


Balance due to H. 

Andrews 


• 

• 

£357 

0 

0 


E. & O.E. 

Sydney. (Signed) H. Butler, 

Date 


The consignee is entitled to be reimbursed for his legitimate 
expenditure, and to be paid his remuneration, it being clear that the 
consignee is neither a buyer nor a seller on his own account : conse- 
quently, the remuneration is his reward for services rendered to his 
consignor. The remuneration, which is termed commission, is 
usually calculated upon the total value of goods sold by the con- 
.signee. An additional commission, called del credere commission, is 
paid where the consignee agrees to meet any loss which the consignor 
may suffer by reason of bad debts. It must be noted that arrange- 
ments are frequently made whereby the consignee is paid on a per- 
centage of profits. 

CONSIGNOR’S BOOKS 

The object of the book entries relating to Consignments Out- 
wards is to ascertain the net profit or net loss on each separate 
consignment, and to transfer this figure to a Profit and Loss on Con- 
signment Account. 

• A special account is opened to ascertain the profit or loss on each 
consignment, headed (Consignment to — Account; thus if the 
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consignment is sent to B, Bombay, the account will be headed 
Consignment to B, Bombay. 

The Consignment Account is not ^personal Account but a nominal 
account; it is, in fact, a special Trading and Profit and Loss 
Account. It is important that the nature of this account be clearly 
grasped, because the principles applied to Trading and Profit and 
Loss Accounts are applicable to Consignment Accounts. The con- 
signee is not the consignor's debtor for the goods (either at sale 
or cost price), the relationship of the parties being respectively 
Agent and Principal as distinct from Purchaser and Vendor. 

Usually the Consignment Account is debited with the goods at 
cost^ price and a Goods on Consignment Account credited; the bal- 
ance of the latter account at the end of the accounting period being 
transferred in total to the credit of Purchases Account, or, alterna- 
tively, direct to the Trading Account. 

All the expenses incurred by the consignor in respect of the 
consignment are debited to the Consignment Account and credited 
to cash or creditors, according to whether the expense is a cash or 
credit transaction. If the consignment expenses have been posted 
to the different expenses accounts, the}" will be transferred there- 
from to the debit of the Consignment Account. 

Upon receipt of the Account Sales from the consignee, a Personal 
Account is opened for him. The consignee owes to the consignor the 
proceeds of the sale, less any expenses (including commission) that 
he has properly incurred in respect of the particular consignment. 
Accordingly, the gross proceeds of the sale are debited to the 
Personal Account of the consignee and credited to the Consignment 
Account, or the net figure (i.e. the gross proceeds, less expenses) 
may be debited to the account of the consignee and credited to 
the Consignment Account. The latter method, however, is em- 
phatically not recommended, because the true sales and expenses 
are not disclosed. Where the consignee remits a bill or draft in final 
settlement of the balance due, his Personal Account will be credited, 
and Bills Receivable or Bank debited. It must not be inferred that 
the consignee always remits in full the balance due to his consignor, 
and it may happen at any particular date that the consignee's, 
Personal Account is not “in balance,'' but as it is an ordinary Per- 
sonal Account the student is not likely to be confronted with any 
difficulty in his treatment of it. If the consignee has not remitted 
the balance due by him in full, but only in part, he will be a 
debtor, whereas if he has remitted more than the balance due by 
him he will be a creditor. In practice, considerable difficulties arise 
by reason of the failure of the parties to “clear" each consignment 
as and when closed, particularly when the consignee remits round 
sums from time to time. 

^ The consignor may, however, have charged the goods to the Consignmeijt 
Account at selling price. The treatment arising therefrom is shown 
on page 346. 
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The Consignment Account will now contain on the debit side : {a) 
the cost ^ price of the goods, and (6) all the expenses relevant to the 
consignment, and on the credit (a) the Total Sales and (6) the Stock 
on Hand, if any, which will eitlier be brought down as a balance 
on the debit of the Consignment Account for the succeeding period 
or be transferred to the debit of Consignment Stock Account (the 
second procedure being analogous to that pursued in the case of the 
Trading Account). The balance now standing on the account 
represents the profit or loss on the consignment. If a profit has 
resulted, it will be entered on the debit side, and transferred to the 
credit of Profit and Loss on Consignment Account; if a loss has 
ensued, it will be entered on the credit side and transferred to the 
debit of Profit and Loss on Consignment Account. The balance of 
the latter will be transferred to the General Profit and Loss Account 
at the end of the accoimting period. 

Finally, it must be noted that where transactions with the 
consignee are numerous, it is usually advisable to open separate 
accounts duly referenced for each consignment so as to avoid the 
confusion which is likely to arise by consolidating all the consign- 
ments in one account. 

COST PRICE METHOD 

Summary of Entries. Before proceeding with an example it is 
pioposcd to give a summary of the entries appropriate to Consign- 
ment Accounts, namely — 

I. Debit Consignment Account with the cost price of the goods, 
and credit Goods on Consignment Account. 

II. Debit Consignment Account with all expenses paid by the 
consignor in respect of the consignment and credit cash, creditors 
or expenses accounts. 

III. When the Account Sales is received from the consignee, two 
entries are made, viz. — 

(а) Debit consignee, credit Consignment Account with total 

SALES. 

(б) Debit Consignment Account, credit consignee with all 

expenses incurred by the consignee and with his commission. 

IV. Credit Consignment Account with Stock on Hand, and 

(а) bring down as a balance or 

(б) debit Consignment Stock Account. 

V. Transfer the balance of the Consignment Account to Profit 
and Loss on Consignment Account and the balance of that account 
to General Profit and Loss Account. 

VI. Debit the balance of Goods on Consignment Account and credit 

(a) Purchases Account or 

(&) Trading Account. 

VII. Credit consignee, debit Cash or Bills Receivable with 
remittances received from the consignee. 

» See page 338, note. 
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Illustration. C. Cotton, of Manchester, on 3rd January consigns 
goods, costing £1,000, to R. Rajah, his foreign agent. C. Cotton 
pays the following expenses on the same date, viz, : Marine Insur- 
ance, £zo; Carriage and Freight, £70. R. Rajah is entitled to a 3 
per cent selling commission and a ij per cent del credere commission. 
In due course R. Rajah sends his Account Sales, which shows that 
he has sold goods for £1,600 and paid expenses amounting to £120; 
the expenses were paid on 4th February and the sale effected on 
12th February. Stock in consignee's hands on zBth February, £30. 

With the Account Sales, R. Rajah encloses a sight draft for the 
net amount due to C. Cotton. Show accounts of the consignment 
at zBth February in the books of the consignor. 

Dr Goods on Consignment 





•» ■ 
JaQ 3 

By Consignment to R. 


£ 





Rajah 


l.DOO* 


Dr Consignment to R Rajah Cr 


19 .' 



£ 

*9 ■ 



£ 

Jan. 3 

To Goods on Consign- 



Feb 12 

By R. Rajah— 



ment 


1,000 


Sales — per Account 




,, Cash — 




Sales . 


1,600 


Insurance 


30 

28 

„ Stock 

c/d 

30 


Carnage and Freight 


70 




Feb. 4 

„ R. Rajah— 








Expanses 


Z 2 D 





13 

Commissions 


100 





SB 

„ Profit and Loss on 








Consignment Ac- 
count . 


3*0 







£ 

1,630 



£ 

1,630 

Mar I 

To Stock 

b/d 

3 D 





Dr. 

Profit 

AND Loss 

ON Consignment 

Cr. 





19 

Feb 2B 

By Consignment to R 


£ 






Rajah . 


33 J' 

Dr. 


R. Rajah 


Cr J 

19.. 



£ 

19 ■ 



£ 

Feb. 13 

To Consignment to R 



Feb. 4 

By Expenses . 


Z 3 D 


Rajah — 



12 

„ Commissions 


IDO 


Sales . 


Z,6do 

aB 

„ Draft 


Z,3Bo 




£1,600 




£1,600 










It should now be clear that the Consignment Account is a Profit 
and Loss Account, whilst tlie Consignee's Account is a Personal 
Account to which the ordinary principles of book-keeping apply. 

’ Subsequently transferred to the credit of Purchases or Trading Account 
* Subsequently transferred to the credit of General Profit and Loss Account. 




CONSIGNMENT ACCOUNTS 


341 


Should there be a large number of consignments, the consignor 
^11 almost invariably employ a special Day Book and Ledger. In 
the Day Book (called the Consignments Day Book) will be entered 
the cost price of the goods sent on consignment (and, if necessary, a 
memorandum column therein will show the pro forma invoice 
price). From the Day Book the cost price of the consignment will 
be debited to the Consignment Account in question. The total 
of such Day Book will be periodically posted to the credit of Goods 
on Consignment Account. The memorandum column may also be 
totalled, but it forms no part of the double entry. 

VALUATION OF UNSOLD STOCK 

^\^here all the goods have not been sold it is necessary to value 
the unsold stock when preparing the Balance Sheet of the con- 
signor. The valuation will be at cost price or local market 
price, if lower, and to the former figure must be added the non- 
recurring expenses, such as freight, insurance, duties, etc., the 
total of these expenses being apportioned between stock on hand 
and goods sold. It should be emphasized, however, that if the cost 
price (with the addition mentioned) exceeds the local market price, 
the latter must be taken as the basis of valuation. 

Regarding the choice of cost or market value reference to the 
dates and prices of recent sales will afford some guide ; whilst other 
f^^ctors might materially alter valuations, e.g. devaluation of 
currency. 

If the goods have a poor market at the local establishment it may 
be advisable to transfer them to another establishment offering 
better prospects, thus involving cost of transport, further duties, 
and possibly deterioration through climatic or other causes, so that 
the values may have to be adjusted accordingly, regard being had 
to local selling price (if lower than the adjusted value). 

If goods arc in transit or in "risk" areas they should be taken 
into account at a value not exceeding the insured value. 

Illustration. G. Britain consigns i,oou units of goods to H. Kong, 
>he cost price of which is £Soo. G. Britain pays expenses — 


1. Carriage. ....... £200 

2. Mai'ine Insurance ...... 8 d 

3. Freight ........ 90 

and H. Kong has incurred expenses to date of — 

4. Carriage from Docks to Consignee's Warehouse . £15 

5. Import Duty ....... 43 

6. Carnage to the Bayer's Warehouse ... 50 

7. Commission ....... 8 

8. Ex])cnsus on goods sold ..... 5 


At a date when 600 uiiiLs of tint stock have been sold, it is required 
tch-balance off the Consignment Account, and accordingly the stock 
remaining must be carried down, being valued as shown on page 342. 
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Only the items (i) to (5) may be described as being attachable to 
the whole of the goods, and accordingly four-tenths (i.e. the ratio of 
the unsold stock to the total stock consigned) of these expenses are 
carried down with the stock in one figure. 

The amount to be carried down is £492 arrived at as follows — 

— X (;^Bod + 430) = ;£492, i.B. 40D uiiits at i6s. per unit (;£32o) plus — of 

lo 10 

£430 (£172)- 

Another way of stating the rule is this : that the stock on hand at 
the end of the accounting period of the consignor must be evaluated 
at the lower of current local market price or cost, as understood in a 
special sense, viz., by the inclusion of a proportionate part of all 
expenses incurred in respect of the whoh consignment and not being 
of a RECURRING nature, such as Selling expenses. Therefore, in order 
to arrive at true cost one must add to cost such proportion of the 
"all in" expenses that the unsold stock bears to the whole stock; 
or what amounts to the same thing, the valuation of the stock is 
the remaining stock divided by original stock multiplied by the 
whole cost of the consignment. 

Illustration. 100 units are consigned at £1 each. Expenses paid 
by the consignor are £20 ; by the consignee (applicable to the whole 
consignment) 3^30; 75 units of the goods are sold by the agent for 
£250, his commission being 6 per cent on sales. 

Show the Consignment Account as it appears in the consignor's 
books. 


Dr. Consignment Account Cr. 





Units 

£ 

1. 

d. 




Units 

£ 

5. 

d. 


To Goods on 
Consign- 
ment Ac- 
count 

,, Expenses . 

W9 

,, Commission 
6% on £230 

,, Profit and 
Loss on 
Consign- 
ment Ac- 
count 


IDO 

loO 

20 

30 

15 

122 

0 

0 

0 

0 

10 

□ 

0 

a 

0 

0 


By Consignee : 
Sales per 
AcLuunt 
Sales 

„ Stock * 

c/d 

75 

25 

230 

37 

0 

10 

D 

□ 

f 




loo 


10 

0 




100 

£ 2 B 7 

10 

a 


To Stock 

b/d 

25 

37 

10 

□ 









If the current market price is less than 3^37 los. the former valua- 
tion would be substituted for tliat shown above. 


2 5 25 

^ i.B. X ;^iDo = /25 {£1 per unit) plus X £50 = ;^i2 los. Total, 

lOD lOD 

25 150 

A? los. or — — X /150 = £37 los. The "all in" cost per unit is 30s. [i.e. - — 

of 20S.] hence the value of Stock at cost is 23 units at 303. each » ^37 lOB. 
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Loss of Stock. Where some of the goods a.re lost or damaged, the 
entries to adjust the position in the books will depend upon whether 
the loss has been insured against or not. If the goods have been 
insured against loss or damage, the loss (without taking into account 
any anticipated profit) will be credited to Consignment Account 
and debited to Insurance or Underwriter's Account. In cases of this 
type, care must be taken in arriving at the value of the stock carried 
down, as the expenses relating thereto must be added to the 
cost in the proper proportion. 

The valuation of the remaining goods in case of goods lost will be 
made up of two parts as follows — 

(1) Proportion of the cost of the goods, plus expenses incurred 
on all goods. 

(2) Proportion of the expenses incurred subsequent to loss. 

As to (i) this proportion will be the remaining goods divided by 
the total goods consigned. 

As to (z) this proportion will be the remaining goods divided by 
the total goods saved. 

Illustration. 100 bales of goods are consigned (value £500) and 5 
bales are damaged by fire and rendered worthless, a claim being 
made therefor against the insurance company. 

The expenses may be summarized as follows — 


Prior to Loss 

Subsequent to Loss 

Nonrecurring 

Nonrecurring 

Selling 

£ 

£ 

£ 

80 

190 

300 


Up to the end of the accounting period 55 bales had been sold 
for £700. 

Show Consignment Account in the books of the consignor. 


Dr. Consignment Account Cr. 


iq- . 

To Cost of Goods 
,, Expenses prior to 
Loss. 

,, Expenses lubse- 
□uent to Lois 
,, Selling Expense! . 

Bales 

XUO 

£ 

300 

Bo 

190 

300 

19 - . 

By Sales 

,, InsuraucD Claim 
Account 

„ Stock . c/d 

,, Transfer to Front 
and Lobs on Con- 
signment Ac- 
count: Lobb 

Bales 

33 

3 

40 

£ 

7D0 

29 

31a 

29 



loo 

£i,d 7 o 



IDO 

£i,o 7 d 


To Stuck . . b/d 

40 

312 






The claim against the insurer for £29 is made up — 


Cost of Goods = X £500 £25 

Expenses prior to Loss = X £80 = 4 

£29 


la — (B.3 dB3) 
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The Stock value of £312 is arrived at — 

£ £ 

Cost of Goods X = 20D 

Expenses prior to Loss X ^Bo = 32 

232 (per rule i) 

Expenses subsequent to Loss X jfigo = Bo (per rule 2) 

;f3i2 


The result may be more clearly explained by opening two separate 
accounts as follows — 


(a) Consignment Account (I) showing goods lost. 

(b) Consignment Account (II) showing saleable goods. ^ 

Dr, Consignment Account (I) Ct. i 


19.. 

To Cost of Goods. 

,, Expenses prior to 
Lou^ . 

Bales 

5 

£ 

35 

4 

19. . 

By Insurance Claim 
Account 

Bales 

3 

£ 

29 



5 

£29 



S 

£39 










Dr. Consignment Account (II) Cr. 



19. . 

Bales 

£ 

By Sales 

S3 

700 

„ stock' c/d 

40 

31a 

„ Transfer to Profit 



and Loss on Con* 



signment Ac- 



ccnmt : Loss 


29 


93 

£1,041 





Where the loss is not insured against, it must not be left to adjust 
itself in the Consignment Account by merely inserting the stock 
as reduced by the loss, but, as the consignor is bearing his own 
insurance, the loss should be dealt with by crediting Consign- 
ment Account as if the stock actually existed, and debiting 
Uninsured Loss Account. This method has the additional ad- 
vantage of permitting comparison of the results of several consign- 
ments as shown by the Consignment Accounts (as the abnormal 
loss has been eliminated). The entries necessary to adjust such 
a loss in the above circumstances are the same as where the 
loss has been insured against, except that the amount of loss is 
carried to the debit of Uninsured Loss Account instead of to the 
Insurance Claim Account. 

Loss Due to Natural Causes. Where the loss is due to natural 
causes, e.g. evaporation, the amount of stock to be carried down is 
the proportion of the total cost that the number of units on hand 
bears to the total number of units as diminished by the loss. 

* iSir X /Bo. 

” i.e. X / 74 i« as all these expenses have reference to the 95 bales. 
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Illustration. loo tons consigned, costing £200 ; 5 tons loss due to 
weighing, carting, etc. ; 38 tons in hand. The stock in hand is there- 

qU 

fore valued — X /zoo = £80. 

95 

Deficiency of Stock. Where there is a deficiency of stock at 
stocktaking, and the consignee is under a liability to account for the 
value of the missing stock, the following entry will be made in the 
consignor's books — 

Dr. ConsigneB. Cr. Consignment Account. 

If, on the other hand, he is not liable, then the stock will be 
. brought in at the gross figure (the amount it ought to be) and the 
deficiency debited to Consignment Account, only the actual stock 
figure being brought down. Alternatively, the closing stock wUl be 
brought in at the reduced figure automatically giving effect to the 
deficiency, e.g. if the stock ought to be £400, and there is a shortage 
of £50, the credit to Consignment Account will be £350 only, thus 
reducing the profit (or augmenting the loss) automatically by £50. 
This latter method is not recommended. 


The entries are — 

Dr. (i) Consignment Account^ Cr. 



To Goods 
„ Expenses . 

,, LuSfi m Stock 


£ 

50 


By Proceeds. 

.. Stock 


£ 

400 

■« 









To Stock 

b/d 

350 





or 

Dr. 

(3) 1 

Consignment Account 


Cr. 


To Stock 

b/d 

350 


By stock 

c/d 

£ 

330 


On no account must the deficiency of Stock be debited to Consign- 
ment Account, unless it is included in the closing stock on the credit 
side. 

Where an allowance is given, say, for damage (the goods still 
being saleable) the expenses to be added to the remaining stock 
may be apportioned as shown in the following illustration. 

Illustration. Goods worth £1,000 are sent to Y on consignment ; 
expenses, other than Selling Expenses of 5 per cent on sales, being 
£100. £500 of the goods are received in a damaged condition, the 
consignor making an allowance of £300. Sales by the consignee are 
£400 (cost £250), and the damaged goods are disposed of for £210. 
Show the treatment of the end stock. 

^ The figures axe confined to the point under discussion. 
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The value of the closing stock will be the cost price plus a pro- 
portion of expenses. Expenses may be apportioned — 

(i) In the ratio that unsold stock bears to the revised value of 
goods consigned: X £100 = £35 14s. 3d. 

(z) In the ratio that undamaged stock unsold bears to the total 
undamaged goods consigned : 11)7 X £ioo = £50. 

Method (i) is probably preferable, for the expenses are mcurred 
in respect of the total consignment, and damaged goods must bear 
their proportion as well as undamaged goods. 

If no damaged goods are sold, the proportion to be added to cost 
will be computed as follows — 

Original value of Goods sent .... £1,000 
Less Allowance ...... 3°° 

Revised value of Goods sent . . . £7^^ 


The damaged goods remaining = £500 - 300 = £zod 
The undamaged goods remaining = £500 - 250 = 250 

(i.e. £250 have been sold) Total = £ 45 ° 

Proof — 

Revised value of Goods , . . £ 7 °° 

Less Sales . . . . . 250 

Goods remaining .... £45 ^ 

The addition for Expenses will be (under method (i) ) — 

4 8 if X £^^^ (Expenses) . . . £64 5s. 8d. 


If the goods are considered in units rather than in bulk, each 
unit should bear its due proportion of expenses and the closing stock 
will be valued in accordance with the rules enunciated earlier in 
this chapter. 


INVOICE PRICE METHOD 

It is sometimes found that the goods sent on consignment are 
entered up in the books at the pro forma price ; that is, they may' 
be entered, either at the minimum price at which the consignee ic , 
entitled to sell the goods, or at the price which is considered by 
the consignee to represent a satisfactory profit on the goods. The 
actual price realized is not known by the consignor until the con- 
signee renders the Account Sales. 

Summary of Entries — Invoice Price Method. Where goods are 
invoiced at selling price the entries in the consignor's books are — 

(1) Debit Consignment Stock Account and credit Goods on 
Consignment Account with consignment at selling price. 

(2) At the end of the accounting period — 

Debit Goods on Consignment Account and credit Furchaies 

Account with the true cost of the goods ; 
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Debit Goods on Consignment Account and credit Consignment 

Stock Adjustment Account with the amount added to cost or, as 

it is termed, “Loading.” 

(3) The sales by the consignee will be debited to the consignee 
and credited to the Consignment Stock Account. 

(4) The balance of stock on consignment will be credited at the 
SELLING price and brought down to the opposite side (like any other 
balance! on Consignment Stock Account. 

(5) The “all in “ expenses must be shown in a SEPARATE expenses 
account and apportioned in the ratio of the unsold stock to the 
stock sold; the amount apportionable to unsold stock must be 
carried forward and the balance transferred to Consignment Trading 
Account. The expenses may be debited direct to Consignment 
Trading Account and the amount apportionable to unsold stock 
brought down as a balance thereon. 

(6) Debit the Stock Adjustment Account and credit the Consign- 
ment Trading Account with the realized profit representing the 
excess of selling price over cost. 

(7) Bring down the balance on Consignment Stock Adjustment 
Account (debit above the line : credit below the line) being the loading 
on REMAINING stock. This balance will, in the Balance Sheet, be 
deducted from stock at selling price shown in (4), plus (5). If the 
current market price is less than the cost, as shown by the excess of 
{%} and (5) over (7), a provision must be created by debiting Profit 
and Loss on Consignment Account and crediting .Stock Provision, 
representing the depreciation of stock value. 

(8) The balance of Profit and Loss on Consignment Account is 
transferred to the General Profit and Loss Account. 


Illustration. A, of London, consigned 100 cases of goods (cost 
£750) to B, of Singapore, on ist January, 19. ., charging them up 
at a pro forma invoice price to show a profit of 25 per cent on sales. 
A paid at the same date £60 in respect of freight and insurance. 
On 22nd January, B paid expenses, £20, and on 29th January sold 


.80 cases of the consignment for £800. B is entitled to a commission 
sales of 5 per cent, which he duly charged up. 


The following are the accounts recording the transaction in the 


books of A, the consignor, the books being balanced on 30th 


January, 19. .. 
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Dr. Consignment Stock Cr. 


19.. 

Jan. 1 

To Goods on Con* 
■ignment Ac- 
count 


Cases 

IDO 

£ 

I,DOO 

Jan. 29 

30 

By B — (Consignee) 
Sales . 

„ Stock . 

c/d 

Cases 

Bo 

20 

£ 

Boo 

200 




ZOO 

£l,ooo 




loo 

£i,doo 

Jan. ji 

To Stock 

b/d 

2D 

200 







Dr. Consignment Trading Account Cr. 


19 • 




£ 

19 . 




£ 

Jan. 1 

To Cash— 




Jan 29 

By Consignment 




Freight and 




Stock Ad- 





Insurance . 



6 a 


justment Ac 




22 

„ B— (Consignee) 





count . 

c/d 


200 


Expenses 



20 

30 

„ Expenses 


Z6 

ap 

3 ° 

Commission 
„ Profit and Loss 



40 


+ £20] 




on Consign- 
ment Account 



96 











£216 





£ax6 

Jan. 31 

To Expenses 

b/d 


16 







Dr. B (Consignee) Cr. 


19.. 

Jan. 29 

Jan. 31 

To Consignment 
Stock Ac- 

count — Sales 

To Balance. 

b/d 


£ 

Boo 

I*® 

Jan. 22 

3 D 

By Consignment 
Trading Ac- 
rount — 
Expenses . 
Commissi on 
„ Balance 

c/d 


£ 

20 

40 

740 

£Bdo 

£Boo 

740 


Dr. 

Consignment Stock Adjustment Account 



Cr. 

X 9 ■ 



Cases 

£ 

*9 - 



Cases 

~£~ 

Jan. 29 

To Consignment 




Jan. 3D 

By Goods on Con- 





Trading Ac- 





Blgmnent Ac- 





count ^ 


Bo 

200 


count . 


100 

25r 

30 

„ Balance 

c/d 

20 

3 D 









IDO 

£230 




loo 

£230 






Jan. 31 

By Balance 

b/d 

20 

SO 


Dr. Profit and Loss on Consignment Account Cr. 






t’’- 
Jan. 30 

By Consignment Trading 


£ 






Account 


96 


^ i.e. 8o cases bX £"2 ids. each. 
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The stock brought down will be shown in the Balance Sheet as 
follows — 

£ 

Consignment Stock. .... 200 

Trading Account (Expenses b/d) . 16 

216 

Less Stock Adjustment Account . 50 

MEMORANDUM COLUMN METHOD 

It is important to note that, wherever practicable, and most 
certainly in examinations where no other method is specifically 
called for, the memorandum column method should be employed. 

Illustration. With particulars identical to those set out in the 
preceding illustration, the accounts under this method appear as 
follows — 


Dr. Consignment Stock Cr. 





Cases 

Memo. 





Cases 

Memo. 


19.. 

J.U 1 . I 

30 

To Goods on 
Consi^- 
■nent Ac- 
count . 

„ Cunsiffn- 
ment 
Trading 
Account 


loo 

£ 

1,000 

£ 

750 

200 

19 .. 
Jon. 29 

30 

By B (Co n - 
■ignee) . 
„ Stock 

c/d 

Bo 

20 

£ 

Boo 

200 

£ 

Boo 

150 




TOO 

£1,000 

£950 




loo 

£i,doo 

£950 

Jin. 31 

To Stock 

b/d 

20 

200 

150 








Dr, Consignment Trading Account Cr. 


19.. 
Jan. 1 

22 

29 

30 

To Cash — 

Freight and Insur- 
ancB 

„ B: (Consignee) — 
Expenses 
„ B ; Conunission 
,, Profit and Loss on Con- 
signment Account . 


£ 

60 

20 

40 

96 

19.. 
Jan, 30 

By Consignment Stock 
Account 

„ Expenses J (£60 + 
£20) 

c/d 

£ 

200 

16 




£216 




£ai6 

Jan. 31 

To Expenses. 

b/d 

16 





Dr. 


B (Consignee) 


Cr. 

19. . 
Jan. 29 

To Consignment Stock 
Account — 

Sales . 


£ 

Boo 

19.. 
Jan. 22 

29 

30 

By Consignment Trading 
Account — 
Expenses 
Cuniniissiuii . 

,, Balance 

c/d 

£ 

20 

40 

740 




£Boo 




£Boo 

Jan. 31 

To Balance . 

b/d 

740 
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Goods on Consignment 





Cases 

Memo. 

L 

£ 




Cases 1 

Memo. 

£ 

£ 

19.. 
Jan. 30 

To PurchaSBg 
orTrad- 
Ing Ac- 
count . 


loo 

£1,000 

£? 5 o 

jg. . 
Jan. I 

By Consign- 
m B n t 
Stock 
Account 


lOD 

£1,000 

£750 








The Consignment Account would appear (if charged up at cost) 
as follows — 


Dr. Consignment Account [ abbreviated ) Cr. 





Cases 

£ 




Cases 

£ 


To Goods, etc. 

„ Expenses . . 

,, Selling Com- 

miBSlDD 

,, Proftt and Loss 
on Consign 
ment Account 


loo 

750 1 

6 a l 
20 ) 

40 

96 


By Sales . 

,, Stuck. 

[r D X if 830] 

c/d 

flo 

20 

800 

166 




XOO 

£966 




XOD 

£966 


To Stock . 

b/d 

20 

166 







Illustration. On 5th March, 19 . . , X consigns zoo gramophones to 
Y, costing £15 each. The pro forma invoice is made out to him 
at a figure to show a gross profit of 20 per cent on sales, below which 
figure the consignee Y is not permitted to sell. On 25th March the 
consignee sells half the consignment at a profit of 25 per cent on 
sales. The expenses were as follows — 

Ma.r. 5. Freight and Insurance . £^o (paid by consignor) 

20. Landing Charges, including Im- 
port Duties . . (paid by consignee) 

The consignee is entitled to a commission of 5 per cent on sales 
and to one-sixth of the profits after charging up both commission 
and share of profits. On 31st March, 19. Y remits a sight draft 
— the balance on his account having been agreed — to settle hi.'' 
account. 

Show the entries in the books of X, the consignor. 


Dr. Y (Consignee) Cr, 


19.. 



£ 

19 . 



£ 

Mar. 25 

To CooBignment to Y 



Mar. 20 

By Consignment to Y 




Account — 




Account — 




Sales . 


2,000 


Landing Charges, 








etc. . 


30 





*5 

Commission 


IDO 





31 

Share of Profits 


50 






„ Sight Draft 


i,Bod 




£2,000 




£^,nao 



Goods on Consignment 



- 1 

rn 

Memo. 

0 

Units 

D 

0 

n 




By Consignment to Y 
Account 


^ la 

H ta 



Memo. 


Units 









0 

H 


Q 



ooo'z 

7 

0 

in 

m 

rn 

'Hi 


Memo. 

in m 

l-T M 

0 

in 

in 

'Hi 


Units 

0 0 

0 0 

M M 

s 



U 


0 

0 

0 

1 • 

JL u-> 

0 ) , 

S v + 

bo • ■ 0 

oSm + 

pq 


in M 

• N rn 

si 

s 


0 0 ODD D 

D 10 in D in D 

'>« D_ I-I m 

rn 

0 

m 

in 

rn 

'Hi 

D 

m 

»n 

D 

B 

0 

in 

'Hi r> 

m 

0 

in 

rn 

"Hi 

in 

TO 

Units 

0 

0 

W 

D 

□ 

w 

D 

□ 

M 




To Goods on Consign- 
ment Account 
„ Bank — Freight and 
Insurance 
,, Y (Consignee) — 

Landing Charges, 
etc. 

Commission . 

Share of Profit. 

„ Profit and Loss on Con- 
signment Account . 

To Stock 


m D in M M 

. rl CM m 

O' H M 

J O4 


351 
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Dr. Bank Cr. 


19- . 
Mar. 31 

To Y (Sl^ht Draft) 


£ 

l,BOa 

19 .. 
Mar. 5 

By Conslgnmont to Y 
ALcount — 

Fraigbt and Inanr- 
ance . 


£ 

50 

Dr. 

Profit and Loss on 

Consignment Account 

Cr. 





19 ■ 

Mar. 31 

By Consignment to Y 
Account 


£ 

300 


Note. Y, the consignee^ is entitled to 5 per cent on sales, i.e. 5 per cent on 
£2.000 = £100; and ono-sixth of £300 [i.e. one-seventh of £350]. 


Consignor’s Books — Alternative Entries. The following procedure 
may be adopted in dealing with the closing stock in the consignor's 
books — 

(1) The closing stock is credited to the Consignment Account and 
brought down in the usual way. 

(2) The closing stock is debited to Goods on Consignment Account 
and brought down as a credit balance. 

(3) The effect, therefore, is to ehminate fhe stock balance on the 
Consignment Account and to reduce rae credit to Purchases 
Account, i.e. the General Purchases Account of the business only 
shows a reduction to the extent of .he Goods on Consignment 
actually sold; consequently, the Grneral Trading Account must 
include the cost price of the unsold Stock on Consignment. 

(4) The loading for carried forward expenses is brought down as 
a debit balance on Goods on Consignment Account. 

In short, the unsold Slock on Consignment is considered as general 
stock, since the reduced credit to Purchases from Goods on Con- 
signment Account, as it were, brings back into the General Trading 
Account such unsold stock, and hence it must be included in the 
stock figure in the General Trading Account. 

Illustration. A consigns to B 100 units of goods (costing £i,odo) and 
pays expenses, £50. B sells 60 units for £700, landing expenses being 
£20. B is entitled to a selling commission of 5 per cent. 

Show the treatment of end stock in the books of the consignor. 


Dr. Consignment to B Cr. 




Units 

£ 

1 

Umts 

£ 


To Goods on Consignment 
Account 

„ Cash — Expenses 
„ B — Expenses 
„ B — Commission 
„ Profit and Loss on 
Consignment Account 

To Stock . b/d 

IDO 

1,000 

50 

20 

35 

23 

1 

By B— Sales 
„ Stock . c/d 

40 

700 

42B 

loo 

B5i 

zoo 

£i,I2B 

40 

IB 




Dr. 
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Cr. 



To Stock 

„ PurchaBes (or Trading) 
Account 

c/d 

f.. 

600 


By Consignment to B 
Account 

„ Expenses prepaid 

c/d 

£ 

i,Doa 

28 




£1,028 




£i,dz8 


To Expenses picpald 

b/d 

28 


By Stock 

b/d 

428 

Dr. 

Stock 

ON Consignment 


Cr. 


To Trading Account 


r 






The Trading Account will have been credited with £600 only, and 
therefore stock of ;f40O will have to be credited to Trading Account 
and debited to Stock on Consignment Account. 

This item, "Stock on Consignment,” will be shown as an asset on 
the Balance Sheet of the consignor, as also will be the item of 
"Expenses prepaid” in respect of this stock. If, when the Con- 
signor's Accounts are being drawn up, it is found that a considerable 
loss has resulted on the consignment to date, it may be necessary 
to create a provision against a similar loss resulting on the remaining 
portion of the goods unless the realized loss is due to some abnormal 
^ cause. Further, if the market value is less than the cost price plus 
"^the expenses, it will be necessary to introduce such lower figure into 
the books. 

Where goods are invoiced at selling price it by no means follows 
that the consignee's sales will exactly produce such a price. As, how- 
ever, the Consignment Stock Account is built up on the basis of 
precise selling price, any difference between the "charge up” price 
to the consignee and the actual realization must be transferred to 
Consignment Trading Account, which will increase the profit in 
the event of an " excess ” realized price, and conversely for a 
" deficient ” realized price. There will, therefore, be three separate 
elements in the Consignment Trading Account, viz. — 

(1) Profit on the stock realized, representing the excess of the 
"charge up” price over the cost. 

(2) Profit or loss, representing excess or deficiency between 
realized price and "charge up” price. 

(3) Expenses. 

Illustration. A buys 100 cases costing £1 each and consigns them 
to his agent at 33^ per cent on selling price. The agent sells 60 cases 
at a profit of 5 per cent on the cost to him. A pays expenses amount- 
ing to £100 ; and the agent's commission amounts to £^, 

Show the Ledger Accounts in the books of the consignor. 
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Invoice Price Method. 

Dr. Consignment Stock Cr. 




Cases 

c 

s 

d 




1 Caiea 

£ 

s. 

d. 

To Goods on 







By Sales' 


60 

94 

10 

D 

Consi^ 
ment Al- 

CDUnt 


IDO 

150 

□ 

0 


,, Stock 

c/d 

4° 

6 d 

□ 

0 

„ Consign- 












ment 













Trading 

Account^ 



4 

ID 

0 











£154 

10 

D 




100 

£*54 

ID 

0 

To Stock. 

b/d 

40 

60 

□ 

D 









Dr. Goods on Consignment Cr. . 





£ 

5 

d 




£ 

r 

d 


T 0 Purchase s (or 






By Consignment Stock 






Trading) Account 
„ Consignment Stock 


100 

0 

D 


Account , 


I5D 

D 

0 


Adjustment Ac- 
count 


50 

□ 

D 










II 

0 

0 




£i 5 d 

D 

0 

Dr. 

Consignment Trading Account 


Cr 





£ 

r 

d 




£ 

S. 

d. 


To ExpenseB* 

,, Couaignee’s Com- 


100 

0 

0 


By Consignment Stock 











Account — 






mission * , 


9 

0 

0 


Profit on Consign- 
ment Stock' 

„ Consignment Stock 


4 

10 

0 








Adjustment Ac- 
rount — 












P^rofit on “charge 
up ” pric^ 

„ PrDjMjrtiDn of Ex- 

c/d 

30 

0 

0 








pease's * 

,, Profit and Loss on 

40 

0 

0 








Consignment Ac- 
count 


34 

10 

0 




£109 

D 

D 




£109 

0 

0 














To Expenses 

b/d 

40 

d| 

0 








Dr. Consignment Stock Adjustment Account Cr. 




£ 

j 

d 




£ 

1 

d 

To Provision on Un 






By Goods on Consign 





sold Stock 

c/d 

20 

0 

□ 


ment Account . 


5 ° 

D 

( 

,, Consignment Trad- 











Ing Account — 











Profit on Stock 











realised 


3° 

0 

0 









£50 

0 

0 




£50 

D 

( 







By Provision . 

b/d 

20 

0 

t 


^ If tho gCMxls were sold at the precise loaded price, this would be 6o at 305 , 
i.e. £90. Tliey were sold at £90 plus 5 per cent thereon, reahzmg £9^ ids ; 
therefore £4 10s. is the "excess” profit, transferred to Consignment Trading 
Account. 

* These items could be shown on a separate Hxpenses Account, and the 
balance of £^9 only transferred. 

■ 50% oi£bD, □r33i% ui £90. 



» i.e. 

■ See note ^ on page 356. 
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Dr. Goods on Consignment Cr. 




£ 

t. 

d. 




£ 

S. 

d. 

To Purchases (or 






By Consignment Stock 





Trading) Account 


60 

0 

0 


Account 


IDO 

□ 

□ 

Stock. . 

c/d 

40 

0 

0 









£100 

0 

0 




£100 

□ 

□ 







By Stock . 

b/d 

40 

0 

□ 


Dr, 


Consignment Expenses 


Cr. 




£ 

s. 

d. 




£ 

1. 

d. 

To Expenses 


IDO 

0 

D 


By Proportion of £x- 





„ ConunisBiDn 


9 

0 

0 


penses Forward 

c/d 

4 D 

D 

0 







„ Ccjusi^nment Trad- 











in^ Account* 


69 

□ 

D 



£109 

0 

D 




£109 

D 

a 

To Expeii^es^ . 

b/d 

40 

0 

0 








In this alternative method, the credit balance on Goods on 
Consignment cancels the debit on Consignment Stock Account and 
therefore, as ;f6o (instead of £100) has been transferred to the credit 
of purchases, the amount of stock must be brought into the General 
Trading and Profit and Loss Account as £40 or at market value if less. 

The Balance Sheet will show Consignment Stock, £Bo, made up 
as follows — 

£ 

Consignment Stock Account ... 40 

Consignment Expenses . . . . 40 

;^80 


It will be observed that the expenses per unit of stock are the 
same as the cost price per unit; hence the “carry-forward" will be 
the same. 

Memorandum Column Method. Where the simple method of 
recording the selling price of the goods in a Memorandum column 
and of debiting the Consignment Account at cost price is em- 
ployed, the accounts will in abbreviated form be as shown on 
page 357. 


CORRECTION OF ERRORS 

Many questions in examinations involve the correction of errors 
in connection with Consignment Accounts. They usually take the 
form of adjusting the position when goods sent on consignment 
have been (wrongly) debited against the Personal Account of the 
consignee, the cash being credited thereto either with or without a 
transfer being made to Profit and Loss Account. 

^ The Consignment Trading Account will show a hnal loss of los. 

— ^34 IDS. This is the identical result as shown on page 354. 

■ i.B. ^ X IlOQ. 




Consignment Stock 



357 


To Expenses. 



353 


Accountancy 


The adjusting entries are — 

(i) If ^Dods have been debited at cost price — 

Debit Sales Account.^ 

Credit Consignee for cost price of goods sent. 

(z) If goods have been debited at selling price — 

Debit Sales Account.^ 

Credit Consignee for selling price of goods sent. 

(3) If goods have been debited at cost price and the consignee has been 
charged with profit — 

Debit Sales Account with the Cost.^ 

Debit Profit and Loss Account with the "Loading.’' 

Credit Consignee for invoice price of goods sent. 

In all the above instances the incorrect entries have been adjusted. 

These adjustments having been made, there remains in the Con- 
signee's Account merely his original balance, if any, and the credit 
for the cash paid by him. The usual entries will then be made. 

Illustration. The following Ledger Account is shown in the books 
□f a consignor. Make the necessary adjustments. 

Dr. Consignee Cr. 


To GocmIi 
,, Profit and Lobi 
Account 

(I) 

(a) 


L 

1,200 

250 


By Cash 
,, Balance 

\X) 

\y) 

c/d 

£ 

60a 

830 




jCi. 45 D 





£1,430 

To Balance 

(y) 

b/d 

850 







Adjusting entries, assuming the credit has been made to Goods on Con- 
signment Account, will be — 

(1) Debit Consignment Account, ^i.zoo Credit Consignee, /i.zoo 

(2) Debit Profit and Loss Account, ^250 Credit Consignee, £250 

No entries are required in respect of x and y. As a result, the account of the 
consignee is — 

Dr, Consignee Cr. 


To Balance (as Bboye) 

„ Balance 

b/d 

c/d 

£ 

830 

6od 


By Consignment Account 
„ Profit and Loss 
Account 


£ 

1,200 

230 



£i, 45 d 




£x. 43 d 





By Balance . 

b/d 

600 


The Consignment Account will now be in debit for £i,zoo, whilst 
the previous credit to Profit and Loss Account will be eliminated. 
The subsequent entries in the Consignment Account will be made 
in the usual way. 

Illustration. A consigns goods to his agent at cost price £3,400. 
The agent's account in A's books is as follows — 

Dr. Agent Cr. 


To Goods 

,, Profit and Loss Account 


£ 

3,400 

430 


By Cash 
„ Balance . 

c/d 

£ 

2, Boo 
1,030 



£3,830 




£3.830 

To Balance 

b/d 

1,030 






' If the original credit was to Goods on Consignment Account, Consign- 
ment Account must be substituted for Sales Account. 
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The agent sells the goods for £3,960, which exceeds by £850 the in- 
voice prices. The agent collects £3,400. Discount allowed, £zo ; Bad 
Debts, £110 ; Expenses, £120. The agent is entitled to 5 per cent com- 
mission on cash collected. End stock to be valued at invoice price. 
Show the correcting entries in the consignor's books in ledger form. 
The entries in the consignor’s books are — 

Dr. Agent Cr. 




£ 




£ 

To Balance (aa above) 

„ Balance . 

b/d 

c/d 

1,030 

2 ,BoO 


By Consipimenl A ccount 
„ Profit and Loss 


3,400 




Account 


430 



£3,830 




£3,830 

To Consignment Account: 




By Balance . 

b/d 

3,800 

Sales 


3,960 


„ Consignment Account 





Discount 


20 





Bad Debts . 


IID 





Expenses 


120 





CommissiDn . 


170 





„ Balance . 

c/d 

740 



£3.960 




£3,960 

To Balance 

b/d 

740 






Dr. Consignment Account Cr. 





£ 




Inv’ce 

Value 

£ 

£ 


To Agent : 

Goads on Consignment 
Discount 

Bad Debts 

Expenses. 

Commission 
(5% on £3,400) 

,, Profit and Loss 
Account 


3,400 

20 

llo 

120 

170 

430 


By Sales 
,, Stock 

c/d 

3,110 

290 

3,960 

290 




£4,230 




£3,400 

£4,250 


To Stock 

b/d 

290 







Dr. Profit and Loss Account Cr. 




£ 




£ 

ToAgeni^ . . 


430 


By Balance . 

b/d 

430 




,, Consignment Account 


430 


Note. Items in italics are reversing entries. 

The two balances £(740 + 290) equal the original balance £1,030. 
The profit can be checked as follows — r / 


Gross Profit {£^,9^0 less ;^3.iio] 


8 jo 

Less Discount 

20 


Bad Debts 

no 


Expenses 

120 


Commission 

170 

420 

Net Profit 


D 

tn 

1 Hi 


Where a Consignment Debtors' Account is employed the entries 
will be as on page 360, the other accounts remaining the same. 

Alternatively the transfer may be made by debiting Consignment Account 
and crediting agent. 



36) 


accountakcy 


Dr. Agent Cr. 



To Oomlgiimeiit Debton . 


r 


By Balance (aa beiore) . 
,, Expenaes 
,, Conunlaaion 
„ Balance . 

b/d 

c/d 

£ 

2,B[]0 

IZD 

l 7 o 

310 




£1.400 




£ 3 , 4 do 


To Balance . 

b/d 

310 





Dr. 

Consignment Debtors 


Cr. 


To ConsigimiBnl Account 


£ 

3.960 


By Asent 

„ Discount 
.. Bad Debt! 

,, Balanca. 

c/d 

8 ,ioO 

ZD 

no 

410 




£3.960 




£3.960 


To Balance 

b/d 

430 






These two accounts equal the amount shown against the agent 
on page 359, the only difference in entries being those shown in 
heavy type for receipts from debtors. 

Examination Problem. When auditing the books of the M and 
A Tobacco Co., Ltd., you hnd the following account in the Sales 
Ledger — 


Dr. H B Cr. 


19 - . 
Sept. 1 

To Invoice No. 1B43 


£ 

340 

19.. 
Dec. 1 

31 

By Cash 
„ Balance . 

c/d 

£ 

IDD 

240 




£340 




£340 

ig. ■ 
Jan. 1 

To Balance 

b/d 

340 






Reference to Invoice No. 1843 shows that the charge is — 


I gross Straight Grain Briar Pipes .144 

30 doz. Briar Pipes . . . . . iBo 

25 lb. Smoking Mixture ..... 25 

£349 

This amount ^349, less Estimated Drawback on Tobacco £9 equals £340. 

On inquiry the following additional facts are ascertained — 

(а) The pipes were purchased by the M and A Tobacco Co., 
Ltd., at 14DS. per doz. Straight Grain and 70s. per doz. Briars. The 
Smoking Mixture cost izs. per lb., including duty. 

(б) On 1st September, ig. ., H B, the assistant sales manager to 
the Company, went abroad with the goods as invoiced as a trial 
consignment to test the foreign market. He returned on 30th 
November, 19. ., paying in the cash collected for cash sales made by 
him, viz., 80 Straight Grain, 51 Briars, and 8 lb. Smoking Mixture. 
Selling prices abroad were fixed at ; Straight Grain, |4 ; Briars, I2 ; 
and Smoking Mixture, 50 cents per oz. 

(c) Drawback on Export was received at gs. per lb. on the 
Smoking Mixture and credited to Drawback Account. 
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[d) Further charges paid and debited to the ordinary Nominal 
Ledger Accounts were — 

Freight (Carnage Outwards Account), £10; Insurance, £2] 
Foreign Warehouse Charges, £25. H B's salary, at the rate of £1,200 
per annum, has all been charged to Salary Account, but it is decided 
to charge one-half of it against the venture. (Warehouse charges 
have been paid by H B.) 

(f) H B made credit sales abroad as follows — 

Straight Grains, 50 ; Briars, 75 ; Smoking Mixture, 17 lb. 
These he reported on his return, but owing to a mistake they were 
credited to sales in the usual way. At the date of the audit all the 
amounts outstanding had been received, except £7 5s., which is 
found to be irrecoverable. 

(/) Eight Straight Grain and 30 Briars were given away for 
advertising purposes and the balance of the stock was brought back 
to Head Ofidce by H B. 

You are asked to prepare the Consignment Account in the 
consignor's books, to rectify the incorrect entries, and to record the 
above transactions correctly in the books, showing the profit resulting. 

(Assume Rate of Exchange at 4-86 dollars to the £ throughout.) 

(Adapted from Institute of Chartered Accountants Final,) 


Dr H B Cr. 


19 

31 

To Balance 
,, H B CoTUiignment 
Account — 

Sales 

„ Cash . 

b/d 

£ 

340 

100 

25 

£365 

s 

0 

0 

0 

D 

d 19 

0 Sept I 

D 

D 

0 

By Sales , 

,, PorLign Ware 
bouse Charge! 


£ 

340 

as 

£165 

i. d 

0 0 

D 0 

D 0 

Dr. 


Consignment Debtors 

c 

>. 

19 



£ 

X 

d 19 



£ 

■ d. 

Dec 31 

Td Sales 


100 

0 

0 Dec 31 

ByH B Consign- 










ment Account — 










Bad Debts . 


7 

S 0 







„ Cash . 


92 

15 0 




£joo 

0 

u 



£100 

D D 

Dr. 





Sales 


c 

>. 




£ 

s 

d 19 



~£~ 

5 d. 

‘’Ppt X 

To H B . 


340 

0 

0 Sept I 

By H B » 


340 

D O 

Dec 31 

„ H B Consignment 

1 



Dec. 3X 

„ Consignment 





Account 


IDO 

0 

D 

Debtor! . 


100 

D D 




£440 

0 

D 



£440 

□ □ 





— 






Dr. 




Purchases 


Cr. 



T 



*9 



£ 

r. d 






Dec. 31 

By Goods on Con- 




* 


1 




signment Account 


141 

0 0 


^ OnginaJ entry to debit of H B. ■ Correcting entry to credit of H B. 



CONSICNMBNT TO H B 


•4 

oi 

e e s 6 D 

6 


0 u-) D 0 D 



DM 0 PD ^ 

0 M 0 SO N 

MM M 

DO 

oi 

nj 


•«» 

■s 

1 

8 

Ot 

Mix- 

ture 

lb. 

DO 

M 

m 

N 


Briars 

M in 0 ^ 

in t>« m □ 

N 

D 

VO 

m 


S.G. 

Briars 

0 0 uO VO 

m in 

-d- 

M 



By H B : Cash Sales — 
l486> 

,, Cash: Drawback . 

„ Cons ignment 
Debtors — 

Credit Sales — 
1486“ . 

„ Gifts . . (fl) 

„ Goods on Conslgn- 
ment Account — 
Stock returned . 

„ Profit and Loss 
Account , 


H M 

Q 

*n 

DOG GO 0 1 

0 


□ 

0 

o 

0 

0 

5 

»n 


□ N mo 

0 M N m 

n M 

□0 

Ov 

1*^ 


Quantities 

Mix- 

ture 

lb. 

in 

w 

in 

PI 


Briars 

□ 

VO 

ID 

G 

VO 

n-» 


S.G. 

Bnars 

'd- 

-d- 

■d- 



To Goods on Consign- 
ment Account^ 

„ Cash — 

Carriage Outward 
Insurance . 

hb- 

Foreign Ware- 
house Charges . 
,j Salaries . 

„ Consignment 
Debtors — 

Bad Debts . 


civ's d 

W g* a> 

vi Q 


II II II 


■s 


^ ^ -M 

^ (d rt (« 
D ut r>. 
«n w 


1 ^ 1 

CO 

IS II 

1 1 

1 'Hi II 
H 

'hi 

0 


VO 

DO 

d- 


■u 

Id 

VO 

□0 




**S I S I 

^ I » I I 

II II II II 


•3 

C3 O DO 

g"'-S 
■5 ”■ n 1S g 

Q 03 M. (J 

u 

ctf 4-1 □ 

nl 3 *0 

™ H H " 

oja^ 

□ M 

M DO tnoo 


^ s 

cn d 

lU 

O D* 

ja K 


o -o 
■H o 
a o 


[|l 


II II II 



T3 


9 

D d 

+j 5 


^ .3 
« 0 

N 


G 

. - 

irg 

U 

V . 

s s 

N u 
.00 



m o 

b o 
5 -M M 
'C 9 

"il 

W _Q 


BO 0 
V "“ 

P 

□ u 

■ 4 ^ Id 


^-p 

“I 
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o o o o 
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oO ^ 
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u 

a* 

m 
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D 


m 

VO 


N 

o 

. 


in 

D 


t3 

p. 


a 
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ACCOUNTANCY 


PROFITS AND LOSSES ON EXCHANGE 

In most cases where the consignee remits in foreign currency 
the problem of foreign exchange will enter into the accounts. 
The usual method is to adopt an arbitrary rate, and at the end 
of the consignment to deal separately with any profit or loss on 
exchange in order that the true result of the consignment may be 
ascertained. Accounts should be ruled with two columns, one for 
sterling as part of the double entry, and the other for foreign cur- 
rency by way of memorandum. 

The rules for treatment may be summarized thus — 

(1) Where the consignee remits immediately at the close of the 
account, the profit or loss on exchange will be posted to Profit and 
Loss on Exchange Account and thence to Profit and Loss on Con- 
signment Account, or direct to the latter account ; or treated as a 
general Profit and Loss item. 

(2) Where the consignee does not remit immediately at the close 
of the account, the profit or loss on exchange, being the difference 
between the arbitrary rate taken and the ruling rate, will be trans- 
ferred to Profit and Loss on Exchange Account. Any profit or loss 
on exchange when the amount is actually remitted will similarly be 
transferred to Profit and Loss on Exchange Account, the final bal- 
ance being transferred to Profit and Loss on Consignment Account. 

(3) Under (2), where there is a profit on exchange at the close of 
the consignment, it is more prudent to credit the amount to an 
Exchange Reserve Account, to which account any subsequent 
profit or loss on exchange arising on the actual remittance will be 
posted, the final balance being transferred to Profit and Loss on 
Consignment Account. 

(4) If the consignment is not completely disposed of at the date 
of the close of the consignor's accounting period, valuations of the 
balance of the Consignee's Account and of Stock will be required, 
the exchange position being dealt with as indicated in the foregoing 
paragraphs. 

Illustration. D consigns goods to M, in Xland. The cost of the 
goods is £200, D paying expenses £30 and M i8,ooo fcs. The latter 
sells all the goods for 112,500 fcs. and settles with a sight draft cif 
94,500 fcs., the rate of exchange being 480 fcs. to the £1. For the 
purposes of the accounts the other items are converted at an 
arbitrary rate of 450 to the £. Ignore commission. Show the 
accounts in D's books. 


The important accounts will be as follows — 

Dr. Consignment to M Cr. 



Fcs. 

£ 

5 . 

d. 



Fcs. 

£ 

5 . 

d. 

To Goods on Consign- 






By M (Consignee) : 





meut Account 

9D,oDa 

2 DO 

D 

□ 


Sales 

112,500 

250 

0 

0 

,, Cash — Expenses 

13,500 

30 

0 

0 


,, Profit and Loss 



„ M (Consignee) — 






on Consign- 





Expenses 

18,000 

40 

D 

0 


ment A/c 

9,oOd 

20 

□ 

D 


121, 500 

£37° 

0 

o 



121,500 

£270 

0 

□ 
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Dr. M (Consignee) Cr. 




Fcs. 

£ 

J. 

d. 




Fcs 

£ 

s. 

d. 

Td Consign- 







By Consign- 






ment to 







ment to 






M— 







M— 






Sales . 


112,500 

250 

0 

a 


Expenses 


iB,ooo 

40 

0 

□ 








„ Draft 


94i5oo 

196 

17 

6 








„ Loss on 













Exch’ge 
t r a n 5- 
feired to 
Profit 
and Loss 
on Ex- 













change 

Account 

1 


13 

2 

6 



112,500 

£250 

0 

0 




112,500 

£250 

□ 

0 















*It will be observed that the English exporter expended £230 and 
finally received £196 17s. 6d., therefore losing £33 zs. 6d. in all. 

Illustration. At the date of the completion of the consignment 
the rate was 440 fcs. to the £. M, however, withholds payment, 
and the rate depreciates to 500 to the £ before he remits. Show 
the accounts in D’s books. (Calculate to the nearest £.) 


Dr. M (Consignee) Cr. 


To Consignment to 
M-^ales 
,, Profit on Ex- 
change trans- 
ferred to 
Profit and 
Loss on Ex- 
change A/c 

■ 

Fcs. 

112,500 

£ 

250 

5 


By Consignment to 
M — Expenses 
„ Balance . 

c/d 

Fcs. 

18, ODD 

94,500 

£ 

40 

215 



112,500 





IIZ, 5 DD 

£255 

To BaL-ince 

b/d 

94,500 

Z15 


By Draft 
„ Loss on Ex- 
change trans- 
f c r r c d to 
Profit and 
Loss on Ex- 
change A/c 

■ 

94,500 

1B9 

26 







94.500 

jf 2 l 5 











Dr. 


Consignment to M 


Cr. 


To Goods on Consign- 
ment Account 
„ Cash — Exijenses 
„ M (Consignee) — 
Expenses 

Fcs. 

go,DOo 

13.500 

iB,dod 

£ 

20D 

30 

40 


By M (Consignee) — Sales 
„ Profit and Loss on 
Consignment A/c . 

Fcs. 

112,500 

9,000 

£ 

250 

20 


121,500 

£270 



121,500 

£go 









^ The balance of this Account will be transferred to the debit of Profit 
2nd Loss on Consignment Account, leaving a final loss of zs. fid. (£zo + 
£13 25. fid.). 

' See footnote on page 3fifi. 
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Dr. Profit and Loss on Consignment Account Cr. 


To Loss on ConBigmnent 


L 

2D 

26 


By Pro&t DU Ezchan^o' 

,, General Profit and Loas 
Account . 


£ 

5 

41 



£46 




£46 


It will be observed that the English exporter expended £230 and 
finally received £i8g, thus losing in all. 

Illustration. Assuming, in the above illustration, that the rate at 
the date of the completion of the consignment was 500 fcs. to the £ 
and 440 fcs. to the £ at the date of the remittance, show the Con- 
signment Account and the Account of the Consignee in the book 
of the Consignor in abbreviated form. (Calculate to nearest £.) > 



Dr. M (Consignee) {abbreviated) Cr. 



To Sales 


Fcs. 

112,500 

£ 

250 


By Expenses — 

„ Profit Sc Loss 
on Exchange 
Account 
„ Balance 

c/d 

Fcs. 

18,000 

94,500 

£ 

40 

21 

1B9 




112,500 

£250 




112,500 

£250 


To Balance . 

„ Profit and Loss 
on Exchange 
Account 

b/d 

94.500 

1B9 

26 


By Draft . 


94,500 

215 




94,500 

£zi 5 




94,500 

£zr5 




1 








It will be observed that the English exporter expended £230 and 
finally received £215, thus losing £15 in all. 


CONSIGNEE'S BOOKS 

Entries in Consignee’s Books. There are two recognized methodk 
of dealing with Consignments Inwards, the first of which is the one 
more generally in use and is outlined below. 

First Method. On receipt of the goods, the consignee will only 
make entries in respect thereof in his Stock Books. He will make no 
entries at all in the books of account, because the receipt is clearly 
not a purchase, as the goods are not the property of, but merely 
in the custody of, the consignee. If the consignee incurs any ex- 
penses in respect of the consignment, e.g. landing charges, import 

^In order to save opening a Profit and Loss on Exchange Account, and 
transierring the balance to Profit and Loss on Consignment Account, the 
itoma marked thus have been posted direct to the latter account. 
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duties, warehousing and storing, etc., he will make the following 
entry— 

Debit Consignor's Personal Account. 

Credit Cash (or Creditors or Expenses). 

As the goods are sold a memorandum entry will be made in 
the Stock Books. 

When a sale is effected the entry is — 

Debit Cash (or Debtors). 

Credit Consignor's Personal Account. 

The entries made will be exactly the same as those made for the 
ordinary sales of the business, except that the total of consignment 
^ales will be credited to the personal account of the consignor, and 
not to Sales Account. For the amount of commission due to the 
consignee for sales effected by him, the entry is — 

Debit Consignor’s Personal Account. 

Credit Commission Account. 

The Consignor's Account may now be closed off in the usual 
manner, the settlement being effected by means of a draft or bill. 
If, at the end of the consignee’s financial year, the consignor has 
not been paid in full, the balance due to or by consignor will 
appear in the Balance Sheet as a creditor or debtor, as the case 
may be. Del credere commission should be credited to a special 
account, and any Bad Debts incurred in respect of the particular 
consignment debited thereto. At the end of the accounting period, 
so much of the balance of the Commission Account as may be 
said to refer to completed transactions may be written off to 
Profit and Loss Account as a separate item. 

Illustration. Taking the facts of the illustration on page 340 
and assuming that the sales of the consignee, R. Rajah, were made 


in three items — 

19 -. I 

Feb. 12. Cash ..... 400 

M. Madras (on credit) . 700 

G. Ganges (on credit) . . 500 


Show the accounts in the books of R. Rajah. 



I'Bb. la 


Td C. Cotton — Sales 


By C. Cotton — Expense!. 
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Dr. C. Cotton (Consignor) Cr. 

Feb. 4 
la 

34 

To Bank — ExpeoMi 
„ StdILn? Couiiiiisslon . 
„ Del Cftd. CommisEion 
,, BIIIe Payable 


£ 

130 

Bo 

20 

1.380 

19. . 
Feb. 13 

By ShIm^ 

M. Madni .£7^ 
G. GangBB . 500 
Cash . 400 


i 

i,Soa 

tfi,6oo 


£ii6oo 

Dr. Commission Cr. 





19- . 



£ 




Feb. 13 

By C. Cotton . 


Bd 


Dr. "Del Credere" Commission Cr. 





19.. 



i 




Feb. 13 

By C. Cotton . 


3D 


Dr. Bills Payable Cr. 




19.. 



£ 



Feb. 24 

Dy C. Cotton . 


1,380 


Assuming that G. Ganges defaulted, paying only 12 annas in the 
rupee ^ £125 would be credited to his account and debited to Del 
Credere Commission Account. The balance on this account (namely 
£105, debit balance) being a loss will be transferred to Profit and 
Loss Account, unless the consignee has in the past credited any 
balance on Del Credere Commission Account (after writing off Bad 
Debts) to a Reserve Account, in which case the £105 would be 
debited to that account. 

Discounts and Allowances. Unless the terms of the contract 
specify otherwise, any discounts and allowances to debtors will be 
borne by the consignor, the consignee making the entry as follows — 

Debit Consignor's Personal Account. 

Credit Debtors. 

Closing Stock. As the goods have not been purchased by the 
consignee, the Stock at the end must not be included in his final 
accounts, whether the first or the second method (explained below) 
be employed. 

Second Method. The second method of dealing with consign- 
ments in the books of the consignee may be briefly tabulated as‘ 
follows — 

(а) Open a Consignment Inward Account, debiting that account 
with the invoice price of the goods; and crediting the Consignor's 
Personal Account. 

(б) Debit the expenses paid by the consignee in respect of the 
consignment to Consignment Inward Account and credit cash or 
creditors. 

(c) Debit Commission and Del Credere Commission on Sales to 
Consignment Inward Accoimt and credit Commission Account and 
Del Credere Commission Account respectively. 

* There are i6 annas to the rupee. 
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(d) Debit Cash or Debtors and credit Consignment Inward 
Account for Sales. 

(c) The balance of Consignment Inward Account will be trans- 
ferred to the Consignor's Personal Account. 

(/■) The payment to the consignor will be debited to his account 
and Bank (or Bills Payable) credited. 

If the whole of the goods have not been sold by the consignee, 
the closing Stock will be entered in the books as follows — 

(1) Credit Consignment Inward Account and bring down as a 
balance on the debit side. 

(2) Debit Consignor's Personal Account and bring down as a 
balance on the credit side. 

This method is rarely used. 

Illustration. The entries (in respect of the transactions on pages 
367 and 368) under this method will be — 


Dr. Consignment Inward Cr. 


19.. 
Feb. 4 

12 

To Comignor — Goods 
,, bank — Ezpenbes 
,, Commission Account 
,, Del Credere Commis- 
sion Account 


1 

1,600 

120 

Bo 

20 

ig. . 
Feb. 12 
*4 

By Sales [Cash or Debtors) 
„ Balance — Stock. 

c/d 

£ 

1,600 

220 




£z,Bzd 




£i.B2o 

Feb. 25 

To Balance . 

b/d 

220 






Dr. C. Cotton (Consignor) Cr. 


19 -. 
Feb. 24 

To BUls Payable Ac- 
count . 

„ Balance . 

c/d 

£ 

1,380 

2zo 

19.. 
Feb. 4 

By Consignment Inward 
Account 


£ 

1,600 




£i.6qo 




£i,6oa 





Feb. 25 

By Balance 

b/d 

■ ■D 

Dr. 



Commission 


Cr. 





19.. 
Feb. 12 

By Consignment Inward 
Account 


C 

Bo 


Dr. Del Credere " Commission Cr. 





19.. 
Feb. 12 

By Consignment Inward 


£ 





Account 


20 


Advanced Problems 

The following example is illustrative of the advanced t5rpe of 
problem. The working is explained fully where required, but it 
should be borne in mind that the principles to be applied are 
those already outlined. 

» Illustration. A, in London, consigns goods to B, in Australia, for 
sale at invoice price or over. B is entitled to a commission of 5 per 
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cent on invoice price and 25 per cent of any surplus price realized. 
A draws on B at 90 days* sight for 80 per cent of the invoice price, 
and, upon sale, B remits the balance of proceeds, after deducting 
his commission, by sight draft. 

Goods consigned by A to B in the year 19.., cost A ;£io,45o, 
including freight, and were invoiced at £14,200. Sales made by B 
were £13,380, and goods in his hands, unsold at 31st December, 19 . . , 
represented an invoice value of £3,460 (original cost £2,370, plus 
freight £240). Sight drafts actually received by A from B up to 
31st December, 19. . were £3,140; others were in transit. 

Prepare accounts in A's books of these transactions and show (by 
Ledger accounts) the manner in which the books would be closed at 
31st December, ig... 

Dr. Consignment to B Cr. 


Dec. 31 To Goods (includ- 
ing Freight) 

„ B: Cammission — 
5 % on 
Do.74a 
25% on 
£2.640 
„ Profit and 

Loss Account . 


Jan. 1 To Stock, etc. b/d 


Consignment to ^ 

B 


Cr. 

Memo. 



Memo. 


£ £ 

19.. 


£ 

£ 


Dec. 31 

By Sales' . 

10,740 

13.3BD 

14,200 10,450 


,, StDck(includ- 





ing Freight) 





c/d 

3,460 

2,6id 

537 





660 





4.343 





£14,200 £15,990 



£14.200 

£i 3 i 99 o 

3,460 2,610 




, 


B (Consignee) 


ig. . 
Dec. 31 

To Consignment to B 
Account — 

Sales . 

,, Balance' c/d 

£ 19 - ■ 

Dec. 31 B3 Bills' 

,, CommisBion 

13,380 „ Hills' 

2,765 „ Ellis in Transit 


£ 

11,360 

■,197 

3.140 

451 




£16,148 

£16.148 

J.ui. I By Balance b/d 

2.768 

Dr. 


Bills in Transit 


Cr. 

ig. . 



£ 



Dec. 31 

To B (Consignee) 


451 



Dr. 


Goods on Consignment 


Cr. 




1 II 1 II Invoice 1 


Ig.. 


£ 

£ P 

rice 


Dec. 31 

To Purchases (or 


19 . - 

£ 

£ 


Trading) 


Dec. 31 By Consignment 




Account 

? 

toB 14.200 

10,430 


„ Freight 

? 

10,450 




^ This figure is the balancing item of the memorandum column. 

■ Posted to the debit of Bills Receivable Account. 

® The Bills in transit may be calculated by writing up B’s account and 
inserting the amount owing to him, viz., £'i,ybS, which is 8d% of the remain- 
ing stock of ^3,460. The balance of the account represents Bills in transit. 
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Proof of B's Account. B, according to the agreement, is to 
account to A for the profit on the goods he sells, less commission. 

The profit is — 

L I 

(1) Sales. ....... 

(2) Less Invoice price of Goods consigned . 14,200 

L.tss Invoice price of Goods on hand . 3.460 

10,740 

Profit . 

The commission thereon — 

5% of ;£io,74d (Invoice price) 

25% of ^2,640 (profit, as above) 

Hence B owes for the difference. . . . ;£i>443 

When the goods were sent to B he paid A for four-fifths of the 
value of the whole consignment of £14,200, his acceptance therefore 
being 

i X /14.2DO = ;fil,36D 

Of the wliole consignment, £10,740 has been sold by B so that, 
subject to his commission, he must account to A for the remaining 
one-fifth of the invoice price of the goods sold. It is clear that he 
has paid for four-fifths of the goods still unsold, but this is ignored 
for the present. 

Consequently, B must account to A for J x £10,740, which is 
£2,148 added to the net profit of £1,443 as shown in the above state- 


ment. B is thus indebted to A for — ^ ^ 

(0) Net Profit ....... 1.443 

(&) Balance of Invoice price of the Goods sold . . 2,148 

3.591 

Against which he has already remitted . 3.140 

Therefore Drafts in transit to clear axe . . 


When B has received credit for his remittances and his commis- 
sion, his account is clear so far as the Goods sold are concerned, 
but he has paid not only for the goods sold, but for four-fifths of the 
goods unsold, as he accepted a bill at the outset for four-fifths of the 
invoice price of the whole consignment. Such unsold goods are — 


£ 

Invoice price of whdlb Consignment . . 14,200 

Less Invoice price of Goods sold . . 10,740 

Remaining Goods ..... ;(3.46o 

B has paid for ^ thereof ■= £2,768 


The latter figure is the amount standing to the credit of B's account. 


2,640 


537 

660 

1. 197 
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The proof becomes simple if the student will imagine that two 
separate consignments were made, the first representing the goods 
sold, the second representing goods unsold. 


Consignments 

Invoice 

Price 

Paid for 
by B 

Unpaid 
for by B 


£ 

£ 

£ 

1st Consignment ..... 

10,740 

8.5gz(a) 

2,148(6) 

2nd Consignment ..... 

3-460 

2,76S(c) 

692(12) 

Total 

;^I4.2DD 

/11.360 

^2,840 


The Ledger Account in A's books will be — 

Dr. B Cr. 




1st Con- 

2nd Con- 


ist Con- 

2nd Con- 



sign- 

ment 

sign- 

ment 


sign- 

ment 

sign- 

ment 

To Sales . 

„ Balance . 

c/d 

£ 

13.380 

£ 

nil 

2,768 

By Bill 
„ Commission 
.. Bill 

„ Bill in transit . 

£ 

S.592 

1,197 

3.140 

451 

/ 

2,768 



^13.380 

£3,768 


£13.380 

£2,768 





By Balance . b/d 


2,768 


It can readily be understood that the first consignment is now 


£ 

13.380 

8.592 


£ 

13.380 

io,74D 


2,640 

2,148 


1. 197 
3.591 


In order to make the problem complete, the second consign- 
ment will be dealt with ; and for this purpose it is assumed that the 
remaining goods are sold for £4,460, the commission terms as before. 

The account of B as to the second Consignment is continuod 
from the balance brought down of £2,768, 


/4.78B 

A.7BB 


A.7flB 

£ 


completely disposed of ; the proof of which is — 

ist Ccnsignmcnt — B owes for Sales 

Less Amount paid by B when 
goods consigned (^e 9) 


or 

Profit on Sale = Sales 
Less Invoice Price of Goods sold 


Plus Proportion of Cost still un- 
paid [([ X ;^iD,74o] (See h) . 

This is discharged by — 

(1) Commission due to B . 

(2) Remittances 
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Dr, 


B (Sbcdnd Consignment) 


Cr. 


To Sales 


4.460 


By Balance . 

„ CommlsBlon 
,, Bills, etc. 

b/d 



£4,460 





3,768 

493 

i,a6g 

\£4A6 o 


Proof — 

2nd Consignment-^Sales ...... 

L^ss Amount paid by B when 
Goods were consigned 
[4 X ^^3.460] (See c) 

or 

Proht on Sale = Sales 

Less Invoice Price of Goods 
^ sold 

Plus Proportion of Cost still unpaid, 
U X £3 460] (See d) . 


This is discharged by — 

1 1) Commission^. 

2) Remittances . 

The Consignment Account in A's books will be — 


£ 

4,460 

2,768 


;^l,6g2 


4.460 

3.46P 

1,000 

692 

£ " 

423 

1,269 


^I,6g2 


;^i,692 


Dr . Consignment to B Cr. 





In- 

voice 

Price 





In- 

voice 

Price 



Tq Balancp * . 
Comizussion — 
5 % on 

£3,460 . . 

* 5 % on 
£1,000 . 

„ Profit and Loss 
Account . 

b/d 

£ 

3,46a 

£ 

a, 6 ia 

173 

350 

1,427 


By Sales . . . 

(per Account 
Sales) 


£ 

3,460 

£ 

4,460 




£3.460 

£4.460 




£3,460 

£4.460 















The total profit will be — 



ist Consign- 
ment 

znd Consign- 
ment 

Total 


£ 

£ 

£ 

£ 

£ 

£ 

Sales ..... 


13.380 


4,460 


17,840 

Less Cost .... 

7,840 


2,610 


10,430 


Commission 

1,197 


423 


1,620 




9.037 


3 .D 33 


12,070 

Profit and Loss Account per 







Consignment Account 


^ 4.343 


£1.427 


£5.770 


^ The Commission is calculated thus — £ 

5% on £3.460 . . . . 173 

25% on ^4, 460 - 3,460, i.B. on ;fi,DOD 250 

^ 4*3 


* See Consignment Account on page 370, 
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The following illustration is appended to demonstrate a joint 
venture completed on full double entry lines involving the prin- 
ciples applicable to Joint Venture and Consignment Accounts. 

Illustration. A and B enter into a joint venture. A contributes 
£100 and B £150. They purchase for cash 20 Wireless Sets at £6 
each, and consign 17 to their agent in Xland invoiced at {30 each. 
A pays freight of £10 4s. od. The agent pays landing charges of 
$189 on 15 only ; the remaining 2, being irreparably damaged by 
water, are destroyed, a claim being preferred against the under- 
writers. The agent incurs selling costs of $89 and is entitled to 5 per 
cent commission on sales and a further 10 per cent commission on 
net profits after charging up both commissions. 

The sales of the Xland agent are 5 at J58 each. 

As to the remaining 10, 5 have been sent from Xland to Yland, 
and the Yland agent reports that he has sold them for $660 net, 
and remits to Xland a draft therefor. 

Of the 3 remaining in England 2 are sold for cash for £8 each. 
In the meantime A and B have withdrawn respectively £40 and 
£60 from the Joint Cash Account. They share profits i : 2. 

The Xland agent remits a draft for S250. 

Rates of Exchange may be taken as — 

Xland . . . . I 5 to / 

Yland .... $10 to £ 

The accounts in the joint venture books are shown below — 

JOINT VENTURE BOOKS 

Dr. A Cr. 




£ 

s. 

d. 




£ 

I. 

d. 

Td Cash . 


40 

□ 

0 


By Cash 


loo 

□ 

D 

,, Balance 

c/d 

74 

4 

0 


,, C(7n B i gn m ED t to 











Xland Account 











— Expenses . 


ID 

4 

D 







i Profit 


4 

□ 

□ 



£114 

4 

0 




£ii4 

4 

□ 







By Balance 

b/d 

74 

4 

0 


Dr. 


B 


Cr. 




£ 

5. 

d. 




£ 

j. 

d. 

To Cash . 


60 

0 

D 


By Cash . 


130 

p 

0 

,, BalancB 

c/d 

98 

D 

0 


„ 1 Profit 


B 

D 

D 




D 

D 




£138 

□ 

D 







By Balance 

b/d 

9 B 

0 

1 D 
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Dr. Cash Cr. 




£ 

s. 

d. 




£ 

I. 

i. 

Td a and B 


230 

0 

D 


By Joint Venture 





„ Xland Agent ^ 


50 

0 

D 


Account 


Z2D 

D 

D 

„ Sales 


z6 

0 

D 




40 

0 

0 







B . . . 


60 

0 

0 







Balance 

r/d 

g6 

□ 

a 



£316 

□ 

D 




£316 

D 

0 

Td Balance 

b/d 

g6 

D 

0 








Dr. Unu£rwriteus Cr. 





£ 

5. 

d. 







To Consignment to 










> 

Xland Account 


13 

4 

0 







Trial Balance Dr. Cr. 



£ 

s. 

d. 

£ 


d. 

A 




74 

4 

0 






98 

0 

0 

f ash ......... 

96 

D 

0 




Underwriters ........ 

13 

4 

0 




Consignment to Xland ...... 

45 

12 

0 




Xland Agent ........ 

11 

8 

D 




Joint Venture Account (Stock) . . . . 

6 

0 

D 






4 

0 

^172 

4 

0 









^Note. The gross sales of the Yland Agent (if given) vvouhl be credited 
to Consignment Account and the expenses debited to the same account — 
NOT the net realized Value after expenses, unless the Yland Agent is the 
Agent of the Xland Agent, in which case the net proceeds will be credited 
to the latter and his commission based thereon. The entries are made in the 
Xland Consignment Account, a.s foi practical purposes it is part of the 
latter consignment. 

B's Books — 

Dr. A Cr. 




£ 

s- 

d. 

' 

£ 

I, 

d. 

To Cash . 


I-iO 

a 

0 

1 By Ca-jh . . .1 

60 

0 

a 

.. f Profit 


B 

D 

0 

1 1 ,, Balance 

c/d 

98 

D 

D 



£158 

“ 

0 

0 



£158 

0 

0 

To Balance 

b/d 

1 

1 0 

5 







Note. This account corresponds to B’s Account in the Joint Venture books. 
A’s Books — 

Dr. B Cr. 




£ 

s. 

d. 




£ 

s. 

d. 

To Cash . 


IDO 

0 

0 


By Cash . 


4° 

D 

0 

,, Consignment Ex- 






,, Balance 

c/d 

74 

4 

D 

psnsBs 


ID 

4 

0 







„ 4 Profit 


4 

0 

0 









£h4 

4 

D 




£114 

4 

D 












To Balance 

b/d 

74 

4 

0 








Note. This account corresponds to A’.s Account in the Joint Venture books. 
^ Paid into cash for convenience. 


13— (B.2dB3) 



aint Venture By Conaignment to 

Account 17 510 102 o o Xland Account 17 51c 



176 


Cost of 13 units . . . . . . . 99 o o 495 

Add Landing Charges . . 1 . . . 37 16 o i8g 



Dr . Xl\nd Acsent Cr 


TS 

lo 

0 0 0 □ 0 0 

0 


VO VO ^VO D DO 

D 


r«. r>^vo 0 M 

m M in H 

N 

M 



C 7 » C 7 » M 0 t> 

00 Qo tn in in 

M n 

□ 

N 

VO 



By Consignment to Xland 
Account — 

Landing Expenses 

Sellmg Expenses . 
Commisaioa 5% of I620. 
Profits 

,, Draft .... 
,, Balance c/d 

$ 




■xs 

1 . 

0 

0 

0 

0 

□ 0 

□ 

DO 

oo VO 
in VO 

N 

i» 

0 0 

O' 

rn 

0^9 

c>. 

«n 

1 

1 

To Sales .... 

f 

To Balance . b/d 



fn 

00 0 D 

D 


0 D DO 

0 


n VO □□ «o 

0 « 

M 

PI 

m 

M 


DO 

D 

N w 

H 

D 

N 



By Goods on Consignment 
Account 
,, Cash Sales . 

C on si gnment t 0 
Xland Account — 
Profit 

,, Stock. c/d 



•ts 

VO 

'H3 

0 0 

0 

0 

D □ 

0 

D 

0 n 

« 

tn 

VO 

■a 

0 

IS 

0 

M 

- 

To Cash Purchase 
,, Profit — £ s, d. 

A, 1 . 4 0 0 

B, f . 8 0 0 

1 

To Stock . b/d 
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66a Yland dollars equal 330 Xland dollars 



CHAPTER XVIII 
DEPARTMENTAL ACCOUNTS 

One of the most important aims of accounting is the segregation 
and recording of activities, whether of buying or selling ; of pro- 
duction, administration, or distribution. Departmental accounting 
aims at segregating the severable activities of a business in 
order to — 

(i) Compare results. 

(ii) Assist the proprietor in formulating policy. 

(iii) Reward the departmental managers on results shown. 

Departments may be classified according to functions, e.g. Buying, 
Selling, Production or Manufacturing, Subsidiary service, e.g. Trans- 
port, Packing, Repairs, and the like. 

In most large businesses departmental accounts are employed, 
e.g. in the large general stores, whilst insurance companies are com- 
pelled by law to prepare separate accounts for Life, Marine, and 
Industrial branches. An Accountant may have Audit, Tax, Bank- 
ruptcy Departments, and so on. 

It is usually not a matter of difficulty to ascertain the gross profit 
of each department, as the transactions may be easily analysed by 
means of columnar day books, of either the bound or the loose-leaf 
variety. So far as purchases are concerned there is, as a rule, one 
Ledger only to contain the accounts of the creditors, but if the de- 
partments buy from distinct and separate sources, a separate set of 
ledgers and day books may be employed. As regards sales, if 
customers buy from several departments it will be necessary to 
employ one Ledger (subdivided into areas or alphabetically, rather 
than departmentally) , so that the whole of the transactions of the 
customer are contained under the one heading. The sales day books, 
bound or loose leaf, will be columnarized or, where necessary, a 
separate sales day book for each department employed. Returns 
Inwards and Outwards will be dealt with on the Lines of Sales and 
Purchases, conversely treated. 

Stock records will be employed where practicable, and at the end 
of each accounting period the stock will be ascertained for each 
department and compared with details disclosed by the stock 
records. 

Where a concern occupies a warehouse, the whole of the purchases 
will first be passed through as purchases of the warehouse and 
charged out to departments, an amount usually being added to 
the cost to cover expenses of handling. Any stock not sent to the 
departments will be considered as warehouse stock. 

Where other items are included in the Trading Account they are 

378 
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normally of such a nature as to lend themselves to simple analysis, 
Q.g. Wages and Carriage Inwards. 

The general expenses chargeable against the gross profit will 
require allocation between the departments according to the actual 
circumstances ; and even if a certain amount of latitude is allowed, 
in the absence of some rigid method of precise allocation, an attempt 
should be made to spread the expenses, because a department can- 
not be said to have earned a net profit until all the legitimate ex- 
penses of administration, selling, and distribution have been charged 
against its gross profit. 

Allocation of Expenses. The methods of allocating expenses may 
be dealt with as follows — 

*(i) Expenses incurred specifically for the department will be 
charged direct thereto, e.g. Repairs to Motors in a Transport Depart- 
ment. 

(2) Expenses for the benefit of all the departments and capable 
of precise allocation will be debited accordingly, e.g. lighting, 
according to separate meterage. 

(3) Expenses for the benefit of all departments not capable of 
precise allocation will be treated as follows — 

(i) Selling Expenses. These will be charged on a sales basis, either 
[a) value or (6) units or quantities sold, e.g. Discounts allowed, 
Bad Debts, Selling Commissions, although occasionally some of 
these expenses may come under one of the other headings as in the 
case of bad debts, where separate Sales Ledgers are used for each 
department. 

(ii) Administration Charges. Many charges, like Rent and Rates, 
may be apportioned to give approximately true results on the basis 
□f [a) area, [h) windows used, (c) cubic content, [d) average stock 
held or sold. With regard to the apportionment of Rent and Rates, 
it is usual to charge a basic rate for each floor, the higher the storey 
the lower the proportion, and subdivide the amount into depart- 
ments on the above lines, unless the department occupies one 
whole storey. For example, if tliree floors are used the ratios 
might be — 

1st floor . . 3 2nd floor . 2 3rd floor . 1 

Heating and Lighting (in absence of separate meters) may be 
apportioned on the basis of points wired, lamps used, area, 01 
inversely to the number of windows. 

Power, where not separately metered, is best apportioned on 
the basis of probable usage as determined by numbers and 
types of machines, adjusted where necessary according to running 
hours. 

Many expenses may be apportioned exactly or approximately 
by examining the precise nature and function of the expenditure, 
e.g. advertising, insurance. Advertising may produce enormous 



38 o accountancy 

sales to one department and not to another, but that is no valid 
reason for allocating the cost on the basis of results produced — as 
is done in the case of selling commission — because the advertising 
expenditure will have been incurred even if no sales are effected, 
and may, in respect of a particular department, have proved abor- 
tive because of the relative inefficiency of that department. Although 
apportionment of the advertising expenses is usually made on the 
basis of sales, an approximation based upon advertising space 
occupied may be preferable. An electric sign advertisement will 
probably benefit all departments (unless one department is particu- 
larly singled out) and the cost should be apportioned equally to all 
departments for whose benefit the sign is utilized. 

Insurance premiums may relate to stock, premises, loss of profit^ 
or workmen's compensation, and should be apportioned on the basis 
of stocks carried, proportion of premises occupied, profits earned in 
the preceding year, and wages respectively, unless some abnormal 
feature exists, e.g. extraordinary risk by reason of the nature of the 
goods — oil ; or in the case of workmen's compensation, an abnormal 
degree of risk of accident to workmen and employees of one depart- 
ment as contrasted with another. 

Depreciation will usually be allocable on the basis of assets 
employed in each department. (Depreciation of boilers will normally 
be included in the heating charge, depreciation of lorries in the 
transport charge, etc.) 

(4) Where expenses are incurred for which no basis of apportio^h- 
ment is practicable, it is usual to bring down the departmental 
balance of profits and apportion these expenses equally agaiuLt it 
so that the management will not be misled by the arbitrary nature 
of the apportionments, and at the same time will be able to ascer- 
tain the approximate net profit of each department. 

In some concerns an apportionment of these expenses is made 
according to one of the following bases : [a) units sold, (&) floor 
space occupied, (c) assessment or valuation of space occupied, [d) 
average value of stock held by the particular department, [e) wages 
paid. Where bonuses and further remuneration are dependent upon 
net departmental results, some apportionment is required, but it 4 
submitted that where no real basis exists, it is preferable to make 
such apportionments on an equal basis. 

Where the concern is in receipt of non-departmental profits, e.g. 
dividends, the income should be added to the net profit of the 
departments equally, following the same principle. 

Alternatively, the balance of departmental profits subject to any 
non-allocable expenses may be brought down in one total, and such 
expenses be debited and non-departmental profits credited without 
any attempt at apportionment. 

(5) A charge (which does not represent an actual item of expen- 
diture) is often made for Interest based upon the estimated amount 
of average capital employed by each department. This entry does 
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not affect the total net profit, since it is an internal adjustment only, 
viz. a debit to each department and a total credit to Profit and Loss 
Account. Similarly, a “notional” rent charge is often made to 
departments which occupy premises owned by the firm. 

Inter-departmental Transfers. Where goods, or the employment 
of staff or performance of services are exchanged as between depart- 
ments, they should be separately recorded and shown as separate 
items in the departmental columns of the Trading and Profit and 
Loss Account. The transfers will be either at cost or at loaded price, 
care being taken in the latter case to eliminate from the total results 
the unrealized profit. Such profit is not realized by the concern 
, as a WHOLE until the goods have been disposed of to outside pur- 
chasers. (The treatment of unrealized profit in departments is 
considered in Chapter XXXII.) 


Illustration. A. Ltd., Hotel Proprietors, have incurred, inter alia. 

expenditure as follows — 

Homns 

Meals 


£ 

£ 

Chambermaids . 

473 

21 1 (= £684) 

Kitchen Staff 

521 

317 (= ^38) 


£^94 


Show how these items are 

dealt with in the Departmental Profit 

atid Loss Account. 

£ 

£ 

Apartments . 

Dr. 684 


Restaurant 

. Dr. 838 


To Apartments 


994 

„ Restaurant 


528 





Illustration. Code & Dray Ltd. are in business as coal retailers 
and carriers. They transport the coal they purchase from the railway 
siding and deliver it in their own vehicles. 

For a certain period the wages of their transport staff, debited 
to Transport Department, are £1,695, of which £173 are attri- 
butable to transport of coal to their depot, £408 to delivery of coal 
to customers and staff, and £1,114 to transport work for customers. 

The depot consumes coal estimated at £35, depot expenses being 
appportionable 3/7 to Coal and 4/7 to Transport. The staff are sup- 
plied with coal free, estimated at £120 and wages connected there- 
with £24. The quantities of coal delivered to the staff are roughly 
in proportion to their respective wages, exclusive of those incurred 
in delivery to the staff. 

Show how the above would appear in the Departmental Profit 
and Loss Account, assuming that no outside transport expenses 
are incurred. 
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Dr. Departmental Profit and Loss Account (includes) Cr. 



Coal 1 

Transport 


Coal 1 

1 

Transport 


1 

£ 


£ 


To Wages 


(6) 1,695 




,, Transfers — 






Wages m Transport 



By Transfer 


(6) 173 

of Coal to Depot 

(fl) 173 


„ Transfer (£408 — 24) 


(6) 3B4 

Wages re Delivery to 



„ lransf[*r 

35 


Customers 

[a] 3B4 


,, Transfer 

120 


Coal Consumed at 



„ Transfer (£408— 3 B4) 


(6) 24 

Depot 

1*5 

20 




Coal Supplied to Stall 

[x) 40 

(^1 Bo 




Wages re Stafi Coal 

[X) B 

[x\ 16 





(x) Wages in (a) Coal ^^173 + = _ 4557- 


(&) Transport £\.(^95 — 4i73 — — 4^4 = 

Pioportion IS 1:2. 

The following examples are typical, and illustrative of tlie 
principles explained. 

Illustration. From the following Trial Balance prepare Depart- 
mental Trading and Profit and Loss Account for the year ended 31st 
December, 19. and Balance Sheet at that date. 


Trial Balance 


AS AT 31ST December, ig. . 


Dr. 

Stock at ist January, ig. . — A Dept. 




£ 

1,700 

B „ 




1.450 

Purchases — A ,, 




3 . 54 ° 

B 




3.020 

Sales— A 





B .. 





Wages — A 




820 

B 




270 

Rent, Rates, Taxes, and Insurance 




939 

Sundry Expenses 




360 

Salaries ..... 




300 

Lighting and Heating 




ZIO 

Discounts Allowed 




Z22 

Discounts Received . 





Advertising .... 




36B 

Carriage Inwards 




234 

Fuiniture and Fittings 




300 

Plant and Machinery. 




2,100 

Sundry Debtors 




6d6 

Sundry Creditors 





A — Capital .... 





A — Drawings .... 




450 

Cash at Bank .... 




ggo 

Cash in hand .... 




17 


417,896 


Cr. 


6,d3o 

5.»25 


65 


i,B5d 

4,766 


£17.896 
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The following information is also provided — 

(1) Internal transfer of goods from A Department to B Department, ^42. 

(2) The items: Rent, Rates, Taxes, and Insurance; Sundry Expenses; 
Lighting and Heating; Salaries; and Carriage Inwards to be apportioned — 
j A Dept., I B Dept. 

(3) Advertising to be apportioned equally. 

(4) Discounts allowed and received are apportioned on the basis of Depart- 
mental Sales and Purchases (excluding transfers). 

(5) Depreciation at 10 per cent per annum on Furniture and Fittings and 
on Plant and Machinery to be charged } to A Dept., ^ to B Dept. 

(6) Services rendered by B Dept, to A Dept, included in Wages, ;£5o. 

(7) The Stock at 31st December, 19. . : A Dept., £1,674; ^ Dept., £1,205. 

(8) There have been no additions to or Sales of Plant or Furniture. 


Departmental Trading and Profit and Loss Account 


Dt. For the Year ended 31ST December, 19. . Cr. 




1 ^ 
Dept. 

B 

Dept. 

Total 



A 

Dept. 

B 

Dept. 

Total 



£ 

£ 

£ 



£ 

£ 

£ 


Tq Stock 

1,700 

1.430 

3.150 


Dy Sales . 

6,oBo 

3,125 1 

11.203 


„ Purchasn 

3,540 

3,020 

6,360 


,, Departmental 
Transfers 


SO 



,, Carnage 





42 



Inwards. 

156 

78 

234 


„ StDik . 

1.674 

1,203 

2,879 


,, Waives 

B20 

270 

1,090 







,, Goods . 










„ Wages 
„ Gross Profit 

50 









Cyd 

1,53° 

1,520 

3,050 








£7.796 

£6,380 

£14,084 



|£7,796 

£6,380 

£14,084 


To Salaries 

300 

100 

300 


By Gross Profit b/d 

1,530 

1,520 

3,050 


,, Rent, Rates, 





,, Discounts. 





Taxes, and 





Received. (I') 

33 

30 

63 


Insurance 
,, Lightmg and 

626 

313 

939 


„ Loss. . 

126 




Heating. 

,, Sundry 

140 

70 

2X0 







Expenses 

240 

130 

360 







,, Advertising . 
,, Discounts 

1B4 

1B4 

36B 







Allowed (a) 

121 

101 

222 







,, Depreciation 

iHo 

60 

240 







,, Profit ‘ 


602 

476 








£i,6gi 

£1,550 

£3,115 



£1.691 

£1,350 

£3,113 












(a) Ratio of Sales, 6,080 : 5,125; (6) ratio of Purchases, 3.540 : 3,020. 


^ The total net profit of £476 i.s arrived at thus — ^ 

D Dept. Net Profit 602 
A Dept. Net Loss 12O 


Balance £476 
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Balance Sheet as at 315T December, ig.. 


Capital at ist Jan.. 

£ 

£ 

Fixed Assets — 

£ 

£ 

19 

4,766 


Plant and Machinery 



Add Profit for year 

476 


at ist Jan., 19. . . 

2,100 





Less Depreciation 




5.242 


at 10% per annum 

210 


Less Drawings 

45 D 




1,890 



4.792 

Furniture and Fit- 



Current Liabilities — 



tings at ist Jan., 



Sundry Creditois 


1,860 

19 

300 





Less Depreciation 






at 10% per annum 

30 







270 






2 ,i 6 o 




Current Assets — 






Stock 

2.B79 





Sundry Debtors 

6o5 





Cash at Bank. 

990 





Cash in hand . 

17 







4.492 



;^6,652 



;^6,652 


Illustration. Carr was the proprietor of a garage, the following 
Trial Balance being extracted from his books on 31st Dec., 19. .. 


Trial Balance 

AS Ai 3 1ST December, 19.. Dr. Cr 


Capital ........ 

£ 

£ ' 
3.30D 

Drawings ........ 

4DD 


Opening Stocks — 



Tools ........ 

150 


Petrol and Oil ....... 

5^ 


Spare Parts and Tyres ..... 

295 


Private Cars (including Repair Van ;^2io) 

4.770 


Purchases — 



Tools ........ 

176 


Spare Parts and Tyres ..... 

212 


Petrol and Oil ....... 

625 


Advertising ........ 

104 


Rent, Rates anil Lighting ..... 

680 


Insurance — 



Hire Cars ........ 

125 


Fire, Burglary, etc. ...... 

20 


Wages — 



Chauffeurs ....... 

1,650 


Repair Department ...... 

706 


Office ........ 

250 


Garage ........ 

450 


Sales — 



Petrol and Oil ....... 


532 

Spare Parts and Tyres ..... 


346 

Receipts — 



Hiring ........ 


4.326 

Repairs ........ 


1.542 

Garaging ........ 


950 

Carried forward . 

;^io,669 

;^io,996 
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Trial Balance a s at 31ST December, ig. . — (Contd ) Dr Cr. 


Brought Forward . 

£ 

10,669 

£ 

10,996 

Licences for Hire Cars ...... 

145 


office Expenses ....... 

296 


Sundry Debtors ....... 

95 


Sundry Creditors ....... 


164 

Commission on Cars Sold ..... 


34 ° 

Cash at Bank ....... 

295 






The following additional information was extracted — 

(а) The stocks on hand, 31st December, 19. ., were valued at — 

'' Tools ....... £106 

Petrol and Oil ..... 42 

Spare Parts and Tyres .164 

(б) Petrol valued £340 and oil £62 were used by the Hire Depart- 
ment during the year ; petrol, valued at £28 and oil at 14 were used 
by the Repairs Department ; private consumption amounted to ;fi6. 

(c) Repairs Department performed work on private cars valued 
at ^234. In addition, £40 work was performed on the proprietor's 
own car. 

(d) Spare parts used by Repairs Department during the year were 
valued at £322. 

(e) Depreciation of Private Hire Cars and Repair Van at zo p)er 
cent per annum. 

(/) Rent, Rates and Lighting to be apportioned as follows — 
Repair Dept. . . ^ Garage . } 

Hire Dept. . ^ Office. . | 

(g) The licence £10, and insurance £10, for the proprietor's own 
car are included in the insurance and licences paid by the 
business. 

You are required to prepare Departmental Trading Account and 
Profit and Loss Account for the year ended 31st December, 19 . . , and 
a Balance Sheet at that date. 


pROFll AND Loss ACCOUNT FOR THE YeAR ENDED 


Dr . 3 1 ST December, 19.. 



£ 


£ 

To Wages (Office) . 

230 

By Balance, being 


,, Rent, Rates and 


Gross Profit — b/d 


Lighting 

85 

Petrol and Oil 

353 

„ Advertising 

104 

Spare Parts and 


„ Office Expenses. 

296 

Tyres 

325 

,, Insurance 

20 

Repairs 

3M 

Net Profit transferred 


Hire . 

793 

to Capital Account . 

1.530 

Garage 

l6a 



Commission on Cars 



^2.2^5 




Cr . 

~ i 


1.945 

340 





31ST December, 19. 


K 


u 


D 

2 

•< a 

H 55 
Z H 
« ^ 
S 

£ « 

2 

H H 

q s 

H 


a 


Gar- 

age 

0 

^ 5 

0 

m 

Ov 

Hire 

Dept. 

VO 0 

N N 

'-rt tn 

♦ 

VO 

cn 

Re- 

pair 

Dept. 

W "^J-VO D 

^ m □ 

'-♦J in N M 

•H 

N 

CM 

orv 

w" 

Spare 

Parts, 

etc. 

VO n 

^ CM VO 

vhi m »n M 

fM 

tn 

as 

'-Ma 

Petrol 

and 

Oil 

N N vO 

m M 

»n Tj- 

cn 

D 

m” 

'na 


By Sales 
,, Receipts 

„ Department Transfers 
,, Stock 
„ Drawings — 

Licence^. .£io 

Insurance^ . 10 

Repairs . 

Petrol and Oil ^ 

Gar- 

age 

DO 0 

u-1 VO 

'-+3 xf m M 

0 

m 

Ov 

'-»a 

Hire 

Dept. 

ovn*ncM 

•Ot^oO m N ornov 

^ VO M OV M iS 

M 

VO 

m 

Re- 

pair 

Dept. 

OVOVO D NNN 

inr-o M 

'h 3 w M i-i m m 

CM 

CM 

□h 

Spare 

Parts, 

etc. 

U-) CM »n 

av M CM 

''♦? cM IN rn 

CM 

tn 

□□ 

'Na 

Petrol 

and 

Oil 

VO m tn 

m N m 

VO m 

m 

0 ^ 

M 


To Stock 
,, Purchases^ 

,, Wages 
,, Licences’ . 

,, Rent, Rates and 
Lighting 

Depreciation on Pri- 
vate Cars 

,, Depreciation on Repair 
Van 

„ Insurance on Cars’ 

,, Spare Parts and Tyres ^6) 
Petrol and Oil (a) 

,, Repairs (r) 

,, Balance, being Gross 
Profit c/d 
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* The transfers far Drawings are shown separately for sake of clarity. Actually they would be credited to the respective 
□unts, leaving a net charge to the Trading Account, e.g. Licences in Hire Department would be ;^I35 net; Insurance, ;^ii5 
; Petrol and Oil Purchases, ^6og net. 

■ No amounts are given for insurance and licence on Repair Van. 
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Capital — 

Balance ist Jan., I9 . . 
Add Profit for Year 

i 

3-300 

L530 

1 

Less Drawings^ 

4.830 

476 

4.354 



Current Liabilities — 
‘Sundry Creditors 


164 



;i4.5l8 


Fixed Assets — 

i 

1 

Private Hire Cara 

4.560 


Less Depreciation 

912 

3.64B 

Repair Van 

210 


Less Depreciation 

Current Assets — 

Stock — 

42 

168 

Petrol and Oil 

Spare Parts and 

42 


Tyres . 

164 


Tools 

106 

312 

Sundry Debtors. 


95 

Cash .... 


295 

£4.518 


Illustration. Jones Bros., wholesale stores, purchase goods as 
follows — 

A Dept. 500 articles ^ 

B Dept. 1,000 articles (Total cost ;£id,ooo 
C Dept. 1,200 articles ) 


Commencing stocks were — 

A Dept. 60 articles B Dept. 40 articles C Dept. 76 articles 


Their sales were — 

A Dept. 
D Dept. 
C Dept. 


31 D articles at Bos. each 
960 articles at 90s. each 
1,248 articles at loos, each 


Assuming the percentage rate of gross profit is the same in the 
case of all three articles, prepare Departmental Trading Account 
showing the gross profit on trading to be carried to the firm's Profit 
and Loss Account. Stocks to be valued on the same basis as 
purchases. 


As the rates of gross profit are the same for each type of article, 


^ The proprietor's Drawings Account is made up as follows — 


Cash 



400 

Petrol and Oil . 



16 

Repairs 



40 

Insurance 



10 

Licence 



Id 
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the cost price of the goods sold must be in the ratio 8:9: 10, so 
that the total cost £10,000 must be divided thus — 

£ s. d. 

5DO X 8 = 4,ODO = 5V ^ ^iD,ooo = /i,6do = 3 40 per articlo 

1,000 X 9 = 9,000 = X = Z3.6DO = 3 12 D per article 

1,200 X ID = 12,000 = X ;^Io,ooo =» £4,800 =4 o o pel article 


25,000 

Profit per article — 

Sale price Cost price 

£ s. d. £ s. d. 

A Dept. 400 less 3 4 o = i6s. 

B Dept. 4 10 □ „ 3 iz D = 

C Dept. 500 .. 4 dd=£* 

The numbers of different articles sold are — 



A 


C 

Opening Stock 

6o 

40 

76 

Purchases .... 

500 

I, ODD 

I,2DD 


560 

1,040 

1,276 

Closing Stock 

50 

80 

28 

Sales ..... 

510 

960 

1,248 


The profit must therefore be — £ 

A Dept. 510 X i6s. = 408 

B Dept. g6o X i8s = 864 

C Dept 1,248 X £l = 1,248 


[as below] £2,520 


The Departmental Trading Account may now be prepared : — 


Departmental Trading Account for the Year 
Dr. ended Cr. 



A 

D 

C 

Total 


A 

B 

c 

1 Total 1 

loStock^ 

„ Purchases 
„ Gross Profit 

£ 

193 

1,600 

408 

£ 

144 

3,600 

8 64 

£ 

304 

4, Boo 
1,348 

£ 

64a 

10,000 

2,520 

By Sales* . 

„ Stock . 

£ 

2,040 

160 

£ 

4.32D 

288 

£ 

6,340 

ZZ 3 

£ 

I2,6dO 

560 

£3,200 

£4,608 

£6.352 

£13,160 

£3,300 

£4,608 

£6,352 

£i3,i6n 











The opening and closing stocks are valued on the same ba.sis as 
purchases, e.g. — 

Opening Stock of A Dept. 60 X £3 4s. = £192 
Closing „ „ 50 X £3 4s. =» £160 

^ Columns may be inserted for quantities. 

* A Dept. Sales are 510 articles at £4 each = £2,040 
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Alternatively, the cost price and gross profit per article may be calculated — 
Total Sale price of articles purchased — 


A . 5 DO X ;^4 - 

2,000 

B . . . I.DOO X IDS. . 

4.500 

C . . . I,2D0 X is 

6,000 

Total Cost price ..... 

12,500 

10, ODD 

Gross Profit .... 


This shows a rate of gross profit of 20% on Sales, 

therefore — 

Cost price of A 80s. — 1 6s. = 64s. 

B 90s. — i8s. 7ZS. 

C loos. — 20s. = Bos. 

Illustration. A commenced business on 

1st January 

with — 

Stock — 

i 

A Dept. .... 

30D 

B Dept. .... 

500 

Fixtures ..... 

40D 

Cash ..... 

6do 

The transactions are — 

i 

Purchases — A Dept. . . . . 

3,100 

B Dept. . . . . 

. 2,900 

Receipts from Debtors .... 

. 5,200 

Discounts Allowed to Debtors . 

200 

Payments to Creditors .... 

4,720 

Cash Sales — A Dept. .... 

3B0 

B Dept. .... 

. 920 

Credit Sales — A Dept. .... 

3.700 

B Dept. .... 

2,900 

General Expenses — A Dept. 

300 

B Dept. 

420 

Unallocated expenses .... 

480 

Drawings ...... 

4OD 

Cash in hand ..... 

580 

Selling Expenses ..... 

ZOO 

Cartons, etc., purchased 

320 

Creditors outstanding .... 

i,6od 

Stock on hand at 3 i 5 t December, 19. . — A Dept. 420 

B Dept 580 

Cartons on hand at 31st December, ig. . . 

HD 


Unallocated general expenses axe to be apportioned on the basis of 
floor space occupied, which is in the ratio of 5 ; 3. 

Sellhig expenses are to be apportioned on the basis of cartons sold, 
viz., A 60,000, B 45,000. 

Prepare : (i) Trial Balance. 

(2) Departmental Trading and Profit and Loss Account. 

(3) Balance Sheet as at 31st December, 19. .. 

• It will be necessary to op>en and write up the following accounts 
before preparing the Trial Balance and accounts — 



ACCOUNTANCY 


Jan. 1 Tq SundrieB 

Dec. 31 „ Cash Sales — 

A Dept. . 

B Dept.. 

„ Debtors — 

Cash Received 


To Cash 
,, Balances . 


By Creditois — 

Cash Paid 
,, Expenses — 

A Dept. 

B Dept. 
Unallocated . 
„ Selling Expenses 
„ Drawings 
,, Balance . 


£ 7 ,iod 
b/d 3 Bo 


Fixtures 

(oo 

Sundry Creditors 


£ ig.. 

4,720 Dec. 31 By Purchases ‘- 
r/d I, boo A Dept. 

B Dept. 

„ Cartons 


II Jan. I By Balances 

Stock 


300 

4ZO 

4B0 

aoo 

400 

c/d 3 Bo 


£6,320 
b/d I, boo 


SDO 600 I 

General Expenses 

A B 

( £ 

300 420 


Capital 

II I 

Jan. 1 By Sundries . 


General Expenses [unallocated) 


19 . 

Dec. 31 To Cash 

£ 

4B0 



Dr. 

Sundry 

Debtors 

Cr. 

19.. 

£ 

19. . 

£ 

Dec. 31 To Sales — A Drpt. . 

3i7oo 

Dec. 31 By Cash 

3,200 

,, ,, B Dept. . 

19.. 

Jan. I To Balances . 

2.900 

£6,600 

b/d 1,200 

,, Discounts 
„ Balances 

200 

C/d 1,200 

£6,600 

Dr. Discounts 

Allowed 

Cr. 


£ 



Dec. 31 To Debtors 

aoo 




^ Direct to Trial Balaxtce. 



Dr 
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Cr. 






ip.. 

Dec. 31 

By Cash . 

,, Debtors 


A 1 B 

1 £ 
3Bu I 930 
3 i 70 o 1 a.goQ 

Heavy type denotes opening entries, posted from the Journal. 

Trial Balancb as at 31ST Decsmbkr, 19. . Dr, 

Cr. 



£ 

£ 

Cash in hand ......... 

580 


Capital .......... 

X,Bdo 

^Drawin^ ......... 

400 


Crediturs. ......... 


I, Sod 

'Purchases — Goods: A Dept. ...... 

3,Xdo 

B Dept. ...... 

2,900 


Cartons ........ 

.Sales — A Dept. .... ... 

320 

4,oBo 

D Dept. ........ 


3, Baa 

Debtors .......... 

1,200 


Disrouiit ........ 

2t)0 


'Selling EKpenses ........ 

200 


General Expenses — A Dept. ...... 

3 DO 


B Dept 

42D 


Unallocated. . . . . . 

480 


Futures .......... 

400 


Stock — isl Jaruary', 19 : A Dept ..... 

300 


B Dept 

5 DO 

£11.300 

£11.300 


Departmental Trading and Profit and Loss Account 
Dr. FOR THE Year ended 31ST December, 19. . Cr. 



A 

Dept. 

B 

Dept. 

Total 


A 

Dept. 

B 

Dept. 

Total 

*¥0 Stock 

,, Purchases — Goods 

CartnDs(i) 

,, Gross ProBi c/d 

To General Expenses fa) 

,, .Selling Expenses (3) 

,, Discounts Allowed (4) 

,, Net Profit transferr^ 
to Capital Account. 

£ 

3D0 

3,100 

120 

980 

£ 

50D 

2,900 

go 

glD 

£ 

Boo 
6, nor 
210 
i.Bpo 

By Sales 
„ Stock 

By Gross Profit . b/d 

£ 

4 ,dBd 

420 

£ 

3.820 

5B0 

£ 

7.900 

x,ooo 

£4.500 

£4.400 

£8.900 

£4.500 

£4.400 

£8.900 

600 

115 

114 

151 

600 

B 5 

H6 

139 

1,200 

200 

20D 

290 

gBo 

9x0 

1,890 

£980 

£giD 

£1.890 

£980 

£910 

£1.890 


Balance Sheet as at 315T December, 


Capital — 

£ 

£ 

Fixed Assets — 

£ 

£ 

. Balance ist Jan , 



Fixtures 


400 

19 . . . 

i,8do 


Current Assets — 



Add Profit for year 



Stock — Goods . 

I,DDQ 


to date . 

2go 


Cartons 

no 



— 


Sundry Debtors 

I, 20 D 



2.000 


Cash 

580 


Less Drawings 

4DO 




2,890 



1,690 




Current Liabilities — 






Sundry Creditors 


1,600 






^3 29 



;^ 3.290 


‘ Direct from Cash Book. 

■ Direct from Ledger Account (Creditors). 
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fij Cartons are apportioned in the ratio of 6 d,ooo 

Cartons as per Trial Balance 

Less Stock as per Balance Sheet 


45,000, or as 4 : 3. 
£ 

32L1 

110 


;^2ID 

(z) General Expenses apportionment — ^ g 

Dept. Dept. 

£ i 

(a) As per Trial Balance . .300 420 

(fe) Unallocated General Expenses (Ratio 5:3) 300 I Bo 

/6dd /6do 


(3) and (4). Selling Expenses and Discounts are apportioned in the same 
ratio as the cartons, viz. 4:3. 

General Illustration. From the following details, prepare tabular 
Trading and Profit and Loss Account, showing (i) percentage of 
gross profit to sales ; (ii) percentage of net profit to sales ; (hi) ex- 
penses per £ of sales — 


1 

Departments 

1 

1 ^ 

B 


Slocks (opening) . . . .! 

L 

2,000 

i 

1,300 

1 

I, ODD 

Purchases . . . . . 

7,000 

4,200 

3.630 

Sales ...... 

8. J27 

5,418 

4,515 

Stocks (closing) .... 

3.073 

T.332 

1, 1 65 


Expenses : £ 

Rent, Rates, and Insurance . . . 2,100 

General ...... 840 


Apportion rent, rates, and insurance equally to departments. 

Apportion general expenses in relation to sales of each department. 

The following observations on this illustration should be par- 
ticularly noted — 

(1) Apart from the completion of the total column and one depart' 
mental column, the question is merely one of detail, involving no 
question of principle. 

(2) Hence, until other questions have been dealt with in the 
examination, the candidate should content himself by completing 
the total column and a "sample” column. 

(3) The same principle should be adopted in regard to the arith- 
metic part, although in many cases the figures presented to the 
candidate are often simple, e.g. in the above illustration the sales 
ratios are 9:6:5. 

(4) The General Expenses item would usually be presented in 
several detailed subdivisions. 
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Trading and Profit and Loss Account for the 



Dept. A 

Dept. B 

Dept. C 

Total 


£ 

£ 


£ 

Sales ...... 

8,127 

5.418 

4.515 

i8,d6o 

Cost nf Sales — 

Opening vStock .... 

2,000 

1,300 

1,000 

4.30D 

Purchases ..... 

7,000 

4,200 

3.630 

14.830 


g,ooD 

5 . 5 DD 

4.630 

19,130 

Less Closing Stock 

3.073 

1.332 

1,165 

5.570 

Gross Profit ..... 

5.927 

4,168 

3.465 

13,560 

2,200 

1.250 

1,050 

4.500 

1 


^ 5.418 

La.5^5 

;^l8,060 

Percentaf’e of (jYoss Profit to Sales 

-’ 7 - 07 % 

23 07% 

23 - 26 % 

24 - 92 % 

A il ministrati ve Expenses — 





Rent, Rates and ln.surance 

700 

700 

700 

2, Too 

General ..... 

37 « 

252 

210 

0 

QC 

Net Profit ..... 

1,078 

952 

910 

'’,940 

1,122 

298 

140 

1,560 


£ 2 , 2.00 

il, 25 D_ 

/t, 05 d 

3^4.500 

Percentage oj Net Profii to Sales . 


5 - 50 % 

3 -To% 

S-64% 

F\penses per f of Sales 

2 s. 8 (i. 

ji. Od 

4.S. o^d. 

3^. 3 d. 


_ _ 







Illustration. The Directors of Dockets Ltd. wish to ascertain 
approximately the separate net profits of three particular depart- 
ments, viz. A, B, and C, for the three months ended 31st March, 19 . . . 

It is not practicable to take stock on that date, but the accounting 
system is adequate and the rates of gross profit (calculated without 
reference to direct expenses) are stable at 40 per cent, 30 per cent, 
and 15 per cent on Sales of the three departments respectively. 

Indirect expenses are to be cliarged in proportion to departmental 
sales, exrejit as to one-sixth, which is to be divided equally. 

The following figures are extracted from the books — 




A 

B 

c 



£ 

£ 

£ 

Stock, 1st January, 19. . 

3,000 

2,8dd 

4,100 

Sales \ 

for the three 

14,000 

12,000 

20,000 

Purchases > 

months ended 

9,000 

7,200 

16,400 

Direct ExpeusesJ 

31st March, 19 . . 

1,830 

2,8^0 

2,300 


Indirect Expenses covering all five departments were ;f3,6oo. 
The Sales of the other departments were £14,000. 

Prepare a statement showing estimated net profits of the three 
departments for the tliree months to 31st March, 19. making a 
Stock Reserve for each department (due to special temporary condi- 
tions) of 5 per cent on the estimated value at 31st March, 19. . . 



394 


ACCOUNTANCY 


DOCKETS LIMITED 

Statement of Estimated Profit for the Three Months 
ENDED 31ST March, 19. . 



Departments 



A 


B 


C 


£ 

£ 

£ 

£ 

£ 

£ 

Stock, ist January, 19. . 


3,000 


2, Sod 


4,100 

Purchases 


9,000 


7,200 


16,400 



IZ,D0O 


10,000 


20,300 

Less Sales . 

14,000 


12,000 
(30%) 3,600 


20,000 


Less Gross Profit 

(40%) 5,600 

8,400 

8,400 

(15%) 3,000 

17,000 








Es Lima ted S ttKk, 3 1/3/1 9 . 


£ 3,600 


£ l.fioo 


£ 3 . 5 no 

Estimated Gross Profit 


5,6od 


3,6do 


3,000 

Less Stock RB5erve(5%) 

iBo 

Bo 

175 

Direct Expenses 
Indirect Expenses ; 

1,830 


2,840 


2,300 


On Sales . 

7oo 


6od 


I,OO0 


Equally . 

120 

2,830 

120 

3.640 

120 

3,595 






Profit 

£ 2,770 

Loss 

£ 4 P 

Loss 

£ 595 









Notes; (i) It is assumed that there is no Stock Keserve at the beginning 
of the period, 

(2) Indirect Expenses are calculated as follows — 


Sales 


Indirect Expenses — 

Proportion 

1 

■Total ;f3,6oo ^ 3 , odd 

1 

Equally 

i 

6do 

Less attributable 

to other ^ 

i X £Goo 

240 

departments . 

. 60.000 

— ■ — 

Proportion : A 

■ lU X £3,^00 70D 

j X £600 

120 

B . 

X ;^3,ooo 6 dd 


120 

C . 

■ X I, ODD 

,, 

I 2 D 


/2.3UD 


£360 


Alternatively, as the expenses to be apportioned on a sales basis are ;^3 ,doo 
and the total sales are ;^()0 ,ood, the percentage is 5 per cent of the respective 
sales, B.g. A, 5 per cent of ;^T4 ,ood = £joo, etc. 

(3) The total Trading Account of the three departments is — 


To Stock. 

£ 

g.goD 

By Sales .... 

i 

46,000 

,, Purchases . 

32,600 

,, Stock (estimated) 

8,700 

„ Gross Profit c/d . 

To Stock Reserve 

12,200 

L5a.i°° 

435 

By Gross Profit b/d . 

12,200 

,, Direct Expenses . 

,, Indirect Expenses 
„ Net Profit . 

6,970 

2,660 

z.i35‘ 

;^I 2 , 2 DO 

/lZ, 2 O 0 


^ A, Profit ^2,770, less B and C, Losses ;^4 d and ;^595. 



CHAPTER XIX 
BRANCH ACCOUNTS 

Branch Accounts have for their purpose the recording of the trans- 
actions of branches, whether they relate to dealings with the head 
office, with outsiders, or to dealings between different branches of 
the same concern. No hard-and-fast rule can be laid down as defin- 
ing the distinction between a branch and a department ; in fact, in 
n^any instances a system of accounting suitable for dealing with 
departmental activities will be entirely adequate for branches. As 
a general statement, it may be said that where a section of a 
business is segregated physically from the main section it is a 
branch ; in other words, if the location of activities is separated from 
the main place of operation, there may be said to be a head office 
and a branch. 

In spite of this statement, it should be borne in mind that in 
cirucmstances where complete control is exercised over the activities 
of a subsidiary section, the management may, and often does, 
consider it in the light of a mere department. 

The methods of accounting applicable to dealings and transactions 
rrf and with branches are legion, so that what is the most practical 
and efficient method applicable to any particular case can only be 
determined in the light of the particular circumstances of the 
concern. The branch may be a small retail shop run by a single 
employee, selling only goods sent by the head office ; or, taking the 
other extreme, it may be a foreign branch situate thousands of 
miles from the head office, buying its own materials, and manufac- 
turing and distributing the products in its own area — ^whose activities 
can only be controlled in a very small degree by the head office. 

Thus location, the degree of control exercised by the head office, 
the nature of the activities and the goods dealt in, the character 
and status of the personnel, and the number of the branches will all 
be determining factors in considering what system of accounting 
is to be adopted. 

In many instances mere academic theory must be sacrificed for 
the sake of expediency and practical results, but whatever treatment 
is adopted, it should, so far as possible, furnish the head office 
readily and reliably with the means of arriving at the financial results 
(in such detail as may be required) and with a check on the efficiency 
and integrity of the staff of each branch, as well as details as to the 
comparative efficiency of each branch. 

Main Divisions. The main divisions of branch accounting are 
consequential upon the question of whether full accounting records 
are, or are not, kept at the branch. 

395 
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The two main divisions are — 

I . Where the accounting of the branch is performed at the head 
ofiice. 

II. Where the branch performs the accounting functions for itself. 
It will be necessary to outline the different systems briefly, and 

each will then be duly considered and illustrated. 

As to (I) the system adopted may be — 

[a) Departmental Method. (See Chapter XVIII.) 
ib) Debtors System, where all the goods are supplied and the 
expenses paid by the head office. This merely involves debiting the 
branch with opening debtors (if any), goods, and expenses, and 
crediting it with its sales, returns to head office, closing stock, and 
the closing debtors (if any). Where the assets of the branch are to 
be recorded distinct from the head office assets, separate Branch 
Asset Accounts will be opened in the head office books. 

If small local purchases are made by the branch, and petty cash 
disbursements permitted, the same principle will apply, except that 
the branch must furnish details of these purchases; or, if they 
are paid for out of receipts, furnish, in addition, a detailed sum- 
mary of its Cash Account. As to petty cash payments, a detailed 
summary will have to be furnished to head office. These payments, 
both as to local purchases and as to petty cash, may be financed 
on the Imprest System, but this merely obviates any incursion into 
actual receipts, as the latter will be banked intact locally, daily Oi 
at suitable intervals, as required. 

(c) The " Stock and Debtors System. By this method a Branch 
Stock Account, and (where credit sales are made) a Branch Debtors 
Account, are kept for the branch quite distinct from the Branch 
Expenses Account. The Branch Stock Account will be debited 
with the goods received, credited with returns to head office, sales, 
and the closing stock brought down in the ordinary way. The 
treatment of the Stock Account will vary according to the method 
employed of charging the goods out to the branch. The three most 
common methods are — 

(ot) At cost price. 

(P) At selling price. 

(y) At cost price to which a certain percentage (loading) is added. 
This system involves the keeping at the head office of two, or (if 
credit sales are made) three accounts in respect of the branch, 
i.e. (i) Branch Stock Account, (2) Branch Expenses Account, and 
(3) Branch Debtors Accoimt. If local purchases and petty cash 
disbursements are permitted, similar treatment to that in (6) will 
be accorded thereto, except that goods purchased locally must be 
recorded separately from goods obtained from head office. As a 
rule, the selling price and cost price plus loading methods are not 
adopted where considerable local purchases are permitted, because 
such methods are employed for the purpose of enabling a simple 
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check to be kept on stock, and the presence of locally bought goods 
will tend to render such a check more complicated. 

(II) Where the branch performs its own book-keeping, the charac- 
teristic features are that in the first place in the head office books the 
branch is debited with the initial outlay, and with goods sent (if any) 
and credited with remittances and returns ; at the same time, the 
branch will maintain in its books a Head Office Account which will be 
reciprocal to the Branch Account in the head office books. Secondly, 
the branch profit or loss will be ascertained from the branch results 
compiled from the double entry book-keeping at the branch, and 
the Branch Account in the head office books will be adjusted (as 
will be shown) from such results. Thus, in branches of type (I) the 
profit or loss is ascertained from the Branch Accounts in the head 
office books, whereas as regards those of type (II) the profit or loss 
is obtained from the accounts kept by the branch, and the result 
subsequently incorporated in the head office books. 

No difference in principle exists as regards foreign branches, but 
its application is complicated by the necessity for converting inter- 
branch transactions, remittances, and the Branch Profit and Loss 
Account and Balance Sheet compiled in foreign currency into sterling. 

Miscellaneous Points. Before proceeding to illustrate the methods 
outlined it will be convenient here to deal with a few general matters 
with reference to Branch Accounts. 

(1) The head office may be purely a “clearing house," i.e. it may 
be responsible for the buying on behalf of all the branches, and its 
function may extend no further. On the other hand, side by side 
with such a function, it may carry on its own business and sell goods 
in the ordinary way. 

(2) Where the branches are dispersed over a wide area, the head 
office may perfonn functions as in (i), except that it delegates to 
special branches the work of intensive distribution, i.e, of dis- 
tributing goods within certain circumscribed areas, e.g. a mul- 
tiple concern with branches in every large town might have its 
head office and chief distributing centre in London with distri- 
buting branches [a) in Manchester for Lancashire, Yorkshire, 
Derbyshire, etc. ; (6) in Bristol for the West Country, and (c) 
in Birmingham for the Midlands. A special feature (affecting detail 
but not principle) arises here in that the costs of distributing and 
handling the goods is a cost, the burden of which should be allo- 
cated equitably as between all the branches. 

(3) Sales may be expressed (in the absence of abnormal features) 
not as sales, but as cash receive^ plus discounts plus closing debtors, 
less opening debtors, and this roundabout presentation in place of 
an ordinary straightforward statement tends to create difficulties 
for students. In dealing with Branch Accounts this matter is 
important, particularly as the item “cash received" is sometimes 
Sfdit into {a) "cash sales” and (&) "cash received from debtors." If, 
however, it is perceived that in both cases the receipt simply relates 
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to cash, and that the other elements mentioned above are given (or 
are ascertainable), no difficulty should be encountered in deter- 
mining the amount of sales by the process of building up the Branch 
Debtors Account. 

(4) Although no precise dividing line can be laid down, it is most 
usu^ for wholesale branches (or head office where all orders are 
executed by it) to be treated departmentally and for retail branches 
to be treated in one or other of the methods of branch accounting, 
more often, perhaps, with the main records at the head office. 

This procedure will be adopted where the branch merely acts as 
agent, the actual execution of transactions being performed by the 
head office, the only difference being that there will be no goods 
physically supplied to the branch, but a transfer will have to be made 
to the debit of Branch Profit and Loss Account for the cost of such 
goods as if they had actually been sent to the branch instead of being 
consigned elsewhere on its behalf. Any profit or loss will be trans- 
ferred from the Branch Profit and Loss Account to the Head Office 
Profit and Loss Account. In all cases, provision should be made 
for bringing Stock on hand down, if necessary, to market value; 
but where there are loaded values (see [)age 410) the adjustment 
should be made by means of Stock Reserve or Provision, leaving 
the loaded price and cost price undisturbed. 

The principles will now be illustrated. 

DEBTORS SYSTEM 


Illustration. Entries in head office books — 

Dr. X Branch Cr 


19.. 



£ 

19.. 


id) 

£ 

Jan. I 

To Sundry Assets . 

(a) 

100 

Dec. 31 

by Cash 

200 

Dec. 31 

„ Goods from H.O. 

[b) 

580 


,, Returns . 

(d 

22 

„ Expenses (paid by 



,, Stock . . £50 



Branch). 

„ Expenses (paid by 
H.O.) . 

(d 

30 


„ Debtors . . 500 

„ Sundry Assets . loo 

c/d 




7 


— 

650 


„ Profit and Loss 








Account 


155 





19.. 
Jan. 1 



£872 




£ 87 * 

To Balances . 

b/d 

650 






As regards the items on the debit side, the double entry will be 
completed by credits as follows : [a) to Cash, Creditors or Sundry 
Assets Accounts, (&) to Purchases Account, and (c) to Cash repre- 
senting the reimbursement to the .branch by the Head Office in 
respect of petty cash expenses ; the double entry for the items on 
the credit side will be completed by debits as follows : {d) to Cash 
Account, (e) to Purchases Account. 

The two deficiencies of the above method are that no checks 
are provided on stock and debtors. These deficiencies may be 
counteracted by an efficient system of control of stock and debtors. 
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the latter being usually capable of more accurate check than the 
former. 

In this illustration a pro forma Debtors Account by way of 
memorandum may be built up as follows — 

By. Sundry Debtors Cr. 


To Opening Balances 
„ Sales 

b/d 

700 


By Cash 

„ Cloaing Balances 

c/d 

£ 

ZDO 

3DO 



£700 




£700 

To Balances . 

b/d 

500 






Jt can be seen that, assuming that moneys received by the branch 
are banked without retention of any part at all, the actual sales 
figure is the total of the* cash received and closing debtors (there 
being no opening debtors). 

It should further be noted that the branch may not pay into the 
bank intact all moneys received from debtors, or in respect of cash 
sales ; or, even if it does, there may be a lapse of a few days in so 
doing. In the latter case, it will be necessary to take such lapse of 
time into account in arriving at the sales figure. 

Not infrequently the branch assets are segregated and shown in 
separate accounts, in which case the sundry assets items of £100 wiU 
not appear in this account at all, but in the Branch Assets Account. 

'The Debtors System, as will be seen, may be supplemented by 
a memorandum Trading Account. The information is furnished by 
the branch in its weekly or other periodic returns. Where there 
are numerous branches a total account may be compiled by means 
of summary sheets. 

It is not unusual for examiners to present summarized data as 
supplied from the branches (in fact, a copy of the information as 
it appears in the branch books), from which the head office accounts 
are to be compiled. 

The principles may be best explained by means of a simple 
example. 

Illustration.^ The following is a summary of the accounts as 
supplied by the branches — 

Dr. (M) Branches Cash Cr. 


To Balance 
„ Cash Sales. 

,, Receipts from Debtors 

b/d 

i^j 

£ 

100 

400 


By Head OfilicD 
,, Balance . 

c/d 

aiso 

70 



£a,4ZD 




£2,4Zo 

To Balance 

b/d 

70 






I 

^ Blementary students of Branch Accounts should defer the study of this 
with the succeeding illustration until the whole chapter has been read. 
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Cr. 


(M) Branches Debtors 


To Balances 
„ Sales 

b/d 

(C) 



By Cash 
„ Discounts. 

,, Returns . 

„ Balances . 

‘fi 

£ 

1,920 

5D 

60 

2 ao 



/^3,25o 




£ 2,260 

Td Balances 

b/d 

230 






The following is the account of the branches in the head office 
books — 

Dr. Branches Cr. 




£ 





£ 

To Balance — 




By Cash 



2,350 

Cash . .£100 




,, Balance — 




Debtors . SOO 




Cash 

£70 


f « 

StCMdr . . 200 




Debtors. 

. 230 



— 

b/d 

500 


stock 

. 240 



„ Goods 


2.000 



— 

c/d 

540 

„ Profit to Profit and 








Loss Account 


290 








£2,890 





£2,690 

To Balance . 

b/d 

540 







Prepare Memorandum Branches Final Accounts. 

The first two accounts marked (M) are merely memorandum 
serving to supply details necessary to analyse the amount of profit. 

It win be seen from the Branches Account that they are account- 
able for the opening balance of £600 plus goods received £2,000, less 
cash remitted £2,350. This amounts to £250, but as the assets at the 
end are £540 there must be a profit of £290. 

The amount of £290 is now to be proved. 

This figure may be proved by building up the “Double Entry,“ on 
the assumption that the information contained in the Memorandum 
Accounts is to be converted into full double entry — 

Memorandum 

Dr. Branches Trading and Profit and Loss Account Cr. 


To Stock 
„ Purchases 
„ Discounts (D) . 

„ Sales Returns (£) 

„ Net Profit 


£ 

200 

2.000 

50 

60 

290 


Dy Cash Sales [A] , £400 
„ Credit Sales (C) 1,960 

„ Stock 

B.5. 

£ 

2,360 

240 



£ 2,600 




£ 2,600 


Head Office (Ledger) 


Branches Balance Sheet 


£ 


£ 

540 

Cash (Ledger) . 

70 


Debtors (Ledger). 

230 


Stock (Profit and Lo.ss) 

240 

/540 


£540 
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The branch books would, if built up on double entry lines, con- 
^ tain the following accounts — 

Dr. Head Office^ Cr. 



Td Cub. 

„ Balance 

c/d 

£ 

2.350 

540 


By Balance . 

[i.e. Stock jo] £200 
Cash. (91 zoo 
Debtorsio) 300] 
„ Goods 

„ Profit and Loss 
Account 

b/d 

io) 

if) 

£ 

600 

a, 000 

290 




£2,890 




£2.890 






By Balance . 

b/d 

34a 

Dr. 



Cash 



Cr. 

) 

To Balance . b/d 

„ Caah Sales 
„ Debtors 

io) 

U 

£ 

100 

400 

1,920 


By Cash remitted to H.O. 
,, Balance . 


£ 

2.360 

70 




£2,420 




£2,420 


To Balance 

b/d 

70 



1 


Dr. 



Debtors 



Cr. 


To Balances . b/d 

,, Sales 

io) 

(b) 

£ 

300 

1,96a 


By Cash 
,, Discounts 
,, Returns . 

,, Balances. 

;i 

a 

£ 

1,920 

5D 

60 

280 




£2,260 




£2,260 


To Balances . 

_^d_ 

2^0 






'The following rules should be carried out — 

(1) All the items on the debit and credit sides of the Branch 
Accounts must be accounted for on the same side in the Memor- 
andum Accounts. 

(2) All the remaining items in the Memorandum Accounts must 
contain double entry amongst themselves. 

The items in the Branch Accounts will now be considered in 
detail — 

^ Memo figures 

(1) Balances Debit Cash . loo I debit of Cash Account 

Debtors 300 ^ Debtors 

Stock 200 J Trading Account 

(2) Goods Debit 2,000 debit of Trading Account 

(3) Profit Debit . 290 debit of Profit and Loss Account 

(4) Cash Credit 2,350 credit of Cash Account 

(5) Balances Credit Cash . 70 I credit of Cash Account 

Debtors 230 V Debtors 

Stock 240 J Trading Account 

^ This account is exactly reverse to the Branches Account in the head 
office books, and consequently in preparing the accounts the vital account is 
the Head Office Account as it would appear in the books of the Branches. 
This account, together with the above information, would supply the usual 
Double Entry, but as the Branches Account as it appears in the head office 
books is given instead of the Head Office Account as it would appear in the 
books of the Branches, the compilation must be adjusted accordingly. 
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All these are in heavy type in the preceding example. 

It will now be seen that the remaining items in the Memorandum 
Accounts have double entry, viz. — 


(A) Cash Sales 

(B) Receipts from Debtors 

(C) (Credit) Sales 

(D) Discounts 

(£) Returns 


Debit Cash Credit Trading Account 

•I .. .. Debtors 

,, Debtors ,, Trading Account 

„ Profit and Loss ,, Debtors 

Account 

„ Trading Account ,, 


It may be observed that if a Head Office Account in the books of 
the branches were opened it would be the same on the reverse side 
as the Branches Account in the head office books; so that if the 
Branches Account in the head office books be viewed as if it were 
the reciprocal account in the branch books, the double entry aspect 
is simple enough. 

Lest any confusion arises it must be stated that the only double 
entry that appears in the head office books is comprised by the 
postings to and from Branches Account ; the Memorandum Accounts 
being merely supplementary information to that shown in the 
Branches Account in the head office books. 


Illustration. The head office supplies its branches with goods at 
cost price, and pays all expenses other than petty cash of the 
branches. Weekly returns are furnished to the head office, the 
summaries of which are as follows — 


Dr . Branches Cash Cr . 


Td BalaD[:es 

b/d 

(1) 

i 

300 


By Petty Cash 


fc) 

£ 

370 

,, Receipts Irom 





„ Bank . 


(*) 

19.730 

Debtors 


fa) 

ooo 


,, Balances 

c/d 

(B) 

300 

,, Cash Sale£ 

■ 

(b) 

5 ooo 







/,20,7DO 





1 ^ 20,300 

To Balaucef 

b/d 

(B) 

200 







Dr. 


Branches Debtors 


Cr. 


To Balances 
,, Sales 

. b/d 

( 3 ) 

(*) 

£ 

1,300 

iB,6od 


By Cash 
„ Discounts 
,, Bad Debts 
,, Balances 

. c/d 

(a) 

(/) 

(8) 

£ 

15,000 

1 430 

1 380 

3, Boo 




£ig,Boo 





£19, Boo 

To Balances 

. b/d 

(8) 

3, Boo 
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Head Office books — 

Dr . Branches Cr. 


To Balance — 

Cash . |i) £300 

Debtors (3) 1,200 
Sundry 

Assets 2,000 

Stock. (4) 3,000 

b/d 

£ 

„ Goods 
,, Expenses 
,, Sundry Assets pur- 
chased 

le) 

(10) 

x6,ood 

Soo 

Ido 



£^*3,000 

To DalancB. . b/d 

,, Expeuses r^d 

,, Prolit and IjOSB 
Account 

(fc) 

do 

(12) 

3,920 

15D 

3,d8o 



£8,150 

To Balaaro b/il 

tB) 

8,130 1 






By Expenses 

b/d 

(6) 

£ 

35 ^ 

,, Bank 


d) 

19,730 

„ Balance. 

c/d 

{h) 

3,920 




£23,000 

By Balance — 




Cash 

£zdo 

(6) 


Debtors 

3,SoO 



Sundry 




Assets 

2,050 



Stork 

2,100 





c/d 

8,130 




/J.iSo 

By Expenses 

b/d 


15D 


Closing stock, £2,100. Expenses outstanding, £150. Write off 
[^0 depreciation on sundry assets. 

Prepare Memorandum Trading and Profit and Loss Account. 


Dr. Memorandum Trading and Prdfit and Loss Cr. 


To Stock 
,, Purchases 
,, Gross Proht . c/d 

(4) 

(■i) 

[d] 

1 

£ 

3,000 

16,000 

6.700 


By Sales — 

Cash £5,000 

Ciedit iB,6oo 

r.! 

£ 

23,600 

2,100 





,, Stork . 

(B) 



£25,700 




£25,700 

i 0 Sundry Expenses 
,, Petty Lash 
,, Disi ounts 
,, Bad Debts 
,, Deprnt Mtion . 

,, Net Proht 

(7) 

(c) 

(/) 

(0 

fl 3 ) 

300 

270 

1 420 1 
1 5^0 1 

50 

5,080 


By Gross Proht . b/d 

1 

1 

[d) 

6,700 



£6,700 




£6.700 









Dr, Memorandum Sundry Assets Cr. 



To Balanrrs 
,, Cash Purchase 

b/d 

(9) 

(10) 

£ 

3,000 

100 


By Profit and Loss 
Account 

„ Balancea. r/d 

(») 

(B) 

£ 

30 

2,050 





£2,100 




£3,100 


To Baloucts 

b/d 

(B) 

2,050 
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Dr Memorandum Sundry Expenses Cr 


To Cash 


(6) 

1 

500 


By Expenses o/s b/d 

,, Profit and Loss 

(6) 

1 

3 SD 

,, Expenses o/i 

c/d 

(id) 

150 






Account 

b) 

300 




£650 




£659 






By Expenses o/s b/d 

lill 

150 


Items numbered are “same side" items. 

Items lettered are “double entry" items. 

As has been indicated, if the Branches Account in the head office 
books were written up in the Branch Accounts on the reverse side, 
the four accounts, viz. — 

(1) Branches Cash ; 

(2) Branches Debtors ; ' 

(3) Head Office Account; 

(4) Trading and Profit and Loss Account , 

would provide the complete double entry; therefore in compiling 
the Memorandum Trading and Profit and Loss Account, the items 
in Branches Account in the head office books are to be accounted for 
on the SAME side 

If account (3) were actually in the branches, it would appear — 

Dr Head Office Cr 


To Balance 

c/d 

£ 

H,ooo 


By Balance 
,, Profit and Loss 

Account 

b/d 

£ 

3,9Z0 

3 ,D(lo 



£8,000 




£8.000 





By Balance 

b/^i 

8,000 


This account is reverse to the Branches Account m the head office books 
The Branch Balance Shep*t would be — 


Hkanch Balance Sheet 


Expenses Outstanding 

Head Office 

1 

1 


1 

£ 

I5<J 

8,000 

Cash 

Debtors 

Sundry Assets 

LfJA Depreciation 

£ 

Z,IDO 

5 ° 

£ 

200 
3 , Boo 




Stork 


2,100 



£8,130 



£8,130 

' 1 






Illustration. Retailers Co have three retail branches. The 
branches pay in the cash received each day to head office and are 
supplied with goods from head office, wages and aU expenses being 
paid by cheque from head office. The branches keep their own Sales 
Ledgers and make weekly returns of trade done and cash received. 

From the following details extracted from the branch weekly 
returns and head office books, prepare — 

(a) Three separate Branch Accounts as they will appear in the 
head office books, showing profit or loss on each branch for the .six 
months to 31st December. 
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(6) Memorandum Trading and Profit and Loss Account proving 


figures disclosed by [a). 


K 

/ 

L 

f 

M 

f 

Book Debts, ist July. 


£ 

2, Boo 

£ 

2,500 

£ 

950 

Stock, ist July .... 


. 2,000 

1,900 

I, Boo 

Credit Sales for six months. 


10,000 

11,000 

7.500 

Sales Returns .... 


75 

So 

95 

Ready Money Sales 


. 4.50D 

7,000 

2,500 

Ledger Accounts — Cash 


9,400 

10,000 

7,200 

Bad Debts .... 


120 

90 

5 

Goods received from Head Office 


9,000 

11,500 

8,000 

Wages and Expenses . 


2,400 

4,000 

1,900 

Rent and Rates. 


450 

850 

400 

Book Debts, 31st December 


■ 3.205 

3.330 

1,150 

Stock, 31st December 


2,500 

1,600 

2,100 


It will be observed that in the Branch Accounts (page 406) appear 
book debts (commencing and ending) and cash remitted, whilst in the 
Memorandum Trading and Profit and Loss Account are substituted 
Sales, less Returns and Bad Debts. These two sets of figures should 
agree, thus in Branch K — 

Dr Memorandum Debtors Cr. 


To Balances 
,, Sales 

b/d 

( 6 ) 

i 

3 , 3 oo 

10 ,QOO 


By Rrtums 
„ Bad Debts 
„ Cash . 

,, Balances 

(b) 

(0) 

c/d 

£ 

73 

ISD 

9.400 

3.ao5 



£x 2 ,Boo 




£x3,Boa 

To Balanue^ 

b/d 

3 305 






{a) The Cash remitted is ;^9,400, plus Ready Money Sales ;^4.5oo = 

( 6 ) Total net sales, including Ready Money Sales ;^ 4 , 5 od, are as follows — 

£ 

(i) Cash Sales .... 

(z) Credit Sales .... ^lo.ooo 
Less Returns . 75 

9,025 


Reference should be made to item (6) m the memorandum Trading and 
Profit and Loss Account (Branch K) as shown on page 406. 

Alternatively, the reconciliation might be rendered easier by 
charging up the ready money sales to debtors and including the 
receipts therefrom in the Debtors Account (dealing with Branch K) 
as under — 

Dr, Memorandum Debtors Cr 


To Balances 
,, Sales 

b/d 

£ 

2 floo 

14,300 


By Ketums 
„ Bad Dpbti 
„ Cash . 

,, Balances 

c/d 

£ 

75 

120 

13,900 

3 , 3 D 5 


1 

£17,300 




£17,300 

To BalanLes 

b/d 

3 .ao 5 
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** STOCK AND DEBTORS SYSTEM 

^ (a) Where the goods are invoiced at cost. 

Illustration. From the facts contained in the illustration on page 
3r)8, the following accounts will appear in the head office books. 

Or. Branch Stock Cr. 


To Goods (Purchases 
Acenuat) 

,, Gross Profit to Branch 
Profit and I..0SS 
Acioiml 


£ 

3B0 

192 

ig . 
Dec. 31 

By Sales 

„ Returns (Purchases 
Account) 

,, Balance . 

c/d 

£ 

700 

as 

5 D 



£77* 




£ 77 ^ 

To Balance 

b/d 

3 D 






Dr. 


Branch Debtors 


Cr. 


19 . 

Dec 31 

To Sales 


£ 

700 

IQ. 

Dec 31 

By Cash 
,, Balances. 

c/d 

£ 

SDO 

500 




£700 




£700 

19 

Jan. I 

To Balances . 

b/d 

300 





"Df. 


Branch Expenses 

Cr. 

IQ . 

Dec. 31 

To Head Office Cash 


£ 

30 

7 

19 . 

Dec. 31 

By DrauLb ProQt and 
Lx>sb Account 


£ 

37 




£37 




£37 






1 




Dr. 


Sundry Assets 


Cr. 


*9 . 

).m. I 

To Balances . 

b/d 

£ 

100 





Dr. 

Branch Profit and Loss Account 


Cr. 

Dec 31 

To Expenses . 

,, Net Profit to General 
Profit and Loss 
Account 


£ 

37 

155 

19 . 1 

Drt, 3I 

By Gross Profit from 
Branch Stock 
Account 


£~ 

192 




£lga 




£192 


It has been assumed that there are no discounts alloAved to 
debtors or bad debts, and that all receipts from debtors are imme- 
diately banked. 


14— (B.20B3) 
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In the Stock and Debtors System, Discounts and Allowances will 
be dealt with in the usual way, i.e. debit Discounts Allowed and 
Allowances, credit Branch Debtors. 

Illustration. The following are the details of a new branch. 

I 


Goods sent to Branch at Cost. 


500 

Goods returned from Branch at 

Cost 

30 

Expenses Paid by Head Office 


100 

Remittances from Branch 


420 

Receipts from Debtors not paid 

in by Branch . 

3° 

Cash Sales .... 

, 

25 

Credit Sales .... 


520 

Branch Stock — closing . 


. 170 

Branch Debturs — closing 


77 

Discounts Allowed to Customers by Branch 

iS 


Show accounts both under the Debtors System and under the 
Stock and Debtors System. 

(l) In the Debtors System, the following account will appear in 
the head office books — 

D, . Branch Cr. 




L 





£ 

To CkKids from H.O. 


100 


By Returns 



30 

„ Expenses 


IDO 


,, Renuttanccs to H D . 


420 

,, Proht to Cieiicral Profit 




„ Lash 

£30 



and Loss Account . 


127 


„ Stock 

. 17 ° 







,, Debtors . 

■ 77 









c/d 




£727 





£717 

To Balance . 

b/d 

277 







Proof of Debtors — 

Dr. Memotandum Debtors Cr 


To Sales 


£ 

520 


By Cash 
,, Discounts 
,, Balance . 

c/d 

£ 

4*5 

iB 

77 







£ 5*0 

To Balance 

b/d 

77 






The cash received must be — 

Cash Sales 

Receipts from Debtors 


L 

25 

425 

^450 


Accounted for by — 

Remittances . ;£42o 

Balance m hand 30 

£ 43 “ 
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The sales are made up as follows — 

Lash received from Debtors 425 

Discounts . . . . iB 

Closing Debtors. . . 77 

520 

Less Opening Debtors ml 

(2) In the Stock and Debtors System the accounts in the books 
of the head office would be — 

r Dr Branch Stock Cr. 


To Goods 

Gross Profit to Branch 
Profit and Loss 

Account 


£ 

500 

245 


By Returns . 

,, Cash Sales 
„ Credit Sales 
,, Balance . 

c/d 

£ 

30 

25 

3 ao 

170 



£745 




£745 

To Balance . 

b/d 

170 






Dr Branch Expenses Cr 



To Expenses . 

,, Discounts . 




£ 

100 

iB 


By Branch Profit and 
Loss Account 


£ 

izB 






£xiB 




£xzB 












Dr Branch Debtors Cr. 


To Salas 


£ 

330 


By Cash 
,, Discounts 
,, Balance . 

c/d 

£ 

4*5 

iB 

77 



£530 


1 


£330 

To Balance 

b/d 

77 






Dr Branch Cash Cr 


To Branch Debtors 
,, Cash Sales. 


£ 

425 

*5 


By Kenuttances to 11 . 0 . 
,, Balance 

c/d 

£ 

420 

30 



£450 




£450 

To Balance 

b/d 

30 






Dr. Branch Profit and Loss Account Cr. 


To Expenses (detailed) 

„ Net Profit to General 
Profit and Loss 
Account 


£ 

ixB 

iz 7 


By Gross Profit from 
Branch Stock Account 


£ 

245 



£345 




£345 
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(P) Where Goods are Invoiced at Selling or Loaded Price. 

The second manner of dealing with the Stock and Debtors method 
is to invoice goods to the branch at loaded prices, either at selling 
price, or at a j)rice which represents cost plus a percentage. 

Where the goods sent from head office are invoiced to the branch 
at selling price, the cash remitted and retained, plus the closing 
stock, should equal the total of the opening stock and the goods 
invoiced, less returns. An efficient check may thus be kept on the 
branch manager. 

The suitability of this method must depend on circumstances, 
the chief of which are — 

(1) Type and size of the business ; 

(2) Stability of prices, buying and selling, quantities and qualities, 
particular regard being paid to storage facilities ; 

(3) The number of different classes of goods handled; 

(4) The degree of variability in gross profit rates, particularly 
where goods purchased cannot be returned, c.g. newspapers ; 

(5) Whether price reductions are required or usual through end 
of season sales, change in fashions, perishable goods, etc. 

The advantages of the method are — 

(1) Efficient check on stock and receipts from sales, especially 
where goods are sold at absolutely fixed prices ; 

(2) Even where many lines are dealt in, the method will be 
helpful as a check, although not so close as in (i) ; 

(3) As the stock (at selling price) is known at any time, interh 
accounts can be prepared without the need for approximating stock ; 

(4) The Branch Manager need not be informcrl of the cost price. 

The disadvantages are — 

(1) The need for pricing out all lines at both cost and selling price, 
although many large firms do not attempt a strictly accurate result 
and price out by sampling only ; 

(2) The method is useless wiiere goods are perishable or deteriorate 
quickly, or where selling prices are not fixed or wide discretion as to 
prices is given to Branch Managers. 

The selling price method is adopted where the goods are sold at 
certain fixed prices, e.g. proprietary articles, whereas the "percentage 
on cost" method is adopted where the selling price cannot be rigidly 
determined beforehand, or where the gf)ods are of a mixed type, e.g. 
costumiers, greengrocers, and butchers. Where the loaded price 
method is adopted, the books kept by the branch will be memoran- 
dum, the essential double entry book-keeping being done by the 
head office. Three accounts will be kept in the head office books — 

(1) Branch Stock Account. 

(2) Goods sent to Branches Account. 

(3) Branch Adjustment Account. 

The Branch Stock Account deals with all goods received, returned, 
and sold by the branch, whereas the Branch Adjustment Account 
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is in effect a Branch Trading Account. These accounts seem to 
cause students a considerable amount of difficulty, but if their 
functions are tlioroughly understood no difficulties should arise. 

Wlien goods are sent to the branch. Branch Stock Account is 
debited with the full invoice price of the goods, the cost price being 
credited to a Goods Sent to Branches Account and the loading 
(i.e. the difference between the cost price and the invoice price) 
credited to the Branch Adjustment Account, it being in effect 
the anticipated profit that will be made by the branch on the sale 
of these goods. The converse entries will be made for returns by 
the branch to the head office. Alternatively, the goods may be 
, credited at the invoice price to the Goods Sent to Branches Account 
and returns from branch to head office debited thereto at full invoice 
price, the net loading being transferred in one sum to the Branch 
Adjustment Account at periodic intervals. 

Illustration. A, Ltd., sends to its Oxford branch goods costing 
{150. They are invoiced at selling price, £200, being 33J per cent 
on cost. Goods 5^40 are returned to head office. The entries show- 
ing the record of these transactions in the head office books are — 


Oxford Branch Stock 
Goods sent to Branches 
Oxford Branch Adju.stnient 
Goods sent to Branches 
Oxford Branch Adjustment 
i Oxford Branch Stock 

Or alternatively — 

Oxford Branch S ock . 
Goods sent to Branches 
Goods sent to Branches 
Oxford Branch Stock 
Goods sent to Branches 
Oxford Branch Adjustment 


i 

i 

Dr. *DD 


Or. 

150 

Cr. 

50 

Dr. 30 


Dr. ID 


Cr. 

40 


Dr. 200 


Cr. 

2 D 0 

Dr. 4D 


Cr. 

40 

Dr. 40 


Cr. 

40 


It will be seen that in each case the credit balances are £120 
on Goods Sent to Branches Account and on Oxford Branch 
Adjustment Account, being cost price of goods sent (less returns), 
£120 and loading of £40. The latter is 33 J per cent of £120, or 25 
per cent of £160. 

At the end of the accounting period, Goods Sent to Branches 
Account will be closed off by a transfer to Purchases Account in 
order that the Head Office Trading Account may show the true 
figure in respect of head office purchases. 

The branch will periodically send details of sales effected to the 
head office accompanied by the cash in respect of such sales. From 
the information supplied, the head office will debit cash for cash 
received in respect of sales, debit Branch Debtors Account in 
respect of credit sales (if any), and credit Branch Stock Account 
with the total sales. 
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At the end of the accounting period, the balance of Branch Stock 
Account will be brought down to the debit of that account. This 
figure represents the amount of stock at loadtd price held by the 
branch. This figure must be reduced to cost for the purposes of 
determining the profit, and this result is achieved by debiting the 
Branch Adjustment Account above the line and crediting it below 
the line with the amount of the loading on the closing stock, this 
being the unrtaliztd profit on the stock. In the Balance Sheet the 
balances of the Branch Stock Account and of the Branch Adjust- 
ment Account will be offset, the result being shown as Stock at 
Branches at cost. The balance on the Branch Adjustment Account 
will now represent the gross profit made by the branch during the 
period, and be transferred to Branch Profit and Loss Account. 

Illustration. B, Ltd., has a branch at Bristol. The firm deals in 
one standard article, the gross profit on which is 25 per cent on cost 
price. All goods are invoiced to the branch at selling price. All sales 
are for cash. The branch transactions for the year to 31st December, 


19.., are— ^ 

Goods from Ifead Office at Invoiced Price . 6,ood 

Goods returned to Head Office at Invoiced Price idd 

Cash Sales . ' . . . . . 4,900 


Stock on hand at 31st Dec., 19. at Invoiced Price i,odd 

All cash is remitted to the head ofi&ce weekly. The Bristol Branch 
Stock Account, the Bristol Branch Adjustment Account, and the 
Goods Sent to Branch Account will appear in the head office books 
as follows — 


. Bristol Branch Stock Cr. 


ig.. 
Dec. 31 

To Goods 


1 

6,000 

19.. 
Dec. 31 

By Returns . 

,, Sales — Cash 
,, Balance . 

c/d 

1 

IDO 

4,900 

1,000 




£6,ooo 




£6,000 

19.. 
Jui. 1 

To Balance 

b/d 

1,000 





Dr. 

Bristol Branch Adjustment Account 


Cr. 

19.. 

Dec. 31 

To Branch Stock Account 
20% on £ido . 

, , Gross Profit transferred 
to Branch Profit and 
Loss Account. 

,, Balance — 

20% on £1,000 

c/d 

1 

20 

960 

zoo 

19.. 

Dec. 31 

By Branch Stock 
Account — 

20% On £6,000 


1 

1,200 




£i,2DO 




£1,200 





19.. 
Jan. I 

By Balance . 

b/d 

100 
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Dr. Goods Sent to Branch Cr. 


19.. 
Dec. 31 

To Branch Stuck Account 
— Returns 

,, Transfer to Head Office 
Purchases Account . 


i 

Bo 

4.720 

19 - 

Dec. 31 

By Biistul Branch Stock 


£ 

4, Boo 




£4,800 




jC4,Boo 


In the Balance Sheet the stock at branch will be shown at cost, 
i.e. £1,000 - £200 = £Boo. It must be remembered that if goods are 
loaded at 25 per cent on cost price, it is necessary to deduct zo per 
cent from the loaded figure, i.e. selling price, to find the cost price. 
In questions of this type, students must exercise great care in the 
conversion to cost or selling price. If the question states the load- 
ing in terms of the cost price, it can easily be converted into a 
percentage on selling price, as in the above illustration. In loading 
up from cost to selling price (i.e. to find the amount to charge up 
to the branch) the increase must be in terms of cost price, whereas 
in "loading down" (i.e. to obtain the internal profit to transfer to 
Branch Adjustment Account) the decrease must be in terms of 
selling price. 

In the above illustration the gross profit shown on the Branch 
Adjustment Account can be proved from the fact that the sales of 
the branch are £4,900. The rate of gross profit on sales is 20 per 
cent; therefore, the gross profit is £980. 

Branch Expenses. It will usually be found in cases of this type 
fhat the branch will be allowed to make certain small payments on 
its own account- These may be dealt with in two ways — 

(i) On the imprest system, cash being sent each week to the 
branch in respect of the past week's expenses. 

(z) By allowing the branch to deduct the expenses from the cash 
received. In such cases it will be necessary to open a Branch 
Cash Account, to which all cash sales will be debited, the credit 
for which will appear in the Branch Stock Account. All expenses 
paid by the branch must be credited to this account and debited 
to a Branch Expenses Account. Finally, the cash remitted will be 
credited to the Branch Cash Account. If no money is retained, the 
Branch Cash Account will balance; should any cash be retained, 
it will be equal to the debit balance on the account. 

Illustration. Cash sales by branch aie £2,000, of which £200 has 
been utilized in payment of expenses and £1,780 remitted. The Branch 
Cash Account will appear in the Head Office books as follows — 

Dr . Branch Cash Cr. 


To Sales — 

Branch S tock Acc ount 


£ 

S,DoO 


By Expenses — 

Branch Expenses 
Acxount . 

,, Head Office Account 
,, Balance . 

c/d 

£ 

200 

i,7Bo 

20 



£2,000 




£2,000 

To Balance 

b/d 

ao 
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Where the branch makes, in addition to cash sales, a number 
of credit sales, the branch wiU usually keep Memorandum Sales 
Ledgers. In the head office books, the total of the credit sales will 
be credited to Branch Stock Account and debited to Branch 
Debtors Account. Converse entries are required for returns to 
Branch by its customers. The cash received from each branch must 
be split into two portions, that relating to cash sales being posted 
to the credit of Branch Stock Account and that relating to credit 
sales to the credit of Branch Debtors Account. Thus the balance on 
the Branch Debtors Account should always equal the total of the 
individual balances shown on the accounts in the Memorandum 
Ledger kept at the branch, subject to adjustment for bad debts, 
discounts, and allowances. 

Illustration. A opens a new branch at Brighton to which all goods 
are invoiced at selling price, the gross profit being 25 per cent on 
sales. For the year to 31st December, 19.., the branch has the 
following transactions — 


Goods from Head Office (cost price) . 6,300 . 

Goods returned to Head Office (invoice price) Boo 

Cash Sales ...... 4,000 I 

Credit Sales ..... 2,000 \ 

Cash received from Debtors . 1,600 \ 

Cash remitted to Head Office by Branch I 

Expenses paid by Branch ... 300 

The accounts in the head office books will be as follows — 

Dr. Brighton Branch Stock Cr. 


Dr. Brighton Branch Stock Cr. 


Dec. 31 

Tu Goods sent to Branches 
Account* 


£ 

8,400 

19.. 
Dec. 31 

By Returns . 

,, Cash Sales 
,, Credit Sales 
,, Balance . 

c/d 

£ 

800 

4 ,DOa 

2,000 

i,6fX} 




£8,400 




£8,400 

19.. 

Jui. 1 

Td Balance 

b/d 

1,600 





Dr. 

Brighton Branch Adjustment Account 


Cr. 

19 - 
Dec. 31 

To Transfer to Branch 
Profit and Loss 
Account — 

Gross Profit* 

,, Balance — 

25% on £i,6do 

L/d 

£ 

1,50a 

40a 

19.. 
Dec. 31 

By Goods sent to 
Branches Account. 


£ 

1,900 




£1,900 




£1,900 






By Balance . 

b/d 

400 


i.e. 25 per cent on selling price = 33^ per cent on cost price; i.e. £6,300 
-|- £2,100 = £8,400. 
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Dr. Brighton Branch Debtors Cr. 


19.- 

Dec. 3l 

To Bnghtoo Broach 
Stock Account — 
Sales . 


£ 

2,000 

TX*® * 

Dec 31 

By Cuh 
,, Balance!. 

t'/d 

£ 

1, 60a 
400 

19 

Jan. I 



£ 2,000 




£2,000 

To Balance! . 

b/d 

4OD 






Dr. Goods Sent to Branches Cr. 


19 - 

Dec 31 

To Bn^bton Branch Stock 
Account 

,, Brif^htoo Branch Ad- 
justment Acficu^t — 
25% on 

1, Head Office Purchase 
Account — 

75% on £7,600 . 


£ 

&00 

1,900 

5,700 

19 

Dec 31 

By Bri^'hton Branch 
Stock Account 


£ 

8,400 




£8,400 




£8,400 


Dr. Brighton Branch Expenses Cr. 


*9 

Dec. 31 

To Brighton Branch Cash 


£ 





Acoount 


300 















[ 


^ Dr. Brighton Branch Cash Cr. 


19 

Dec. 31 

To Brighton Branch Stock 
Account Cash Sales 
„ Brighton Dr a n c h 
Debtors 


£ 

4,000 

i,6od 

19- 

Dec. 31 

By Brighton Branch Ex- 
penses Account 
„ Head Office 


£ 

300 

3,300 




£5,000 




£5,600 










Note If cash had been retained by the branch to meet current expendi- 
ture, there would be a balance (debit) of on the Branch Cash Account, the 
amount of cash remitted to the Head Ofi&ce being reduced to ^£5,250. 


The cost plus percentage method will be treated in exactly the 
same manner so far as the accounts are concerned, but there will 
almost inevitably be a discrepancy between the balancing figure on 
the Branch Stock Account and the actual stock in hand. The treat- 
ment of these and other differences will now be dealt with, it 
being similar whether the cost plus percentage or the selling price 
system is in force. 

Goods in Transit. Where goods are lost in transit the head office 
accounts will, where the loss arises in the transit to the branch, be 
adjusted by debiting the cost price of the goods to a special account, 
called Goods Lost in Transit Account, and the loading to Branch 
Adjustment Account, the total loaded price being credited to Branch 
Stock Account. At the same time the transfer from Goods Sent to 
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Branches Account in respect of the cost price of the goods sent (and 
lost) should be credited to Head Office Purchases Account. If the 
loss is covered by insurance, the amount in Goods Lost in Transit 
Account will be transferred to the debit of the Insurance Company, 
otherwise the loss will be debited to the Branch Profit and Loss 
Account or the Head Office Profit and Loss Account, according to 
whether the branch or the head office is at fault. 

Illustration. Goods costing £i,too are sent to branch, loading 
being 20 per cent of selling price (or 25 per cent of cost). During 
transit the whole consignment is lost. Show Ledger entries in the 
head office books. 

Head Office books — 

Dr. Branch Stock Cr. 


To Goode 


£ 

2,000 


By Branch Adjustment 
Account 

,, Goods Lost m Tran- 
sit Account . 


£ 

dOO 

1,500 



£2,000 




£2,000 









Dr. Goods Sent to Branches Cr. 


To Branch Adjustment 
ALLOunt 

,, Head Ofiire Purchases 
Account 


£ 

400 

l,6ou 


By Branch Stock Account 


£ 

2,000 



£2,000 




£2,000 









D . Branch Adjustment Account Cr. 



To Branch Stock A ccount — 
re Goods l(?^t w» transit 


£ 

400 


By Goods sent to 

Branches Account. 


£ 









Dr. 

Goods Lost in Transit 


Cr. 

1 

Td Branch Stock Account — 
re Goods lost in tran>^ 


£ 

1,600 






The adjusting entrie|:s are shown in italics. 

Where the goods arfe lost in transit from the branch to the head 
office, the entries wilV be made as for returns from branch (as if they 
had actually reacherl the head office), and the loss recorded by debit- 
ing Goods Lost in Transit Account and crediting Trading Account 
with the cost price of the goods under the heading of Stock. A 
transfer from Goods Lost in Transit Account will be made to 

^ If fully ins'Hred, this amount will be transferred to the debit of the Insur- 
ance Company : otherwise to the debit of Branch Profit and Loss Account 
or Head Offir/e Profit and Loss Account. 
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the Insurance Company if the loss is covered by insurance, other- 
wise the loss will be debited to the Branch Profit and Loss Account 
or the Head Office Profit and Loss Account. 

Illustration. Goods costing 1,600 are sent to branch, loading 
being 20 per cent of selling price. The whole of the goods are 
returned to head office, and during reconveyance are lost. Show 
Ledger entries in the head office books. 

Head Office books — 


Dr. Branch Stock Cr 


2 

111 Oocids spnL to Uranchis 

1 ! 

£ 

2,00a 


By Returns . 


£ 

2.000 


1 1 


1 i 1 


Dr. 

Goods Sent to Branches 

Cr. 


To Branch Stock Ac- 


£ 


By Branch Stock Ac- 


£ 


count — 




LDUnt — 




Goods retumsd 


2,000 


Goods sent . 

1 


2,000 











Dr. Goods Lost in Transit Cr. 


i 


£ 

1 



' To Trading Accoimt 


1,600 

1 




Dr. Trading Account {includes) Cr. 







£ 




By Stock lost In transit . 


1,600 


Handling Charges. Where the head office charges out goods to 
the branch loaded with a nominal percentage to cover cost of 
handling, the same principles, as already outlined, are applicable. 

Illustration. A limited company has its head office in London and 
a branch in Birmingham. The head office supplies the branch with 
all its goods, which are charged out at cost, plus 10 per cent to cover 
the cost of handling. 

The branch sales are for cash, and no provision is made in the 
system of book-keeping for credit sales at the branch, but in actual 
practice limited credit is given in a few selected cases. All takings 
are paid into the bank for the credit of head office. 

Show how the following items relating to the branch would 
appear in the Head Office Ledger, and close off the accounts 
concerned — , 


Stock — 1st January, 19. . (at cost to Branch) 2,200 

Cash received from Debtors during the year . zd,ood 

Debtors — ist January, 19.. . 80 

Guods sent to Branch during the year (at cost to Hear! Ofiftce) . 14,000 

Debtors — 31st December, 19.. loo 

Stock — ^3 1st December, 19. . (at cost to Branch) i.gBo 
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Head Office books — 


Df. Birmingham Branch Stock Cr. 


ig.. 
Jan. 1 
Dec. 31 

To Slock 

9, Goods sent to 

Branch (Birming- 
ham) Account . 
„ Grofls Profit 

hid 

(a) 

£ 

2,200 

13,400 

4.400 

19. . 
Dbd. 31 

ByfiBlBi . 

„ Balance 

c/d 

£ 

20.020 

1,960 




£22,000 




£22,0D0 

19.. 
JmD. 1 

To Balance 

b/d 

1,960 





Dr. 

Birmingham Branch Debtors 


Cr. 

19 ■ 
Jan. 1 
Dbo. ai 

To Balances 
„ Sales 

hid 

2 D.D 20 

19 ■ 

Dec. 31 

By Cash 
,, Balances 

c/d 

£ 

20,000 

100 

19.. 
Jan. 1 



£20,100 




£20,100 

To Balances 

b/d 

loo 





Dr. 

Goods Sent 

TO Branch (Birmingham) 


Cr. 

19 . 
Dec 31 

To Purchases Ar count. 
,, Birmingham Branch 
Adjustment Ac- 
count 


£ 

14,000 

1,400 

19 ■ 

Dec. 31 

By Birmmgham Branch 
Stock Account . 


i 

15,400 




£13,400 




£15,400 







_ 




Dr. Birmingham Branch Adjustment Account Cr. , 


19. . 
Dec. 31 

To Trading Account — 
10% on cost of 
Goods sold 

,, Balance, being id% 
of £i,Boo 

(6) 

c/d 

£ 

1,420 

iBo 

19 - 

Jan. 1 
Dec. 31 

By Balance 
,, Goods sent to 
Branch (Birming- 
ham) Account 

bid 

£ 

200 

1,400 




£1,600 




£1,600 





19 . 
Jan. 1 

By Balance 

b/d 

iBo 


Note. Items in italics are opening balances. 


Reconciliation of Profit — 

Cost of the goods sold — 


Beginning Stock 

Plus Transfers 

2,000 

14,000 

Less Closing Stock 

16, ODD 

1,800 

Cost .... 


Sales .... 
Cost .... 

20,020 

14,200 

Profit [see (a) and (6) ] 



The profit is made up of items marked {a) and (6) above. 
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The item of £1,420 will be credited to the appropriate account 
recording the handling charges. 

It should be remembered, in dealing with the accounts of subse- 
quent periods, that the balance on Branch Adjustment Account at 
the end of the preceding year must be duly taken into account. 

Illustration. Goods are invoiced in the first year to a new branch at 
£2,400, being cost price plus 20 per cent on cost. The sales by branch 
are: cash, £210; credit, £1,800. The stock on hand at loaded price 
is £390. Bad debts written off are £200, and discounts allowed to 
debtors, £50 ; £1,300 is received from debtors, and all proceeds are 
remitted to head office intact. 

In the second year goods costing £1,440 are sent to the branch, 
while total sales are £1,980 (£100 cash sales). The stock on hand at 
loaded price is £108. Discounts allowed to debtors are £100. £50 
cash received has not yet been remitted by the branch. Closing 
debtors, £130. There is a discrepancy between the balance on the 
Branch vStock Account and the actual value (at selling price) of 
the stock in hand, the Branch Stock Account recording £30 in excess. 

Show Ledger Accounts in the head office books. 

Head Office books — 


Dr. Branch Stock Cr. 


^ Year 1 

To Goods sent to 
Branches Account . 


£ 

2,400 

Year 1 

By Sales — 

Branch Cash 
Ai Count . 
Branch Debtors 
„ Balance . 

c/d 

£ 

210 

I, Boo 
39 D 




£2,400 




£2,400 

Vear z 

To Bal.mc'e 

,, GodcIe sent to 
Bran ch es Ar count . 

b/d 

39 D 

I,72B 

Year z 

By Sales — 

Branch Cash 
Account 

Branch Debtors 
,, Branch Stock Short- 
a^r Account . 
Balance . 

c/d 

I DO 
X,8Bd 

30 

X08 




£2,118 




£2,118 

Year 3 

To Balance 

b/d 

loB 






Dr. 


Goods Sent to Branches 


Cr. 


Year 1 

To Branch Adjustment 
Account 

,, Purchases (or Tradmg) 
Account 


£ 

400 

2,000 




£2,400 

Year z 

To Branch Adjustment 
Account 

,, Purchases (or Tradmg) 
Account 


288 

1,440 




£,, 7*8 


Year X 

By Branch Stock Account 


£ 

2,400 




£2,400 

Year z 

By BranchStock Account 


1,728 




£1.728 
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Dr. Branch Adjustment Account Cr. 


Year i 

Td Branch Profit and Loss 
Account 
„ Balance 


£ 

335 

65 

Year i 

By Goods sent to 

Branches Account . 


£ 

400 




£400 




£400 

Year 2 

To Branch Stock Shortage 

A ccount 

„ Branch Profit and Loss 
Account 
„ Balance 

(6) 

c/d 

.5 

330 

18 

Year 2 

By Balance 
,, Goods sent to 

Branches Account . 

b/d 

65 

2BB 




£353 




£353 





Year 3 

By Balance . 

b/d 

iB 


Dr. Branch Debtors Cr. 


Year i 

To Branch Stock Account 


£ 

i,Hoo 

Year i 

By Branch Cash Acrount 
„ Bad Debts 
,, Discounts. 

„ Balances . 

c/d 

£ 

1.300 

200 

50 

230 




£1,800 




£ i ,8 od 

Y ear 2 

To Balances . 

„ Branch Stork Arrouiit 

b/d 

250 

i,8Bo 

Yrai 2 

By Branch Cash Account 
Disroiints 
„ Balaiir'es . 

c/d 

I. goo 
100 
13D 




£2.130 




£2,130 

Year 3 

To Balances . 

b/d 

130 





Dr. 


Branch Cash 



Cr. 

Year 1 

To Branch Debtors. 

„ Branch Stock Account 


£ 

1.300 

210 

Year 1 

By Head Ofiirr 


£ 

1,510 




£ i .5 id 




£ i .5 i » 

Year 2 

To Branch Debtors. 

,, Branch Stock Account 


I, goo 
100 

Year z 

By Head Office 
,, Balance 

c/d 

1.950 

50 




£z,doo 




£2,000 

Year 3 

To Balance . 

b/d 

50 





Dr. 

Branch Stock Shortage Account 


Cr. 

Year a 

To Branch Stock Account. 


£ 

30 

Year z 

By Branch Adjustment 
A ccount . 

„ Branch Profit and 
Loss Account . 


£ 

5 

25 




£30 




£30 










The gross profit = zo% of cost or i6f % of selling price. 

(a) ist year: ^ X ;£2,oio = £335 

(b) 2nd year: | x ^1,980 = 233 °- 
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Double-column Method. Instead of maintaining sepaiate Branch 
Stock Accounts and Branch Adjustment Accounts, it is possible to 
open one account ruled with double columns, one to record the 
goods at the loaded or selling price (which is merely memorandum, 
the entries therein not being part of the double entry system), and 
the other to record the double entry detail, including the pur- 
chases and stock figures at cost price and the sales at selling price 
in the ordinary way. 


Illustration. The Bristol branch of A, Ltd., to which goods are 
invoiced at 25 per cent above cost, has the following transactions 
for the year to 31st December, 19. . — £ 

Stock on hand at ist January, 19. . . i.ooo (invoice price) 


Stock on hand at 31st December, 19. . . 
Goods from Head OflSce during year 
Sales for year .... 
Discounts allowed 
Cash remitted to Head Office during year 


4,600 ( 

20.000 ( 
16,400 

400 

16.000 


The Double-column Branch Accomit will then be as follows — 


Dr. Bristol Branch Cr. 





Invoice 





Invoice 





Price 





iTice 


19 ■ 

Jon. 1 

To Balance 

b/d 

£ 

hOOQ 

£ 

boo 

ig 

Dec. 31 

By Sales — 


f 

£ 

Dec. 31 

,, Goods 



Branch 




sent to 





Debtors 


16,400 

16,400 


Branches 





,, Balance : 





Acc oimt. 


20,000 

x 6 ,ooo 


Stock 

c/d 

4,000 

3 , 68 d 

<4 

,, Gross Profit 








transferred 
to Branch 
Profit 
and Loss 
Account . 



3 ,z 8 o 






ig . 
Jan I 



£21,000 

£zn,DBo 




£21,000 

^zo,oRo 

To Balance 

b/d_ 

4,000 

3 , 6 Bo 







The other accounts require no special comment. 

The employment of the Branch Adjustment Account method will 
produce an identical result, thus — 


Dr. Branch Adjustment Account 


It) . 
Dec. 31 

lo Branch Profit and 
Loss Account 
[zo% on 
,, Balance . 

[ 20 % on £ 4 if^ol 

c/d 

£ 

3,280 

gzo 

19 • 

Tan I 
Dec. 31 

By Balance 

,, Goods sent to Branches 
Account 

b/d 

£ 

zoo 

4,000 




£4.200 

19 - 

Tan. I 



£ 4.200 





By Balance * . 

b/d 

g2D 


Any difference in the stock arising during the year would be 
inserted in the invoice column at its nominal selling value, the 
actual amount when discovered being inserted in the main column 
and from there transferred to a special loss account or to Profit and 

^ This item (if the loaded price were charged to Branch) would be offset 
against the Stock of ;^4,6oo, leaving a net figure of ;^3,68o. 
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Loss Account unless covered by insurance, when the transfer would 
be made to the debit of the insurance company. (See page 427.) 

Alternative Method — 

Where the gross profit of a branch is not required to be ascer- 
tained separately, although the selling price is uniform, the pro- 
cedure is to employ a Branch Stock Account and a Goods Sent to 
Branches Account. No Branch Adjustment Account is possible, 
if the cost price of the goods sent to branches is not recorded. The 
method is as follows — 

i for Goods sent to Branch 
for returns from Branch 
I for Branch Sales 

j for returns to Branch 
I for closing Stock at selling price 

^ for Branch net Sales 

) 

®^‘“ening ?rice^ Branches at) 

(B) The effect of the entries under (5) and (7) is to eliminate closing Stock from 
the accounts, so that closing Stock at cost will be introduced into the 
Trading Account in the ordinary way. 

(9) Any shortage of stock at the branch will be debited to Goods sent to 
Branches and credited to Branch Stock at selling price ; such loss being 
shown by debiting Branch Profit and Loss Account and crediting Branch 
Trading Account at cost. 

The employment of the two accounts mentioned above results in a 
check on stock. The two accounts are reciprocal except that the credit 
for Sales in the Branch Stock Account is reflected in a debit to branch 
debtors or cash, and the debit for sales in the Goods sent to Branches 
Account is reflected in the credit to Branch Trading Account, fn other 
words, the net result is that the branch debtors or cash will be debited and 
the Branch Sales Account credited. The opening and cln.sing branch stock 
at cost (or market value, if lower) wdll be brought into the Branch Trading 
Account in the usual way and the general Purchases Account will remain 
undisturbed, if the transfer figure is not disclosed in the question (see page 
427). Otherwise, Branch Purchases Account will be debited and general 
Purchases Account credited. 


(1) Debit Branch Stock at .selling price 
Credit Goods sent to Branches 

(2) Reverse of (i) 

(3) Debit Cash or Debtors 
Credit Branch Stock 

(4) Debit Branch Stock 
Credit Debtors 

(3) Balance off Branch Stock at selling 
price 

(G) Debit Goods sent to Branches 
Credit Branch Trading Account 


Illustration. Goods are sent to branch loaded with 33^ per cent 
on cost, invoiced at £2,000. Branch Returns to head office, £200; 
Sales by branch, £1,870; Returns to branch, £470. Stock (at price 
charged to branch) £400. Show accounts in the head office books. 

Head Office books (the numbers in brackets refer to the foregoing 
rules) — 

Dr. Branch Stock Cr. 


To Goods 
„ Returns 

• 

• (4) 


£ 

2,000 

47d 


By Returns . 
,, Sales 
,, UalaDCB . 

... 

c/d 

£ 

200 

i,B 70 

400 




^ 2.470 





£2,470 

To Balance 


b/d 

400 
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Dr. Branch Trading Account Cr. 


To Purchases^ 

,, Gross Piofit 


£ 

1.35° 

350 


By Saks 

Less Rtturns 

.1.570 
. 470 

(6) 

£ 

1,400 

300 





„ Stork 




£1,700 





£1,700 










Dr. Goods Sent to Branches Cr. 


Td Returns (2) 

,, Branch Tradvni and 
Profit and Lass 
Account (6) 

,, Balance — Stock. (7) 

c/d 

£ 

200 

1,400 

400 


By Branch Stock . [i) 


£ 

2,000 



£2.000 




£a,ooo 





By Daliince . 

b/d 

4DO 


As the Branch Stock Account and Goods sent to Branches Account 
are self-effacing, the ordinary entries are necessary for the prepara- 
tion of the Branch Trading Account. 


Notes — 

(i) Expenses ignored. 

^ (2) Percentage to be deducted from selling price is 25 per cent [i.e i of 
cost price = i of selling priLe] : therefore Stock i-i ;^400 less ^loo = ;^3oo. 


If compiled in the usual way, the accounts would be — 


Dr Br\nch Stock Cr. 


To Goods 
,, Returns . 


£ 

2,000 

470 


By Returns . 

„ Sales 
„ Balance . 

c/d 

£ 

200 

1,870 

400 



£2.470 




£2,470 

To Balance 

b/d 

40D 






Dr. Goods Sent to Branches Cr. 


- 

— 

— 

— 

— _ — 

— 

- 

To Branch Stock Account- 
Returns. 

„ Purchases (of Trading) 
Account 

„ Branch Adjustment 
Account 


£ 

200 

1,35° 

450 


By Branch Stock Account 


£ 

2,000 



£2,000 




£2,000 









^ Goods sent less returns, at selling price — ^1,8 do, less ;^45o. 
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Dr. Branch Adjustment Account Cr. 


To Branch Profit and 
Loss Account . 

,, Balance 

c/d 

£ 

350 

IDO 


By Ooods sent to 
Branches Account. 


£ 



£450 




£450 





By Balance . 

b/d 

IDO 


Dr. Purchases Cr. 


1 

1 

1 

1 

1 

By Goods sent to 


1 

1 

J 


Branches Ar count. 



Dr. Branch Profit and Loss Account Cr. 





1 


£ 




j By Branch Adjustment 






Aci Diint 




Illustration. Head office invoiced to their Birmingham Branch 
during the year goods at selling price amounting to ^£7,400. The 
credit sales of the branch were £3,100 and cash sales £1,700. The 
branch returned £200 stock at selling price, and had returned 
from customers £100. The discounts allowed to customers by the 
branch amounted to £120. The branch remitted to head office 
£3,860, being the amount of cash sales and receipts from customers. 
The beginning and closing stocks of the branch were £1,500 
(cost £1,120) and £3,900 (cost £3,270). The branch had debtors 
of £1,200 at the beginning and £1,920 at the end. Loss through 
pilferage was ascertained to be £100. (Cost £80.) 

The head office had beginning and ending stock of £13,000 and 
£17,000. The purchases [Itss returns) and sales [loss returns) during 
the year were £31,300 and £37,200. 

Write up the necessary accounts to record the above in the head 
office books by the foregoing method, and show the gross profit of 
the business for the year. 

Head Office books — 

Dr. Branch Sidck Cr. 




£ 




£ 

To Balanrc 

b/d 

1,500 


By Cash Sales 


1,700 

,, GtxHls from Head Office 


7,400 


,, Credit Sales 


iflDO 

,, Returns from Cus- 



,, Loss through Pilfer- 



tomers 


IDO 


age ^ . 

,, Returns to Head 


IDD 





Office . 


ZOO 





,, Baliiucc . 

c/d 

3.900 



£9,000 




£9,000 

To Balaiire 

b/d 

3,900 






^ See rule 9, page 422. 



Dr. 
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Cr. 


Goods Sent to Branches 


Tn Returns 
,, Transfer to Trading 
Account . 

,, Loss through Pillera(*c- 
,, Balance — Stock . 

c/d 

£ 

200 

4.700 

IDO 

3,900 


By Balance . 

,, Branch Stock 
Account 

■ 

b/d 

£ 

1.50a 

7 , 400 



iffi.goQ 




^BjQdo 





By Balance 

b/d 

3.900 


Dr. 


Branch Debtors 


Cr. 


Id Daldiire 
, , Credit Sales 

b/d 

£ 

1,200 

3.100 


By Cash 
,, Disrounts 
,, Returns 
,, Balances . 

c/d 

£ 

3,160 

130 

IDO 

1,920 



£4,300 




£4,300 

To Balances 

b/d 

I,g 2 a 






Dr. Trading Account Cr. 




£ 

£ 




£ 

i 

To Operiuig 





Dy Sales (nrt) — 




Stock — 





Head Office 


37.200 


Head Office 


13.000 



Branch 


4,700 


Branch 


1,130 






41.900 




14,120 


,, Closing Stock- 




„ Purchases (net) 



31,300 


Head Ofiice , 


17,000 


,, Gross Profit to 





Branch 


3.270 


Profit and I-oss 








20,370 

A(. count 



16,830 


,, I.os« of Stork 









by Pdleragp* 



Bo 




£62,250 





£62,350 


A modification of this method is to use only the Branch Account 
(in place of f^ranch Stock, Branch Cash, and Branch Debtors 
Account) and Goods sent to Branch Account. Although it is pre- 
ferable to use the full accounts, the net result will be the same. 

The entries will be — 


(1) Debit Branch at selling price ) 

Credit Goods sent to Branch j 

(2) Reverse of (i) 

(3) Debit Cash I 

Credit Branch I 

(4) Debit Branch Expenses (including Bad! 

Debts) J 

Credit Branch 


(5) Bring down as balances on Branch Ac- 

count closing cash at Branch, Debtors, 
and Stock at selling price. 

( 6 ) Debit Goods sent to Branch I 

Credit Branch Trading Account ) 


for transfers of Goods to 
Branch 

for returns from Branch, 
for remittances by Branch to 
Head OfhcB. 

for expenses paid by Branch. 


for Branch Sales. 


' This item will be debited to the Profit and Loss Account. 
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(7) Debit Branch Expenses 

) for expenses paid by Head 

Credit Head Office Cash 

1 Office for Branch. 

(8) Bring down the balance of Goods sent to 


Branch Account which will offset 


Stock brought down in 

(5)- 


(g) Closing Stock (having been eliminated as 


shown in (8) ) will appear in the final 


accounts at cost, subject to any pro- 


vision for lower value 

, in the usual 


way. 



(lo) Debit Branch Piofit and I^uss Account ) for amounts in 

debit in (4) 

Credit Branrh Expenses 

) and (7). 


Illustration. During the year a Branch was opened and the fol- 

lowing particulars are ascertained — 


(i) Goods sent to Branch at selling price .... 

t 

2,300 

(2) Goods returned by Branch at selling price 

IDD 

(3) Closing Debtors, after deducting Bad Debts . 

200 

(4) Expenses paid by Branch ... . . 

40 

(5) Expenses paid by Head Office for Branch 

I7D 

(6) Petty Cash on hand . 


ID 

(7) Closing stock at selling price ..... 

440 

Show Branch Account and Goods sent to Branch Account in the 

Head Office books. 



Dr. 

Branch 

Cr. 


_ __ _ _ 

£ 

To Goods^ .... 

2,3DD By Returns to 11 O 

lOD 


,, Remittance to II O 

1,460 


,, Bad Debts 

bo 


,, Expenses 

40 


,, Balances c/d — 



Goods* 



Cash . 

ID 


J debtors 

200 



650 


i^2,3DO 

/2,3 do 

To Balances b/d — 



Goods* . /440 



Cash . .10 



Debtors . . 2 dO| 



— 

650 


Dr. Goods Sent to Branch 

Cr. 


£ 

£ 

To Branch (Returns) 

100 By Branch (Transfer) . 

2,300 

,, Branch Trading Account : 



vSales .... 

1,760 


,, Branch Stock' c/d . 

440 



;^2,30 o 

>^2,300 


By Branch Stock* b/d 

440 

^ At selling price. 
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The item will not appear in the above accounts and the items of ^440 
cancel each other and stock at cost (or market value if less) will be debited 
to Branch Stock Account and credited to Branch Trading Account. 

The debit to Branch Account for goods at selling price will, or should, 
equal the sum of the remittances and returns by Branch to Head Office, 
Bad Debts, Expenses paid, and the increase (or decrease) in the closing stock, 
cash and debtors. 

If there is an excess of debits over credits in the Branch Account, it will 
represent a deficiency (or a surplus in the converse case). 

If the accounts were written up in the ordinary way, they would be as 
follows (abbreviated in form) — 


Br. Branch Stock Cy. 




£ 


£ 

* Goods (S.P.) 


2,300 

Returns .... 

Credit Sales 

Stock (S.P.) 

IDO 

1,760^ 

440 


Dr Debtors Cy. 



1 £ 


£ 

Branch Stock 

1,760 

Cash ..... 

IlSId 



Bad Debts .... 

50 



Balance .... 

200 

1 


Dr. Branch Cash Cy. 


Dj-btors .... 

£ 

1,510 

H.O 

Expenses .... 
Balance .... 

£ 

1,460 

40 

lo 





By. Branch 

Expenses 

Cy. 

Branch Cash 

H.O 

0 a 




Differences in Balance of Stock. It will often be found in practice 
that there is a difference between the actual stork held by the 
branch and the balance shown by the Branch Stock Account, and 
the cause of such discrepancy must be ascertained before the differ- 
ence can be treated in the books. It may arise from many different 
reasons, some of which are — 

(1) Error in the percentage of loading. 

(2) The sale of the goods below or above the estimated selling 
price. 

(3) Omission of returns and allowances. 

(4) Loss of stock (rain, fire, etc.), or theft. 

(5) Errors in stocktaking. 

^ Even if some of these sales were for cash instead of credit, the result 
would be the same. 
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Assuming that the balance brought down on the Branch Stock 
Account is £100 in excess of the physical stock held by the branch, 
and that the goods are loaded by 25 per cent on cost when invoiced 
to the branch, the discrepancy being due to theft, the real loss 
to the firm will only be £80, as 20 per cent of the invoiced price 
is loading. To bring this into account {a) the Branch Stock 
Account must be credited with £100, as must be done in all cases 
because the stock has "gone out,” and as this stock is not in hand 
there must be no debit balance brought down in respect of it ; (&) 
Branch Stock Shortage Account must be debited with £80 (the 
actual loss) ; and (c) Branch Adjustment Account must be debited 
with the £20 loading (as this represents cancellation of anticipated 
profit which cannot materialize). 

The adjusting entries would be as follows- ^ 

Branch Stock Shortage ..... Dr. So 
Branch Adjustment ..... Dr. 20 
Branch Stock. ....... Cr. 100 


Alternatively, £100 may be transferred to the debit of Branch 
Stock Shortage Account and £20 transferred therefrom to the 
debit of Branch Adjustment Account. 

The claim (if any) against an insurance company in respect of the 
loss would be set off against the Branch Stock Shortage Account, 
and the balance of this account would be written off to the debit 
of Branch Profit and Loss Account. 

If the loss has arisen from a theft of cash, the actual loss is £100, 
and accordingly the entries are — 

(1) Where the cash has been entered : 

Branch Cash Shortage 

Branch Cash ..... 

(2) Where no cash entry has been made ; 

Branch Ca'ah Shortage .... 

Branch Stuck (cash sales) 
or 

Branch Debtors (credit sales) 

If the loss has arisen from bad debts, 
to customers, the actual loss is £100, and the 

(i) Where no Debtors Accounts are kept, 
are made — 

Branch Profit and Loss Account 

Branch Stock ..... 


Dr. iDD 

Cr. IDO 

Dr 1 OD 

Cr. 100 

. . Cr. IDO 

or discounts allowed 
entries are — 
although credit sales 

i £ 

Dr. jou 

Cr. 100 


(z) Where Debtors Accounts are kept — 

Branch Profit and Loss Account Dr. too 

Branch Debtors .... Cr. idd 

If the loss has arisen from allowances made to customers, the 
actual loss is £100, and the entries are — / ^ 

Branch Adjustment . Dr. loo 

Branch Stock . . Cr. tod 
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e It may be that the balance shown by the Branch Stock Account 
■^is less than the value of the actual stock (at selling price) held by the 
branch. In the absence of any special reason, this will geuerally be 
due to the fact that the loading is insufficient to cover the full 
difference between cost and selling price, and accordingly the 
estimated profit in the Branch Adjustment 'Account is understated. 
The correcting entry is to debit the full amount of the difference to 
Branch Stock Account and to creditittoBranch Adjustment Account. 

In examinations, unless additional facts are given [vide infra), or 
the question specially deals with such differences, any profit or loss 
should always be transferred to the Branch Adjustment Account 
- in the Head Office books, with a note as to alternative treatments. 

Where from information in a question the inference is that the 
branch may perform a certain amount of work on the goods received 
in respect of some of the sales, and there is more stock in hand (at 
selling price) than is shown by the balance of the Branch Stock 
Account, a probable cause of the discrepancy is that the branch has 
charged customers for the proportion of the wages bill attributable 
to such work. 

Depreciation. Depreciation, where the Branch accounts are kept 
at the Head Office, will be recorded by debiting Branch Profit and 
Loss Account and crediting the particular Branch Asset. 

Illustration. Goods are invoiced to a newly-opened branch by head 
office at ;f4,6oo, representing cost plus 25 per cent. Returns to head 
office are 3^50 ; Branch Sales (cash), 3^4,230, all of which is remitted to 
head office except the sum of 3^400 for current trading expenses. 
Stock at end at selling price, £300, The head office has furnished 
cash for purchase of Fixtures, etc., £900. Expenses paid by head 
office on behalf of the branch, £100. Write £65 off fixtures and 
show accounts in the head office books. 

Dr. Branch Stock Cr. 


To Goods 


a 


By Returns , 

,, Sales 

,, Branch Adjustment 
(or Stock Short- 
age) Account 
,, Balance . 

c/d 

£ 

50 

4.330 

20 

300 



£4,600 




£4,600 

To Balance 

bid 

300 






Dr. Goods Sent to Branches Cr. 


To Branch Stock Account 
Returns . 

,, Branch Adjustment 
Account 

„ Purchases (or Trading) 
Account 


£ 

50 

9x0 

3,640 


By Branch Stock Account 


£ 

4,600 



£4.600 




£4,600 
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Branch Adjustment Account Cr. . 




£ 


By Goods Sent to 


£ 

To Branch Stock Account 






Shortage^ 


20 


Branches Account . 


91D 

,, Gross Profit to Branch 




,, Shortage of Stock (at 



Profit and Loss 




Cost) to Branch Pro- 



Account 


B46 


fit and Loss Account^ 


16 

,, Balance 

c/d 

6a 







£926 




£926 





By Balance* . 

b/d 

6d 


Dr. 


To SaleE 


Branch Cash 


Cr. 


£ 

4,23D 


£ 4 . 23 “ 




£ 

By Expenses* 


400 

,, Remittances* . 


3,830 



£4,230 





Dr. Branch Profit and Loss Account Cr. 


To Cash — 

Expenses (detailed) 

,, Branch Expenses 
,, stock Shortage . 

,, Depreciation of Fix- 
tures 

,, Net Profit to General 
Profit and Loss 
Account 


£ 

loo 

400 

16 

65 

26s 


By Gross Profit 


£ 

B46 



£846 




£846 












Dr. 


Branch Fixtures 


Cr. 


To Cosh. 


£ 

900 


By Branch Profit and 
Loss Account 
,, Balance . 

c/d 

£ 

63 

B33 



£900 




£900 

To Balance 

b/d 

B35 






Sundry Adjustments. Where, as often happens, goods are con- 
signed to a particular branch by error, and are consigned therefrom 
to the branch to which they should originally have been dispatched, 
the transfer must be dealt with in the accounts of both branches. 
The goods should be considered as having been returned from the 
first branch to head office and re-consigned to the second branch. 

Illustration. £i,ooo goods are inadvertently sent to Branch A 
instead of to Branch B. Upon instructions from head office they 

^ True shortage is £20, less loading of 20% of £20 = £it 

■ 20% of ;t3DO- 

* Actually a detailed Expenses Account would be opened. 

‘ Debited to Cash Account. 
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fe sent direct from Branch A to Branch B. The entries therefore 
are in Journal form — 

Goods sent to Branch A . . Dr. £1,000 

To Branch A Stock .... £1,000 

Branch B Stock ..... Dr. £1,000 

To Goods sent to Branch B . . . ^i,ddd 

In certain circumstances (e.g. owing to locality) goods may be 
loaded up to different branches at different rates, e.g. the cost price 
may be loaded to Branch A at 10 per cent and to Branch B at 20 
per cent. Where such a procedure operates, particular care is 
needed in dealing with transfers from one branch to another because 
»the goods are evaluated at different prices for each branch, neces- 
sit3ting a recalculation of the cost price and invoice price according 
to the loading required for the branch in question. 

If goods are sent to Branch A, loaded and charged to it at a figure 
which is correct for Branch B (the branch to which the goods should 
originally have been dispatched), a simple transfer is made as 
already illustrated, because Branch B is by the transfer cor- 
rectly debited, while the incorrect debit to Branch A is exactly 
eliminated. If, however, goods are sent to Branch A (instead of to 
B) and loaded with the percentage applicable to A, the transfer to 
B upon the goods being re-directed to B will be effected as follows : 
(i) the incorrect debit to A will be credited to A (eliminating the 
original entries) ; but (2) the debit to B must be at the loaded figure 
applicable to B. In other words, in the first case the entries required 
call for no adjustment in price, as the price was already correct as 
regards B ; but in the second case the price must be adjusted, as it 
was incorrect as regards B. 

Illustration. There are two branches, A and B. Goods are con- 
signed to them at loaded figures of 20 per cent and 25 per cent on 
cost respectively. The invoices to the branches are £1,200 and 
£2,000 respectively. Included in the item £1,200 are invoices for 
goods costing £300, invoiced to Branch A at £360, which should 
have been invoiced to B. Sales are all for cash, being A, £720 ; 
^ 1 , 500 . 

Show the appropriate ledger entries in the head office books. It 
may be assumed that the closing stocks are correct. 


Dr. Branch Stock Cr. 





* II 

B 1 


1 


A 

1 » 


To Goods sent to 
Branc hes 
Accounts 

„ do do. . 

(«) 

£ 

I, zoo 

£ 

2,000 

375 


By Goods sent to 
Branches 
Account. 

,, Sales 
,, Balances . 

c/d 

£ 

360 

720 

120 

£ 

1,500 

875 




£i,aoa 





£i,aoo 

£z.375 


To Balances . 

b/d 

13 D 

B7f 
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Dr. Goods Sbnt to Branches Cr. 





A 

B 




A 

B 


To Branch Stock 
Account 

„ Branch Adjust- 
ment Accounts 
, , Purchases (or 
Trading) 
Account 


£ 

360 

140 

700 

£ 

475 

1,900 


By Branch Stock 
Accounts 
„ do. do. 


£ 

1,200 

£ 

2,000 

375 

£i,2D0 

£z.373 

£ 1,200 

£a.373 






Dj. Branch Adjustment Accounts Cr. * 


> 



1 

A 

B 




1 A p B 

To Branch Profit 
and Loss 
Accounts 
,, Balances. 

(?) 

c/d 

£ 

120 

20 

£ 

300 

175 


ByGoods sent 
to Branches 
Accounts 


£ 

140 

£ 

475 



£140 

£475 




£140 

£475 






By Balances . 

b/d 

20 

175 


Notes, (a) The goods costing ^300 will be charged up to A at £300 -j- ^ = ^360, 
and to B at ^ = :^375- The transfers from Goods sent to Branches 

Accounts to Branch Adjustment Accounts are made in total as foUows: 
For A, I (ifi.2O0-;f36o) = /140; for B, ,1 (£2,000 + ^375) = ;^475 [j> of cost 
price = J of selling price and ^ of cost price = ii of selling price]. The balances 
carried down in the Branch Adjustment Accounts on the stocks outstanding 
are calculated similarly A, ^ , B, The figures in the Branch Accounts 
are at selling price, therelore the "loading down” fractions are respectively 
I and f of selling price. 

(b) The gross profits are: (1) ^ of £720 = £120] (li) I of £1,500 = ;f30D. 

Adjustments in Respect of Price Changes. As has been seen, the 
stocks at branches are shown at loaded prices, whether at selling 
price or at cost price plus a percentage, and consequently if there is 
to be an increase or a decrease in the selling price an adjustment 
must be passed through the books in respect thereof. 

The adjustments for price change may best be explained by the 
use of illustrations. 

Illustration. The balance of Branch Stock Account at 1 st January, 
ig. ., is £2,200 (to represent a profit of 10 per cent on cost price). 
As and from ist January, ig. ., the price is to be increased so that 
there is to be earned a profit of 12^ per cent on cost price. Make the 
required adjustments. 

Dr. Branch Stock Cr. 




£ 



To Balanco 

b/d 

2,200 



,, Branch Adjustment 





Account fS Selling 
Pnea Adjustment . 


50 
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Cr. 


Dr. Branch Adjustment Account 






By Balance . 

b/d 

1 





,, Branch Stock . 



The old provision was — 

^ X selling pnce of 
or 

^ X cost price of. 

The new provision is — 

J X revised selling pnce of . 
or 

t X cost price of. 

The revised selling price is arrived at thus — 

£ 

Cost of Goods ..... 2,000 
Loading of I 2 |% thereof. . . .250 


£ £ 

. 2,200 = 200 

. 2,000 = 200 

. 2,250 = 250 

. 2,000 = 250 


Revised Selling Price . 


. ^2,250 


Where the selling price is to be reduced reverse entries will be 
required, the Branch Adjustment Account being debited and the 
Branch Stock Account credited with the appropriate reduction of 
the provision on unsold stock. 

' Illustration. Assuming the same facts as in the foregoing question, 
except that the new selling price is to be such as to give a profit of 
5 per cent on cost price, show the necessary adjustments. 


Dr. 


Branch Stock 


Cr. 


Td Balance 

b/d 

1 

2,300 


By Branch Adjustment 
Account rs Selling 
Pnce Adjustment . 


i 

100 

Dr. 

Branch Adjustment Account 

Cr. 


Td Branch Stock 


£ 

IDO 


By Balance . 

b/d 

i 

aoo 

The old provision was 

- 



i L 



X selling price of 
or 

^ X cost price of 


2,200 = 20 D 
2,000 = 200 


The new provision is — 

^ X revised selling price of . . 2,100 = loo 

or 

^ X cost price of ... 2,000 = loQ 
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The revised selling price is arrived at thus — 

£ 

Cost of Goods ..... 2,000 

Loading of 5% thereof . . . loo 

Revised Selling Price .... ^2,100 

Hence, the Branch Stock Account must be reduced by £100 as 
must the Branch Adjustment Account. 

As the cost is in nowise affected, the above transfer will not alter 
the amount shown in the Balance Sheet, as before the transfer was 
made the stock would be showm as £2,200 less Branch Adjustment 
Account £200 = £2,000. After the adjustment it will appear as 
£2,100, less Branch Adjustment Account £100 = £2,000. 

Where there is an alteration in the cost price it may be that the 
branch is to earn the same rate of gross profit, or an altered rate 
(corresponding with the increased or decreased cost price), or the 
same amount of profit per quantity sold. 

The same principles will apply whether the alteration is an 
increase or decrease. The problem lies in the ascertainment of the 
AMOUNT that is to be transferred, as the book-keeping is simple, i.e. a 
transfer from Branch Stock Account to Branch Adjustment Account. 

A decrease in price will now be illustrated. 

Illustration. The following are the balances of the branch in the 
head office books at 1 st July — 

Dr. Branch Stock Cr. 




£ 




To Balance 

b/d 

2,000 





Dr. Branch Adjustment Account 


By Balance . 



As on 1 st July cost prices have fallen by 20 per cent and selling 
prices are to be adjusted accordingly. Show accounts in the head 
office books. 


Dr. 


Branch Stock 


Cr. 


To Balance 
,, Branch Adjust- 
ment Account 

b/d 

[a) 

£ 

2,DDO 

(ft) 

£ 

2,000 

3 ZD 

(d 

£ 

2,000 

By Trading Account 
„ Branch Adjust- 
ment Account 
„ Balance 

c/d 

(«) 

£ 

320 

Bo 
I, Goo 

(ft) 

£ 

320 

2,000 

(d 

£ 

320 

i,6Bd 



£2,000 

£2,320 

£2,000 



£2,000 

£2,320 

£2,000 

To Balance 

b/d 

l,6oo 

2,000 

i, 5 So 
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Dr. Branch Adjustment Account Cr. 





(6) 

'?> 



(«) 

(&) 

(c) 

To Branch Stock 


^Bd 

£ 

£ 

By Balance 

b/d 

£ 

400 

£ 1 
400 

1 £ 

4DO 

„ Balance 

c/d 

3 ZQ 

720 

4 DO 

„ Branch Stock 



32D 




£400 

£720 

£400 



_£ 4 ^ 

£720 







By Balance 

b/d 

j 320 

720 

400 


(a) If the selling price is to be reduced by 20 per cent and the RATE 
of gross profit to remain the same. 

The cost is obviously ;fi,6oo, therefore the revised "cost” figure 
^is jfi.fioo, less 20 per cent of ;fi,6oo, i.e. £1,600 - ;f32o = £1,280. 
Hence, the revised selling price is £1,280 plus 25 per cent of £1,280 = 
£i’6no. The amount of 25 per cent is added to cost because it is the 
equivalent of 20 per cent of selling price. Therefore the new loading 
will be 20 per cent of £1,600, or 25 per cent of £1,280, viz. £320. The 
ti ansfer consequently will Ixi — 

S'.bi: isisf i.. ) 

This will leave the branch stock at selling price at £1,600, and the 
Branch Adjustment Account at £320. 

In the Balance Sheet the branch stock will be carried out at £1,280. 

Future loading will be 25 per cent of cost. 

{b) If the selling price is to be maintained at original. 

^As the figure of £2,000 is the selling price no alteration will be 
entailed in the Branch Stock Account, but as the revised cost * ‘ figure 
is, as has been seen, £1,280, the Brandi Adjustment Account will 
be increased by £320, as the loading is now correspondingly higher. 
As the "cost” figure is reduced, the adjustment must be considered 
as a loss. 

The transfers consequently will be — 

Debit Trading Account, /3^o; Credit Branch Stock, £320, 

Debit Branch Stock, £320: Credit Branch Adjustment Account, 

£320- 

The above entries may be curtailed by making the transfer with- 
out the intervention of the Branch Stock Account, thus — 

Debit Trading Account, £320; Credit Branch Adjustment Account, 

£320- 

In the Balance Sheet the branch stock will be carried out at 
£1,280, i.e. £2,000 (Branch Stock Account) less £720 (Branch 
Adjustment Account). 

Future loading will be of cost, i.e. 

(c) Where the same amount of profit is to be earned on quantity sold. 

As the revised cost is £1,280 and the same amount of profit on 
sales is to be earned, the selling price must be £i,68o. Hence, the 
balance on Branch Adjustment Account remains undisturbed and 
the balance on the Branch Stock Account will be reduced from 
£2,000 to £1,680. 
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The transfer consequently will be — 

Debit Trading Account. ^320: Credit Branch Stock, 

In the Balance Sheet the branch stock will be shown at £1,280. 

Future loading will be of cost, i.e. ■ 

The three results may be shown in summary form as on pages 
434 and 435- . 

In each case a book loss is entailed by virtue of the reduction in 
the value of the stock. 

The difference between the two accounts is, in each case, £1,280, 
representing the revised cost figure of £1,600 less 20 per cent thereof. 

The result in each case is shown as follows — 

(а) The Selling Price is xeduced by 2 D per cent (i.e. from ;^ 2 ,ddd to ;£i,6do), 
and the Branch Adjustment Account is /320, being the loading of 20 per 
cent on ;^I.6od. 

(б) The Selling Price is maintained at the old figure. ^2,000. 

(c) The old loading figure of ;£4oo is retained m the Branch Adjustment 
Account. 

General Illustration. Bam & Sons are wholesale grocers with a 
head office (which is the warehouse as well as a selling department) 
and one branch. The control of buying and the accounting therefor 
are at head office. The branch sends weekly returns to head office, 
from which the branch accounting is performed, and pays its own 
sundry expenses (including wages), for which it is recouped weekly. 

The general expenses at head office are apportioned between the 
warehouse and the head office selling department in the proportion 
2 : I. The warehouse charges nut goods at 25 per cent on cost price. 
The handling charges incurred by warehouse are to be debited to 
the head office and branch at a "load*' of 20 per cent of cost price 
of the goods sent to them. The transport costs are separately 
booked and charged to the head office selling department at a profit 
of 10 per cent on cost, and to branch at competitive rates. 

The following are the details of the Head Office Bank Account — 


Dr. 



Cr. 


■ £ 


£ 

To Balance .... 

l.DDO 

By Payments — 


„ Receipts from — 


General Expenses 

2,700 

H.O. Selling Dept. 

10,400 

Transport Creditors 

70D 

Branch 

4.300 

Irade Creditors . 

8.000 



Sundry Expenses 

i,6Bo 



Warehouse 

420 

The following details are revealed from the branch returns and 


other books — 

Head 

Office 

Branch 


i 

£ 

Petty Cash Balance at commencement . 

140 

60 

Sundry Expenses .... 

. 1,210 

470 

Sales — Credit ..... 

. 9,000 

4,8od 

Cash ..... 

. 1,900 

6do 

Receipts from Debtors. 

. 8,500 

3.70D 
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i 


General Purchases .... 


11,200 

Goods charged at selling price from — 

Warehouse to Head Office 


. 9,000 

Warehouse to Branch 


5,000 

Transport costs to — 

Head Office ..... 

. 

440 

Branch ..... 


253 

Closing Stock on hand — 

Head Office (Selling Price) 


lOD 

Branch (Selling Price) . 


480 

Warehouse (Cost Price) . 


3,000 

Sundry Creditors {re Transport) at end . 


120 


^ The period relates to the year ended jisl December, 19. . . 
The balances at commencement of the year were — 


Dr. Cr. 



L 

L 

Sundry Assets — 



Warehouse ........ 

I.5DD 


Head Office ........ 

3 . 5 DO 


Branch 

I,DDO 


Stock — 



Warehouse (Cost Price) ...... 

3,000 


Head Office (Selling Price) ..... 

2,000 


Branch (Selling Price) ...... 

1,000 


B^nk ......... 

1,000 


Stock Adjustment Accounts — 



Head Office ........ 


400 

Branch ......... 


200 

Petty Cash ........ 

200 


Sundry Creditors (including £200 re Transport) 


5AOO 

Sundry Debtors — 



Head Office ........ 

2,300 


Branch 

500 


Capital 


TO, OOO 


;^l6,000 

^16,000 


From the foregoing information prepare accounts, ignoring any 
question nf drawings and depreciation. 


Dr. Debtors Cr. 





H.O. 

Branch 




H.O. 

Branch 


To Balances . 
,, Soles 

b/d 

£ 

2,300 

9,000 

£ 

600 

4,8do 


By Cosh . 

,, Balances 

c/d 

£ 

8,500 

z,Boo 

£ 

3,700 

1,600 




£11,300 

£5,300 




£11,300 

£5,300 


To Balances . 

b/d 

a,Soo 

z,6oo 
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Dr. Capital Cr. 


To Net Loss from Profit 
and Loss Account 
,, Balance. 

c/d 

L 

2,256 

7.744 


By Balance 

b/d 

i 

10,000 



£io,noo 




£id,ooo 



1 


By Balance. 

b/d 

7.744 


Dr. Bank Cr. 


To Balance . 

,, H.O. Ca<;h Sales 
,, H.O. Debtors 
,, Branch Cash Sales . 
,, Branch Debtors 

bjd 

L 

1,000 

1,900 

8,500 

600 

3.700 


By General Expenses: 

Warehouse 
,, Transport 
,, Creditors 
,, Sundry Expenses . 
,, Warehouse . 

,, Balance 

c/d 

£ 

2,700 
700 ■» 
8,000 
i/6Bo 
420 
2,200 



^15.700 




£15.700 

To Balance. 

b/d 

2, zoo 






Dr. Sundry Assets Cr. 





W. 

H . O . 

Branch 








To Balances 

b/d 

£ 

1,600 

£ 

3,500 

£ 

1,000 








Dr. 


Goods Sent to Branches 


Cf. 





II.O. 

Branch 



1 

H.O. 

Branch 


To Warehouse 
Stock 
Acrount . 
,, Stock Ad- 
justment 
Account . 


£ 

7,200 

i,Boo 

£ 

4,Doo 

1,000 


By S t 0 c k 
ACLDUllt 


£ 

g.oon 

£ 

5,000 

£9,000 

£5,000 

£9.000 

£5,000 






Dr. General Expenses Cr. 




( 

! 

w. 

1 H.O. 

1 1 


W. 

H.O. 


To Bank 

,, Profit and 
Loss 
Account 


£ 

I, Boo 
420 

20 

£ 

900 

1 

By H.O. 

Expenses 
Account. 
,, Branch 
Expenses 
Acrount . 
,, Profit and 
Lobs 
A ccount . 


£ 

1,44° 

Boo 

£ 

900 

£2,240 

£900 

£2,240 

£900 
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Dr. Transport Trading Cr. 



To Cost per Crediton 
Account 

„ Profit and Losi 
Account : Trans- 
port Profit . 


£ 

620 

73 


By Head Office Expenses 
„ Branch Expense! 


£ 

440 

*53 




£693 




£693 










Dr. Warehouse Stock Cr. 


Tu Balance. 

,, Purchase! 

b/d 

£ 

3,000 

11,200 


By Ootids sent to Branches 
Account — 

Head Office . 
Branch 
„ Balance . 

c/d 

£ 

7,200 

4,000 

3,000 



£14,200 




£14,200 

ToBalancr. 

b/d 

3,000 






Dr. Stock Cr. 





H.O. 

1 Branch 



1 

H.O. 

Branch 




£ 

£ 




£ 

£ 


To Balances . 

b/d 

2,000 

1,000 


By Sales— 





„ Goods 




Cash 


1,900 

6do 


sent to 





Credit 


9,000 

4, Boo 


Branches 





„ Stock 




Account 


9,000 

3,000 


Shortage 
Account . 



lao 







,, Stock 

c/d 

Zoo 

4B0 




£11,000 

£6,000 




£ii,ooo 

£ 5,000 


To Stock 

b/d 

100 

480 







Dr. Stock Adjustment Accounts Cr. 





H.O. 

Branch 



1 

H.O. 

Branch 


To l*rofit and Loss 
Account 
,, Stock Short- 
age Account 
,, Balances 

c/d 

£ 

2,1 Bo 

20 

£ 

i,oBd 

*4 

96 


By Balances 
,, Goods Sent 
to Branches 
Account 

b/d 

£ 

iOO 

I, Boo 

c 

200 

1,000 




£2,200 

£i,2DO 




£2,200 

£1.200 



1 




By Balances 

b/d 

20 

96 


Dr. Creditors (Trade) Cr. 



To Bank 
,, Balances 

c/d 

£ 

B,ooo 

8,400 


By Balances 
,, Purchases 

b/d 

£ 

S.200 

11,2m 




£16,400 




£16,400 






By Balances 

b/d 

8,400 

Dr. 


Creditors (Transport) 


Cr. 


To Bank 
,, Balances 

c/d 

£ 

7uo 

120 


By Balances 
,, Transport Trading 
Account . 

b/d 

£ 

200 

6ao 




£820 




£820 






By Balance 

b/d 

120 
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Dr. Petty Cash Cr. 





H.O. 

Branch 







To Balances 

b/d 

^40 

£ 

60 







Dr. 


Sundry Expenses 


Cr. 


I II H.O. II Branch 1 1 




£ 

£ 

To Cash 


1, 210 

470 

,, Transport^ 


440 

253 

,, Warehouse* 


1,440 

Boo 



£3,090 

£1.523 


I II H.O. II Branch 


By Profit and 
L D B ■ A c- 
couut 


i 

£ 

£3.090 

£i", 5 a 3 




[Expenses grouped under one head for convenience.] 

Dr. Stock Shortage Account Cr. 


To Branch Stock 
Account . 


£ 

lao 


By Profit and Loss 
Account 

M Stock Adjustment 
Account . 


£ 

96 

*4 



£120 




£izo 









[Opening balances are in italics.] 


Profit and Loss Account 

Dr. FOR THE Year ended 31ST December, ig. . Cr. 


1 

H.O 

Branch 




H.O. 

Branch 

To Sundry 

Expenses 
,, General 

Expenses 
„ Stock Shortage 


£ 

3,090 

900 

£ 

1,523 

96 


By Gross Profit . 
,, Loss 

c/d 

£ 

3,iBd 

i,Bid 

£ 

i,oBd 

539 



£3.990 

£1,619 




£3.990 

£1.619 

To Loss — 

HO . 
Branch 

b/d 

i,Hid 

539 

2.349 


By Profit on 

Transport^ 
„ Over-alloca- 
tion D f 

H an dling 
Charges* . 
„ Balance — 

Net Loss 
to Capital 
Account 



73 







20 

s,a56 




£2 349 





£2,349 











The above gross profit may be shown in Memorandum Trading 
Account form as follows. 

^ See notes on page 441 . 
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Memorandum Trading Account 

Dr FOR THE Year ended 31ST December, 19. . Cr 




£ 

£ 


£ 

£ 

Curreut LiabiUtues 



Fixed Assets — 



Cfpditora — 



Sundry — ^Wareh ouse 

r,.^oo 


Trade 

8,400 


Head Office 

3,5«> 


Transport 

120 


Branch 

1,000 




fi, 52 D 



6,000 

Capital — 



Current Assets — 



Balance — ist January, 19 

I 0 ,OfX) 


Stock — Warehouse 

3,000 


Less net Loss 

2.2^6 


Head Office 

Bo 




7.744 

Branch 

3B4 







3.464 




Debtors — Head Office 

z,8oo 





Branch 

X,6oo 







4,400 




Bank 


2,200 




Petty Cash — Head Office 

140 





Branch 

6d 







200 



^16,264 



£16,264 


Notes — 

(i) The Stock in the Balance Sheet is shown at cost, and will be the 
difference between the Stock at seUing pnce and the Stock Adjustment 


Account, 1 e — 

H 0 

Branch 


£ 

L 

Stock ...... 

. lOD 

480 

Less Stock Adjustment Account . 

. 20 

96 


£Bo 



(2) The handhng charges are £2,220 as shown in General Kxpenses, but 

the "load" to Head Office and Branch is 20 per cent of the cost price of the 
goods, 1 e — £ 

20% of /7,20D to Head Office . . If 44 ° 

20% of ;^4,ooo to Branch ... - 800 

^2,240 

There is, therefore, an over-allocation of £20 

(3) The profit on transport is made up of — £ 

(а) !□% of 1^400 [1 e fV X £440] charged to Head Office . . 40 

(б) Profit on ;^2zo charged to Branch [1 e £253 - . 33 

(c) I e cost of ;£62D charged out at ;£6g3 

(4) The true loss on stock shortage is of £120 ■■ £gt 


■ £73 
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WHERE THE BRANCH HAS FULL SYSTEM OF 
DOUBLE ENTRY 

Each branch will maintain a separate set of double entry books, 
the connection between the branches and the head office book-keeping 
system being maintained by means of — 

(1) A Branch Account in the head office books. 

(2) A Head Office Account in the branch books. 

The Head Office Account in the branch books will be analogous to 
the Capital Account of an ordinary business, the balance usually 
being on the credit side. 

The branch is considered as a definite accounting unit, the results^., 
of whose operations will be disclosed by a Branch Profit and Loss 
Account and Balance Sheet drawn up on ordinary principles. 

The first entries made in the branch books will usually be the 
purchase of certain fixed assets, e.g. shop counters and shelves, with 
money supplied by the head office. Upon receipt of the cash from 
the head office, cash will be debited and Head Office Account 
credited, and when the assets are purchased the Asset Accounts will 
be debited and cash (or creditors) credited. In the head office books 
the entries will be a debit to Branch Account and a credit to cash 
for the money remitted, no cognizance being taken of how such 
cash is expended by the branch. 

Upon the dispatch of goods by the head office to the branch (the 
goods usually being invoiced at cost price plus a small charge for 
handling, etc.), in the head office books Goods Sent to Branches 
Account will be credited and the Branch Account debited with the 
invoiced price of the goods. In the branch books. Purchases Account 
will be debited and Head Office Account credited. Returns of goods 
will be treated in exactly the reverse way, viz. : in the head office 
books the Goods Sent to Branches Account will be debited and 
Branch Account credited; and in the branch books the Head Office 
Account will be debited and Purchases or Purchases Returns Account 
credited. In the head office books the Goods Sent to Branches 
Account will be closed off at the end of the accounting period by a 
transfer to the credit of Purchases or Trading Account; though 
strictly the small loading in respect of handling should be credited 
to the account recording the handling expenses and the balance 
only transferred to Purchases Account. Remittances by the branch 
to the head office in the books of the latter will be debited to the 
Cash Account and credited to the Branch Account; in the books 
of the branch such remittances will be debited to the Head Office 
Account and credited to the Cash Account. 

The reverse procedure is necessary for remittances to the branch 
by the head office. 

All the purchases and sales of the branch from, and to, outside 
persons will be dealt with in the ordinary way in the books of the , 
branch. At the end of the accounting period the branch will prepare 
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its own Profit and Loss Account and Balance Sheet, and if a profit is 
made it will be transferred to the credit of Head Office Account, 
and if a loss to the debit of Head Office Account. A copy of the 
Branch Trial Balance, Profit and Loss Account and Balance Sheet, 
if such are prepared at the branch, will be sent to the head office. 
In the head office books, if a profit has been made. Branch 
Account will be debited and Branch Profit and Loss Account 
credited. If a loss has been made. Branch Account will be credited 
and Branch Profit and Loss Account debited. When the trading 
results of all the branches have been obtained, the balance on 
Branch Profit and Loss Account will be transferred to the ordinary 
'Profit and Loss Account. It can now be seen that the Branch 
Account in the head office books and the Head Office Account 
in the branch books will normally be in contraposition, i.e. they will 
show the same balance but on opposite sides, the balance on the 
Head Office Account in the branch books representing the net 
amount of assets that the branch possesses. Accordingly, when the 
head office prepares its Balance Sheet, the branch will appear often 
as a single account, as either a debtor or a creditor. But instead of 
showing the balance of the Branch Account as ont item in the 
Head Office Balance Sheet, the detailed assets and liabilities of the 
branch comprising such balance may be substituted therefor. 

The following illustration incorporates all the above features. 

Illustration. A, a London merchant, has a branch in Manchester 
which trades on its own account. The following is a condensed sum- 
mary of the transactions of the branch for the year to 3Tst December, 


I9--. I 

Purchases from Head Ohice ...... i6,doo 

Purchases from outsiders — Credit ..... 13.500 

Cash ..... 4,500 

Sales — Credit ..... 33 , odd 

Cash ......... 27,000 

Cash received from Debtors ...... aS.ooo 

Cash paid to Creditors . . .9,500 

Expenses paid by Branch ...... id, odd 

,, ,, ,, Head Office for Branch . 3,000 

Assets purchased at commencement of year i,ood 

Cash received from Head Office ..... 2,000 

Cash remitted to Head Office ..... 28,000 


The branch prepares its own final accounts. Write off deprecia- 
tion at 10 per cent per annum. Stock on hand at 31st December, 
19. . , jfb.ooo. Show Ledger Accounts in the Branch books. 

The Ledger Accounts of the branch are — 

Dr. Head Office Cr. 


Td Cush 
„ Balance. 

c/d 

£ 

28,000 

11,900 


By Caah . 

,, Goode 

,, Cash lor Expenses 
,, Net Proiil for Year 


£ 

Z.DDO 

16,000 

3,000 

18,900 



£39,900 




£39,900 





By Balance 

b/d 

11,900 
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Cr. 


Purchases 


Dr. 




£ 


To Head Office 


i6,aoo 


Sundry Creditors 


13.500 


Cash , . . 


4.500 




£34.000 



By Trading Account , 


£ 

34iOPo 


£ 34,000 


Sales 


Cr. 


To Trading Account 


£ 

60,000 


By Sundry Debtors 
„ Cash . 


£ 

33.000 

27.000 



£60,000 




£6d,dOo Ji. 









Dr. 


Sundry Creditors 


Cr. 



To Cash 
,, Balances 

c/d 

£ 

9.500 

4.000 


By Purchases 

By Balances 

b/d 

£ 

13.500 

£13.500 

£13.500 


4,000 

Dr. 


Sundry Debtors 


Cr. 


To Sales 


£ 

33.000 


By Cash 


£ 

aB.ooo 






, Balances 

c/d 

5,000 




£33,000 




£33.000 


To Balances 

b/d 

5,000 






Dr. 


Expenses 


Cr. 


To Cash 
,, Head Office 


£ 

id,dod 

3 ,DDO 


By Profit and Loss 
Account . 




£13,000 





£ 

13,000 


£13,000 


Dr. Sundry Assets Cr. 



To Cash 


£ 

1,000 


By Profit and Loss 
Account : Depre- 
ciation 
„ Balances 

c/d 

£ 

loo 

90a 




£1,000 




£i,doo 


To Balances 

b/d 

900 





Dr. 



Cash 



Cr. 


To Head Office 
,, Sundry Debtors 
Sales 


£ 

2,000 

28.000 

27.000 


By Sundry Assets 
„ Head Office . 

,, Expenses 
,, Sundry Creditors . 
„ Purchases 
,, Balance 

c/d 

£ 

I,DOO 

28,000 

ID.DOO 

9.3OO 

4 . 5 DO 

4,000 




£57,000 




£ 57,000 


To Balance. 

b/d 

4,000 
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Cr. 


Stock 


To Trading Account 


t^Ooo 





Branch Trading and Profit and Loss Account 
Dr . FOR THB Year ended 3IST December, 19.. Cr. 




£ 




£ 

To Purchases 


34,000 


By Sales . 


6o,doo 

,, Gross 

c/d 

32,000 


,, Stock . 


6,000 



£66,000 




£66,000 

To Expenses 


13,000 


By Gross Profit . 

b/d 

3Z,DOO 

„ Depreciation . 


loo 





„ Net Profit to Head 







Office Account 


18,900 







£32.000 




£32,000 


Branch Balance Sheet, as at 31ST December, 19. 


Head Office 

£ 

11,900 

Cash .... 

£ 

4,000 

Sundry Creditors 

4,000 

Sundry Debtors 

5,000 


^15.900 

Stock .... 

Sundry Assets . ^i,odo 

L^ss Depreciation loo 

6,000 

900 

^15,900 


The branch having no opening stock appears to be a new one, in 
which event the head office will have probably remitted an initial sum to 
set it going 

The detailed accounts would actually be opened m the usual way, e.g. 
Debtors, Expenses 

The Profit and Loss Account and Balance Sheet will be supplied 
to the head office, or the ordinary Trial Balance with details of stock 
and adjustments. In the latter case, the head office prepares the 
final accounts of the branch. The final accounts must be closed off in 
the books of the branch, the usual entries being made, except that 
the balance of profit or loss of the branch is (in the branch books) 
transferred to Head Office Account, being the equivalent of a 
Capital Account for book-keeping purposes. 

From the above information, the head office incorporates the 
results only of the branch operations through the instrumentality 
of the Branch Account in the head office books. The branch accounts 
themselves are not incorporated in the head office books, as they 
belong to an entirely self-contained separate system of account- 
ing. This point is important because students axe apt to think 
because combined presentation of the Profit and Loss Accoimt and 
Balance Sheet is possible, that these details appear in the head office 
books as part of the double entry. This is not so. The combination 
above-mentioned is simple and will be noticed presently, but the real 
connecting link is the reconciliation of the Branch Account in the 
head office books with the Head Office Account in the branch books. 
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Hence, mistakes and abnormal circumstances apart, the entries in 
the head office books are such as to incorporate the results of the 
branch operations through the medium of the Branch Account. 
In the head office books, the closing entries are, normally, those 
relating to proht and loss of the branch. These are — 

(1) Debit Branch Account (with branch profit). 

Credit Profit and Loss Account. 

(2) Debit Profit and Loss Account. Credit Branch Account 

(with branch loss). 

These entries (whether a profit or a loss) are opposite to those 
which the branch makes in its books under the heading of Head 
Office Account, to which, as has been seen, it transfers its profit or 
loss. The result is that the two accounts will agree (on opposite sides), 
that is, if the Head Office Account in the branch books is in debit, 
the Branch Accoimt in the head office books will be in credit ; and 
conversely. 

So far as the head office books are concerned, the balance of the 
Branch Account (as adjusted) will appear as a debtor or a creditor, 
and that completes the entries. 

If the combined accounts are shown they are the results of two 
(or more) distinct and separate sets of books, but as there will be 
in each set a reciprocal account (Head Office Account in branch ; 
Branch Account in head office), the amounts thereof will connect 
and consequently be eliminated from the combined figures. But it 
must be remembered that when two (or more) separate Balance 
Sheets are combined, the details of the Branch Balance Sheet do 
not appear in the head office books, the latter recording only the 
Branch Account as outlined above. This will receive consideration 
shortly, the matter being referred to at this stage to impress the 
fact upon the student's mind that the book-keeping entries in the 
head office are simple, merely involving one transfer, leaving the 
branch a debtor or creditor. 

The entries may now be made in the head office books. These 
will be, being a branch profit — 

Debit Branch Account, ^18,900. Credit Profit and Loss Account, ^18,900. 

The account of the branch in the head office books will thus be — 

Dr. Branch Cr. 


To Caih 
,, Goods 

„ Cash for Expenses . 
„ Profit and Loss 
Account . 

Branch Net Profit 
for Year . 


£ 

2,000 

16,000 

3 ,(XN) 

18,900^ 


By Cash . 

,, Balance 

c/d 

£ 

26,000 

11,900 



£39,900 




£39,900 

Td Balance. 

b/d 

11,000* 

1 





^ Ascertained from the figures sent by branch (and as shown in branch 
books) . 

* This account agrees with that of the Head Office Account in the branch 
(see page 443), and will appear in the Head Office Balance Sheet as an asset. 
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After these entries have been made the head office will normally 
^proceed to prepare its own final accounts. 

It is usual to have, in the head office books, two separate accounts 
for each branch, viz. (i) Branch Capital Account, to record the capital 
invested in the branch; and (2) Branch Current Account, to record 
the transfers of goods, ordinary remittances to and from the branch, 
and profit and loss of the branch. 

Obviously, in the branch books there will be two separate accounts 
for the head office : (i) Head Office Capital Account and (2) Head 
Office Current Account. 

On the same principle, remittances may be recorded in a separate 
account. 

Inter-Branch Transfers. The entries required for transfers between 
branches are: Debit receiving branch, credit Purchases or Sales 
Account in the sending branch books ; and in the receiving branch 
books, debit Purchases and credit sending branch at either cost or 
selling price, as the case may be. Alternatively, the entries may be 
made through the medium of the head office, thus — 

Debit Head Office Credit Purchases or Sales Aci^ount 

(m the sending branch books) 
Debit Purchases Credit Head Office 

(in the receiving branch books) 
Debit Receiving Branch Credit Sending Branch 

(in the head office books) 


It must be understood thoroughly that inter-branch transfers 
at selling price, whilst showing a profit to the sending branch, can- 
not be a true profit of the organization as a whole until a sale by 
the receiving branch has been made, so that a provision for profit 
on unsold stork must be created at the time when accounts are 
prepared. This principle is dealt with on page 452. (See also 
Chapter XXXII.) 

Illustration. “A"' Branch transfers goods to "B'" Branch at sell- 
ing price of £200, all transfers being effected through the head office. 

The entries arc — 


“ A ” Branch books — 


Debit Head Office .j^zoo 
" B " Branch books — 

Credit Sales. 

• £^00 

Debit Purchases -/zoo 

Head Office books — 

Credit Head Office. 

. £zoo 

Debit "B” Branch .£200 

Credit "A*’ Branch. 

■ £^°o 


A very common procedure, as has been seen, is to open for cur- 
rent transactions a separate account, designated Current Account, so 
that the above-mentioned transfers would be posted to the accounts 
named under the heading of Current Account, e.g. in “A” branch 
books, debit Head Office Current Account, credit Sales. 
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Adjustments and Reconciliation of Branch and Head Office 
Accounts. When occasion requires, e.g. preparation of final accounts *, 
(or even interim accounts), any difference in the reflective accounts 
must be ascertained and either adjusted or corrected. 

It is not very difficult to see that the disagreement on any 
one date between the two accounts may arise from ordinary and 
normal causes, e.g. cash in transit ; goods in transit ; receipt of debt 
due to branch, notification of which has not reached the branch ; 
bill drawn by branch on head office not yet to hand, and so on. 

The general principle is to reconcile the incomplete account to 
the complete account, and as has been seen, the accounts being 
reciprocal, the necessary entry must appear on the opposite side ' 
in the Head Office Account in the branch books to that in the 
Branch Account in the head office books, and vice versa. 

Illustration. At 31st December, 19. the head office books con- 
tain the following account — 


Dr. Branch Cr. 


19.. 
Jan. I 
Dec. 31 

To Balance 
„ Gfiods 

b/d 

£ 

1,500 

I, zoo 

19. . 
Dec. 31 

By Remittances . 

,, Ketums . 

„ Bills Receivable 
Account 
,, Balance . 

o/d 

£ 

Boo 

94 

200 

z,5d6 

19.. 
Jan. 1 



£2,600 




£2,600 

To Balance 

b/d 

1,506 






The account of the head office in the branch books is — 


Dr. Head Office Cr. 


ig.. 
Dec. 31 

To Remittances 
„ Returns . 

„ Balance . 

c/d 

£ 

B30 

120 

i,6id 

19. . 
Jan. I 
Dec. 31 

By Balance . 

,, Goods 

• - 

b/d 

£ 

1,500 

i,o6d 




£2,560 

19.. 
Jan. I 




£2,560 





By Balance . 


b/d 

i,6id 


It is ascertained that a remittance of ^^30 and returns of £26 from 
branch to head office are in transit ; whilst an amount of £40 goods 
from head office to branch is in transit. A Bill of Exchange of £200 
drawn by the head office on the branch had not reached the branch 
on 31st December. 

Proceeding on the rule to reconcile the incomplete to the complete, 
the items of ^^30 and £26 dealt with by branch but not by head office, 
must be brought into the latter's books. Thus — 

Debit Cash in Transit . Credit Branch [a). I in Head 

Debit Stock in Transit. £-zb Credit Branch (fe). 2^6 J Office books 

Following the same rule, the items of £40 and 3^200 must be 
introduced into the branch books. 

Debit Head Office (c) . ^zoo Credit Bills Payable . ;^zdo I in Branch 

Debit Stock in transit. /40 Credit Head Office (i) . £a^\ books 
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The accounts will now be — 

Dr. (i) Branch Account (in Hsad Office Books) Cr. 



To Balance (u above) 

b/d 

£ 

1,506 


By Cash in Transit 
,, stock in Transit 
,, Balance . 

c/d 

£ 

30 

a 6 

>.450 




£i» 5 d 6 




£x. 3 o 6 


To Balance . 

b/d 

1.450 





Dr. (2) Head Office Account (in Branch Books) 


Cr. 

, 

To Bill Payable 
,, Balance 

(c) 

c/d 

£ 

200 

1.450 


By Balance (as above) . 
„ Stock in Transit 

b/d 

[d) 

£ 

1,610 

40 




£1.650 




£1.650 






By Balance . 

b/d 

1.43 0 


The other items will be posted to the respective accounts. 


Alternatively, it may be more convenient to treat as correct the 
Head Office Account in the branch (save for the transfer required in 
respect of profit or loss of branch), in which case the adjustments 
necessary will be made in the head office books to arrive at the 
branch fi^re of ;fi,6io, thus — 

Debit Cash in Transit ^^30 ^ 

* Stock in Transit ^£26 I Credit Branch . 

Stock in Transit ) 

Debit Branch . ^£200 Credit Bills Receivable. ;£2oo 

The Branch Account in the head office will now be — 

Dr. Branch Cr. 


To Balance 
,, Bills Receivable . 

b/d 

£ 

1.506 

200 


By Sundries (as above) . 
„ Balance . 

c/d 

£ 

96 

1,610 



£1.706 




£1.706 

Td Balance 

b/d 

l,6io 






The first method reflects the true position ; the second does not, as 
it cancels entries omitted in one set of books, instead of introducing 
them into the books which ought to have included them. (It will 
be remembered that in Bank Reconciliation Accounts the same 
point arises, viz. first to correct omissions in the Cash Book and 
then work from the Bank Pass Book balance to the Cash Book 
balance.) 

In the succeeding period, using the second method, the items 
adjusted above would be re-transferred, e.g. in the head office books 
the Bill Receivable would be re-debited and credited to the Branch 
Account, whilst in due course the branch on acceptance of the 
bill would debit head office and credit Bills Payable. 

In the first method these entries in the head office books would 
not be necessary, as the bill already appears in the proper account. 
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When the cash (which at the date of the Balance Sheet is in transit) 
is received from the branch, it must be credited to cash in transit, 
and not to branch, as the latter account has already been credited. 
The same principle applies to stock in transit. 

Illustration. The following account is in the head office books — 
Dr. Branch Cr. 


Tq Balance 

b/d 

£ 

2,400 





In the branch books — 

Dr. Head Office Cr. ^ 















By Balance . 

b/d 

2,300 


The difference arises by reason of a remittance of £100 by the 
branch, not yet to hand. 

Using the first method, the entries required in the head office books 
are: debit Cash in Transit Account, £100; credit Branch Account, 
£100. This reconciles the account with the balance of £2,300 in the 
branch. Wffien (normally in the course of a few days) the cash is 
received, the entries will be : debit Cash, £100 ; credit Cash in Transit 
Account, £100.^ 

It may be noted that where there are numerous adjustments the 
whole of them may be brought down into one account, e.g. Suspense 
Account, instead of in separate accounts, e.g. Cash in Transit, 
Stock in Transit, etc., in which case the postings in the new period 
will be made to the one account. 

Illustration. Head office makes its accounts up to 31st December. 
Branch Account is in debit for £4,000. The accounts as rendered 
by the branch show the head office to be in credit for £3,600, the 
difference being accounted for by the following entries, which appear 
in the branch books only. 

£ 

Dec. 26. (i) Goods returned to Head Office . . 200 

30. (2) Ca.5h sent to Head Office . . . 450 

31. (3) Proceeds of Bill collected for Head Office 250 

The Branch Account in the head office books will be — 

Dr. Branch Cr. 


To Balance 

,, Suspense Account — 
Cash Collected 

b/d 

£ 

4,000 

250 


By Suspense Account — 
Goods in Transit 

Cash in Transit 
„ Balance 

c/d 

£ 

200 

450 

3,600 



£4.250 




£4,250 

To Balance 

b/d 

3,600 






^ Alternatively the first entries may be reversed in the new period, bringing 
the account back to £2,^00, in which case ;fiDD is credited to Branch Account 
upon receipt of cash. 
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Dr. Suspense Cr. 


To Branch Account — 
Goods in Transit 
Cash iu Transit 


£ 

200 

450 


By Branch Account — 
Cash Collected ^ 

,, Balance . 

c/d 

£ 

350 

4DO 



^650 




£650 

To Balance 

b/rt 

400 






General Illustration. The Universal Providers Co. have one branch 
which draws its supplies chiefly from its head office and partly from 
outside suppliers. The goods sent from head office are invoiced at 
cost plus 25 per cent. 

The Head Office Trial Balance is — 


' Trial Balance, 3IST December, 19.. 

Dr. 

Cf. 


i 

i 

Capital ......... 


20,000 

Sundry Fixed Assets ....... 

id,6oo 


Stock ......... 

9,000 


Debtors ......... 

10,400 


Creditors ......... 


9,000 

Cash at Bank ........ 



Purchases ......... 

80,000 


Sales ......... 


92,000 

Sundry Expenses ....... 

lO.ooo 


Goods invoiced to Branch at Selling Price 


8,000 

Goods returned from Branch at Selhng Price. 

450 


Branch Capital Account ...... 

6,000 


Branch Current Account ...... 

1,200 



;£I29,DDD 

£129,000 


Closing Stock — 

£7,500, Head OITice. 

j^i,90o. Branch [Head Office Goods, ^650], exclusive of Stock of ^350 
in transit from Head Office to branch. 

From the above and the following figures prepare a combined 
Trading and Profit and Loss Account for the year ended 31st 
December, 19. and Balance Sheet at that date. Make the adjust- 
ments for “transit'" items in the head office books. 

Branch details — £ 


Debtors. ......... 

900 

Creditors ......... 

1,100 

Sales . ........ 

13.650 

Purchases (from outsiders) ...... 

Stock ("outside" Goods). ...... 

4,500 

1,250 

Sundry Fixed Assets ....... 

5,400 

Sundry Expenses ........ 

1,500 

Cash at Bank (after deduction of £100 Cash in transit from 
Branch to Head Office) ...... 

750 

Depreciation — 

Head Office Fixed Assets ...... 

310 

Branch Fixed Assets ....... 

165 


^ Alternatively this may be credited to the account which is in debit, 
e.g. Bills Receivable or Debtor. 
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Before proceeding with the illustration the student should at once 
observe that as the branch keeps separate accounts, balances ol, 
the latter must be completed by the introduction of the stock 
received from and returned to the head ofi&ce, and that the question 
involves the treatment of cash, stock in transit, and the elimination 
of profit on unsold stock. 

In the books, the accounts of the branch will be closed off in the 
usual way, the balance of profit or loss being transferred to head 
office. The books of the latter will be closed off in the usual way 
after incorporating the branch results, and reconciling the Branch 
Account and eliminating profit on unsold stock. 

The question, however, does not require the actual entries in thd*- 
books, so the student must be prepared to proceed directly to .the 
ultimate results without recording entries in the books. 

The Trial Balance of the branch will be placed side by side with 
that of the head office, after which the inflated price of goods trans- 
ferred will be reduced in both books (on opposite sides), which will 
still preserve the agreement of the collective balances. 

Trial Balances, 31ST December, 19.. 


Capital ...... 

Sundry Fixed Assets 

Stock ...... 

Debtors. . . . . . 

Creditors . . . . . 

Cash at Bank. . . . . 

Purchases . . . . . 

Sales ...... 

Sundry Expenses . . . . 

Internal Transfers of Goods 
Internal Transfers of Goods (Returns) 
Branch Capital . . . . 

Branch Current Account . 

Cash in Transit 

Goods in Transit . . . . 


Depreciation of fixed assets; Head Ofl&ce, ;f3io; Branch, ;£i65. 

The items in italics are omitted in the question. The £100 re- 
presents cash in transit, and this will probably have been debited 
to head office, reducing the balance on credit of Head Office 
Current Account ; but it is shown separately, as it must be featured 
separately. The reconciliation is made in head office books, but it 
is immaterial for the purpose of obtaining the final accounts in 
which set of books the reconciliation is made. 


Head Office 

Branch 

Dr. 

Cf. 

Dr. 

Cr. 

£ 

£ 

£ 

£ 


20,000 



io,6dd 


5,400 


9,000 


1.250 


10,400 

9 ,ooO 

900 

I, loo 

I.35D 


750 


Bd,doo 

92,000 

4.500 

13,650 

10,000 

8,000 

I.50D 

7,650 


450 



460 

6,000 



6,000 

750 



760 

100 




350 




;^IZ9,OOD 

;fl29,000 

/21.950 

£21.950 
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As to stock in transit, this has been entered in the head office 
books only, so that there will be a separate account for stock in, 
transit of £350, the amount thereof having been included in the 
goods sent to branches. 

The adjusted items may now be brought down to cost, and as the 
reduction will be equally effective on opposite sides of each Trial 
Balance, it will not disturb the total agreement. The final accounts 
may now be prepared. (The Combined Trading and Profit and Loss 
Account appears on page 453.) 


Combined Balance Sheet as at 31ST December, 19. 



£ 

£ 

1 


£ 

Capital .... 


20,000 

Fixed Assets — 



Profit and Loss Account . 


B,475 

Sundry [Uss Depreciation) — 





Head Office 


10,290 



28,475 

Branch 


5,335 

Current Liabilities — 






Creditors — 



Current Assets — 



Head Oifice 

. 9,000 


stock — 

£ 


Branch 

. 1,100 


Head Office 

7,500 




10,100 

Branch 

i,77D 





Transit 

280 







9.550 




Debtors — 





• 

Head Office 

10,400 





Branch . 

90D 







11,300 




Cash at Bank — 






Head Office 

1,350 





Branch . 

750 





Transit . 

loo 







2,200 








I 




15,523 


23,050 


N oUs — 

(1) Goods ;^7,65 o, bein^ at selling price, must be reduced by 20%, i.e. 
£1,530, leaving the figures per Trading Account at £6,120. 

(2) Similarly, the returns of £450 must be reduced by 20%, leaving £360. 

(3) The Stock of Head Office goods at selling price is £650 as given in 
question, at cost is £650 less 20%, i.e. £130 = £520: to this must be added 
the remainder of the goods (i.e. outside purchases) of £1,250, the total, there- 
fore, being £1,770. 

(4) The goods in transit must be brought in at cost [viz. £350 less 20%, 
i.e, £70 = £280]. 


FOREIGN BRANCHES 

There are no special book-keeping methods employed in recording 
the transactions of foreign branches, the only distinctive feature 
being the treatment of the foreign exchange. If foreign branches are 
considered to be in the nature of a foreign investment, no difficulty 
will be encountered. The head office, if in a sterling country, will 
keep its accounts in sterling, and the branch will keep its accounts 
in foreign currency. The branch will open a Head Office Account in 
its books to record all transactions with the head office; the head 
office recording these transactions in a Branch Account. There are 
three methods of converting branch transactions in foreign currency 
into sterling, and vic^ versa — 

(i) To convert all transactions at a certain fixed rate (e.g. the 
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official rate at a certain date or at the beginning of the accounting 
period). Where the exchange is comparatively stable there will 
be a small difference to transfer to a Profit and Loss on Exchange 
Account at the end of each accounting period. 

(2) Where the exchange fluctuates widely, an artificial parity is 
sometimes assumed as in (i), with periodic adjustments in the books. 

(3) Where the exchange fluctuates within comparatively narrow 
limits, the usual procedure is to allow the head office and branch books 
to be kept independently, and at the end of the accounting period each 
item in the Trial Balance or Balance Sheet forwarded by the branch 
will be converted at certain rates relative to the nature of each item. 

The various methods will now be dealt with in detail — 

^ (i) and (2) Stable Exchanges and Violently Fluctuating Exchanges. 

The method adopted is to enter in each set of books the actual 
receipts or payments incurred, which will be converted at the fixed 
rate. At the end of the accounting period the head office will value 
its “ investment '' in foreign currency at the fixed rate, and the differ- 
ence between such value and the balance of the account in foreign 
currency will be transferred to Exchange Reserve Account. This 
balance will equal the figures as to both foreign currency and ster- 
ling in the branch books. The reserve merely serves to maintain 
the figures at the fixed rate of exchange, and does not bring the 
valuation of the foreign currency to the TRUE rate of exchange 
unless special provision is made separately therefor. 

^ Illustration. A concern in London has a foreign branch. Trans- 
actions arc recorded as between the head office and the branch 
at I5 to £. During the year to 31st December, the following trans- 
actions arise between the head office and the branch — 

Sterling bought by Branuh and remitted to London, ^2,004 cost $10, odd . 
Sterling bought by Branch and remitted to London, £-z,ooo cost $ 9.^4° 
Dollars bought in London and remitted to Branch, $5,000 cost /970. 
Dollars bought in London and remitted to Branch, $1,040 cost £200. 

Write up the Branch and London books. 

BRANCH BOOKS— 


Dr. Head Office Cr. 


To Cash . 


£ 

2,000 

1.9SH 

% 

10,000 

9,840 

By Cash 

,, Balance. 

c/d 

£ 

1,000 

208 

2,760 

1 

5,000 

1,040 

i 3 ,Bfxi 



£^, 96 S 

119,840 



£ 3,968 

119,840 

To Balance 

b/d 

2,760 

13,800 





LONDON BOOKS— 

Dr. 

Branch 



Cr. 

To Cash 

,, Exchange Reserve 
„ Balance . 

c/d 

« 

4,850 

1,000 

370 

13,800 

£ 

970 

200 

74 

2,y6a 

By Cash 


f 

10,020 

10,000 

£ 

z,oo4 

2.000 



920,020 

£4.004 



920,020 

£4,004 





By Balance. 

b/d 

13,800 

2,760 
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Z)r. Exchange Reserve Cr. 







V 

£ 




By Branch . 


S70 

74 


Stores Accounts. When branches are situated in countries having 
a violently fluctuating rate of exchange, it is customary to transfer 
all capital expenditure to head of&ce as and when it is incurred in 
order that a permanent record of the asset shall be kept in a non- 
fluctuating exchange. In order that the results shown by the books 
concerned should be reflective of the true position, it is equally 
important that a sound basis be used to eliminate the exchange fluc- 
tuations from Stores Account (which appears in the branch books). 

Illustration. During January, 19. ., a head office consigns stores 
to its foreign branch of a sterling equivalent of 3^1,000, the rate of 
exchange being Jio = £1. Fluctuations in this example are ignored. 
The entries in the branch books will be — 

Dr. Head Office Cr. 






13- - 



1 

£ 





Jan. 31 

By Stores . 


1D,DOO 

1,000 


Dr. Stores Cr. 


19 .. 


■ 




■ 

■ 

■ 

Jan. 31 

To Head Office 

■ 




■ 

■ 

■ 


It is now assumed that half of these stores are used on Capital 
Account during the month of February, 19.., when the rate of 
exchange is $8 = /i, and that the other half are used on account 
of revenue during the month of March, when the rate of exchange 
is In = £1, 

The entries in journal form wiU be as follows — 


J OURNAL 


19.. 




% 

¥ 

Feb. 28 

Capital Expenditure 

. Dr. 


5.000 



To Stores 




5,000 

Mar. 31 

Revenue .... 

’. '.Dr.' 


5, ODD 


To Stores 



5 , ODD 


The capital expenditure will be transferred to Head Office Account 
at an average rate of J8 = £1, that is £625, and the Revenue 
items will be transferred at |ii = £1, that is ;^455 (approx.). Thus 
stores costing ;fi,ooo have all been used and charged out at £i,oBo, 
which is very unsatisfactory. 

In order to obviate this, the following method is adopted. The 
Stores Account is ruled with double columns, one to record the 
transactions at a nominal rate of exchange, and the other to record 
them at the actual rate at which they take place. 

When stores are transferred from head office. Head Office Account 
is credited and Stores Account debited, and at the same time 
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an entry is made in the memorandum column on the basis of the 
rate adopted therein. The transactions in the above example (that 
is, fialf the stores are utilized for capital purposes and half for 
revenue purposes) will first be entered on the credit side in the 
memorandum column in terms of the nominal standard rate adopted. 
Using this as a basis, they are then inserted in the other colunrn at 
the actual rate then ruling. 

Illustration. Assume the same facts as in the previous illustration, 
and that the nominal standard rate adopted is Jzo = £i. The 
entries will be as follows — 


Dr. Stores Cr. 


i 



Nominal 

Real 

Value 




Nominal 

Real 

Value 

ig.. 
Jan. 31 

To H e a d 
Office 


20,000 

1 

10,000 

19. . 
Feb. 2B 
Mar. 31 

By Capital . 
„ Revenue 
„ H.O. Ac- 
count: 
Diff. in 
Exchange 


9 

Id , 000 
10,000 

t 

4,000 

5,iou 

DO 

120,000 

1X0,000 

920,000 

910,000 






Dr. Head Office Cr. 

19 .. 
Feb. 2B 

Mar. 31 

To Capital 

Expenditure 
Account 
„ Revenue 
Account 
„ Dlfierence in 
Exchange . 

9 

4,000 

3,500 

5 D 0 

£ 

300 

300 

19.. 
jMl. 31 

By Storea . 

9 

lD,DOO 

£ 

1,000 

|ID,000 

/l,DOO 

1 X 0,000 

£i.doo 


Dr. Revenue Account Cr. 


19.. 
Mai. 31 

To storea 


9 

5.500 

19.. 

Mar. 31 

By Head Office 


9 

3.300 

Dr. 

Capital Expenditure Account 

Cr. 

■ 

Feb. 2B 

To Stores 


1 

4,000 

19.. 
Feb. 28 

By Head Office 


1 

4,000 


It will be seen from the above that each item now bears its appro- 
priate sterling equivalent of the total stores consumed. The Stores 
Account is closed off by transferring the difference on exchange to the 
Head Office Account, inserting the figure in the dollar column only. 

If, at the end of the accounting period, there are certain stores 
on hand, the procedure in bringing down the balance is briefly 
described as follows — 

The amount of stores in terms of foreign currency at the nominal 
or standard rate is inserted in the nominal column ; its equivalent 
is then entered in the real column, having regard to the current 
rate of exchange. Any difference is transferred to the Head Ofiice 
Account (foreign currency column only). 
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The following example illustrates all the principles involved. 

Illustration. A foreign branch, situated in a country having a 
fluctuating dollar currency, has the following transactions with the 
London head office during July, 19 . . . 


Stores received from London (I15 = ;fi) .... ^3,000 

Stores purchased locally ...... Iio.ooo 

Stores used on Capital (standard rate) .... $3,000 

Stores used on Revenue [standard rate) .... J3 d,ddd 

Sales (all cash) ........ $6 o,dod 

Wages (Capital) ........ $5,000 

Wages (Revenue) ........ $12,000 


During the month $20,000 were remitted to head office at an actual rate 
of $12-50 = i\ ; standud rate $20 = l\. 

Average rate for the month, $id = Rate on the 3i.st July, $B = 
Show entries in branch books. 

Dr, Stores Cr. 




Rate 

Nominal 

Real 



Rate 

Nominal 

Real 



Value 

Value 



Value 

Value 

ig. . 



1 

f 

19.. 



1 


July 31 

To Head 




July 31 

By Capital 





Office . 

15 

6 D,oao 

43.000 


Expend!- 





Cash (i) 

10 

20,000 

10,000 


lure . (2) 

10 

3,000 

2,300 




,, Revenue 
Account 

ZD 

30,000 

13.00D 










„ HeadOfficp— 










Difference 
IN Exchange 



lg,5Do 







„ Balance (3) 









c/d . 

8 

43,000 

X 8 , 0 D 0 




|Bd,ooo 

»55,ooo 




|Bo,doo 

»55»Doo 

Aug. I 

To Balance b/d 

B 

43,000 

iB,ooo 







Dr. 


Head Office 


Zr. 



Rate 

1 

1 

ig. . 


Rale 

1 

L 

To Cash 

I 2-50 

ao,0oo 

1,600 

July 31 

By Stores . 

15 

45,000 

3,000 

,, Capital 
,, Stores — 

lODO 

7,500 

750 


,, Profit . 

10 

33,000 

3,300 

Differ- 
ence IN 
Exchange 


19,300 







,, Balance . 

c/d 

31,000 

3.950 








178,000 

£6,300 




l7B,DOo 

£6,300 





Aug. I 

By Balance 

b/d 

31,000 

3.950 


Dr. Revenue Account Cr, 


19. . 
July 31 

To Stores 
,, Wages . 

,, Head Office Account 
Profit . 


* 

15.000 

12.000 

33.000 

19.. 
July 31 

By Sales . 


1 

6o,doo 




1 60,000 




|6o,doo 
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Cr. 


Dr. 


Capital Expenditure 


19.. 
July 31 



Kate 


£ 

19. . 


Rale 

* 

£ 

To Store! 




July 31 

By Head Office 




Account . 

In 

z,soo 

250 

Transfer 

10 

7.5DD 

750 

„ Wages 

!□ 

S.OOO 

500 






*7,500 

£750 




*7,500 

£750 











Dr. Cash Cr. 


19.. 
July 31 

To Sales 


* 1 

60,000 1 

1 

ig. . 

July 31 

By Stores . 

„ Head Office . 

,, Wages. 

,, Balance 

c/d 

* 

10,000 

20,000 

17,Ddo 

13,000 

> 



960,000 




* 6 o,doo 

Aug I 

To Balance . 

b/d 

13.D00 






Branch Trial Balance, 31ST July, jg . . 



Rate 

Dr. 

Cr. 

Dr. 

Cr. 



L 

i 

% 

1 

Stores 

8 

2,250 


18.000 


Head Office (per ledger) 



3.950 


31.000 

Cash at Hank .... 

8 

1.625 


13.000 


Difference in Exchange . 


75 






Z3.950 

Z3.95D 

iSI.OOO 

^ 31.000 


The sterling culumiis are those used for inclusion in the head 
office books. It should be noted that as a matter of good financial 
policy, if the rate i.s expected to return to, say, $10 = £1 it will 
be beneficial to the concern to send all cash from the branch when 
the rate is at §8 — - £ 1 . 

Nominal Value and Its Relation to Real Value. In the foregoing 
Stores Account, the following points should be noted — 


(1) To Cash (i.e. Local Purchases) (Nominal Value) 5^0.000, (Real Value) 

$ 10,000 

r io,ood“| 

Sterling equivalent of $io,odo = /i,ooo — — — 

Nominal Value of /i.ooo = ;^i,dod x 20 = $20,000 

(2) By Capital Expenditure (Norainal Value) $5,000, (Real Value) $2,500 

^ r 2,500"! 

Sterling equivalent of $2,500 = £2501 — 

Nominal Value of £250 = £250 X 20 = $5,000 

(3) By Balance (Nominal Value) $45,000, (Real Value) $18,000 

, r 45.000"! 

Sterling equivalent of $ 45 »ooo = £2.250 I — I 
Real Value of £2,250 = £2,250 x 8 = $iB,ooq 
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The rule may be formulated as follows — 


Nomiiia .1 Value = Real Value X 


Standard Rate of Conversion 
Real Rate of Conversion 


B.g. (l) $20,000 = $10,000 X 


20 

10 


and conversely — 

Real Value = Nominal Value X 


Real Rate of Conversion 
Standard Rate of Conversion 


(3) Moderately Fluctuating Exchange. Where the rate of exchange 
fluctuates moderately, the rates of conversion used vary according 
to circumstances, but the generally accepted rules will be those 
outlined on pages 463 and 464. 

The principles broadly follow those already outlined, the only 
modification being that the rate of conversion of the branch balance 
is not uniform; nevertheless, as has been shown, the vital account is 
the Branch Account in the head office books, which must agree with 
the Head Office Account in the branch books : but as the one account 
is in sterling and the other in currency, it is necessary to employ in 
the Branch Account of the head office an extra column on each side 
of the Ledger, but not as part of the double entry. By this means 
the balances of the reciprocal accounts will agree in currency, from 
which the double entry will be compiled. 

Before formally enunciating the rules, a very simple set of circum- 
stances may be imagined from which the whole idea may be assim- 
ilated. It will be remembered that the foreign branch will keep its 
accounts in its native currency, and, as a rule, has no sterling entries 
contained in its financial books, whether or not the rate of exchange 
is a stable or erratic one. 

Illustration. Let it be assumed that a head office starts a branch 
in Bulganaland and for that purpose remits £1,000, which produces, 
at 50 to £, 50,000 bulgans. During the year the foreign branch 
makes a profit of 10,000 bulgans. No further remittances are made 
either way. Now it should be quite apparent that in the foreign 
branch books the final Balance Sheet will be — 


Balance Sheet 




Bulgans 


BuJgani 

Head Office . 

Plus Profit. 

50.000 

10.000 

60.000 

Sundry Assets, 

(Less Liabilities) 

6o,doo 





The head office has, so to speak, invested £1,000 in a foreign 
venture so that the entry will be — 

Debit Bulganaland Branch, ;£i,ooo Credit Cash, /i,ooo 
As, however, the sum has been converted into another form of 
currency, it is necessary to have a memorandum column showing 
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the quantity of foreign currency representing the original invest- 
ment, just as in the instance of an investor who will show the 
number of shares or quantity of stock bought; but this, it must 
be remembered, is no part of the double entry. 

The account of the foreign branch will, at the initial stage, appear 
thus — 


Dr. Bulgan ALAND Branch Cr. 




Bulgans 

Stg. 



! 



Td Cash. 

5D,ooo 

£ 

I.CHJO 






The account will (in this instance, no further transactions with 
the branch having taken place) remain dormant until the receipt of 
necessary details from the branch. It is the next step that causes con- 
fusion to students, so that particular attention should be paid thereto. 

The memorandum columns should be completed from the entries 
appearing in the Head Office Account of the branch — on, obviously, 
the opposite side to those in the branch. No double entry whatever 
as yet comes into these entries. Continuing the account, it will now 
appear — 


Dt. Bulganaland Branch Cr. 


1 Bulgans | 

1 Stg. 

1 Bulgans 1 1 Stg. 


To Cash. 

„ Prtiht and Loss 
Acoount 

By Balance . b/d 

50.000 

10.000 

£ 

1,000 

(I) 


By Balance c/d 

60,000 

A 

60,000 


60,000 


60,000 





It will be seen that there is agreement as regards currency 
between the two reflective accounts. 

The next step is merely to fill up the sterling equivalents and 
obtain the double entry therefrom ; that is, gaps represented by (i) 
and (2) must be filled, and in case of (i) a credit to Profit and Loss 
Account, and (z) the balance brought down. The general rules for 
conversion will be fully stated on pages 463 and 464, but it may be 
stated that usually the profit and loss item is converted at the aver- 
age rate of exchange obtaining over the year. The closing balance 
will be valued according to the type of assets and liabilities contained 
in the Branch Balance Sheet, and in this particular problem the 
current rate of exchange ruling at the date of taking out the final 
accounts will be used. These will be assumed (i) average rate at 
z8 to £ ; (z) current rate at 31 to £. 

The figures arising therefrom (to nearest £) are — 

(1) ID, ODD @ 28 = 

(2) 6o,dod @ 31 = = £ 1 , 9 ^^ 

As each set of figures is based upon different rates of exchange, 
the balance of sterling will be inserted to make the account balance 
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and to transfer to Profit or Loss on Exchange Account. No entry 
will be made in the memorandum columns as these exactly agree 
with the Head Office Account in the branch. The accounts will 
finally appear — 

Dr. Bulganaland Branch Cr. 



Bulgans | 

stg. 



Bulgans 

Stg. 

To Cash 

,, Profit and I^oss 
Account 

„ Profit and Loss 
on Exchange 
Account 

50.000 

10.000 

£ 

1,000 

357 

579 


By Balance, c/d 

60,000 

£ 

1,936 


60,000 

£ 1.936 



60,000 

£ 1.936 

To Balance, b/d 

60,000 

1.936 






The position is that the original investment was 1,000, aug- 
mented by £357, equalling £1.357 (on rates of exchange given), and 
represented by 60,000 bulgans. At the date of the final accounts 
these bulgans are more valuable as the rate of exchange has appre- 
ciated from 50 to £ to 31 to £, thus giving a very high exchange 
profit of £579 — far higher in fact than the trading profits. It is 
therefore a simple matter to obtain the double entry once the 
sterling values have been calculated. 

Before proceeding further it may be as well to point out the other 
side of the picture. Assuming that the "investment” at the date of 
the final accounts, viz. 60,000, is worth 100 to £, it will be apparent 
that the value is £600 only, thus bringing about not only a com- 
plete cancellation of the profits, but a loss on the capital invested. 
The account will be (eliminating currency, which will remain con- 
stant, whatever may be the rate of exchange) — 

Dr. Bulganaland Branch Cr. 


To Cash. 

„ Profit and Loss Ac- 
count . 


£ 

1,000 

357 


By Balance . 

[i.e. 60,000 @ IDO 
to £\ 

,, Loss on Exchange 

c/d 

£ 

600 

757 



£ 1,357 




£ 1,357 

To Balance 

b/d 

6od 






The average rate of 2S in view of the end rate of 100 to £ is 
unh'kely unless, indeed, some catastrophic event has occurred 
towards the end of the financial year in question, but this in nowise 
affects the principle. Although the method under review postulates 
reasonable stability of exchange, extremes have been taken to make 
the illustrations clear. 

To discuss this aspect fully would lead to a protracted and lengthy 
incursion into economic science, but it may be dismissed by men- 
tioning that with the adverse rate the Bulganaland earnings would 
tend to rise and so offset a portion of the loss on exchange. 
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Rules for Conversion of Foreign Currency. The rules for conver- 
sion of foreign currency may be stated thus — 

Item Rate employed for conversion 

(1) Fixed Assets . . .At the rate ruling either — 

(1) At the date of contract. 

(2) At the date of delivery. 

(3) At the date or dates of payment. 

(4) At the date of remittance or dates 

of remittances therefor. 

The same rate will be used in future years in respect of the fixed 
assets actually acquired at the commencement of the period, e.g. 
if |ixed assets were acquired in 1932, say 12,000 francs at 120 to 
the amount shown in 1932 and subsequent years, in sterling, will 
(apart from Depreciation and Sales) be ;fioo. 

Item Rate employed for conversion 

(2) Fixed Liabilities . . At the rate ruling — 

(1) At the date of contract. 

(2) At the date incurred. 

It must be realized, however, that a liability which is "fixed, " that 
is a long term liability, will usually sooner or later become a current 
liability, so that as the date for repayment approaches, it should, 
particularly if the rate of exchange has moved adversely, be viewed 
as a current liability.^ If the liability is undertaken in terms of pay- 
ment in STERLING, then the commitment is, whatever the rate of 
exchange, only the same amount of sterling that has been shown 
in the books throughout the period of the loan, e.g. if iz,ooo francs 
at 120 to £ had been borrowed to be repaid in twenty years' time in 
STERLING, the liability to be discharged is £100 only ; but if the loan 
had been in terms of francs and the rate had appreciated to 60 to £, 
the cost of acquiring 12,000 francs would be ;^zoo. 

Items Rate employed for conversion 

(3) Current Assets and Liabilities . At the rate ruling — 

At the date of the end of the account- 
ing period. 

(4) Remittances .... The cost of the foreign currency where 

remittances made to branch. 

The amount produced in sterling where 
remittance made from branch. 

(5) Transfer of Goods . .At the rate ruling — 

(i) At the date of dispatch. 

(z) At the dale of receipt. 

(3) At the date the customer would 

be debited. 

^ When long-term liabilities are repayable in foreign currency, they are 
often converted at the year-end rate of exchange so that any probable loss on 
repayment is shown in each Balance Sheet. 
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(6) Profit and Loss items At the average rate ruling over the 

whole period except for — 

(a) Depreciation of fixed assets, which 
will be taken at the rate ruling at 
acquisition. 

(b) Opening stock which will have been 
valued at the end of the preceding 
accounting period as a current 
asset. (Rule 3.) 

(c) Closing stock which will be valued 
as a current asset at the date of 
the end of the accounting period. 
(Rule 3.)i 

The rule of average rate is one of convenience, but where it is 
practicable a rate more closely conforming to facts may be employed. 

[a) Where the branch opens up new premises during the account- 
ing period, the rent may be taken at the average rate for the period 
elapsing between the occupation of the premises and the end of 
the accounting period. 

(&) Where there are cross supplies of goods between head ofl&ce 
and the branch, the rates ruling at the dates of consignment or 
arrival may be employed. (See Rule 5.) 

(c) Where expenses and sales and purchases are not spread fairly 
evenly over the accounting period a weighted average may be 
employed. 

It will be clear that no conversion rate appears for the commencing 
balances of the reciprocal accounts of Branch Account in the head 

^ It may be objected that by adopting rule 6 (c) a valuation at higher than 
cost would result if the average rate of exchange (used for the purchases and 
expenses) were lower than the closing rate. The efiect would be to inflate the 
profit of the Branch by an appreciation in exchange which may quite prob- 
ably be only temporary; on the other hand, use of the conventional conver- 
sion rates is arbitrary, and the conversion into sterling is merely symbolic 
and does not produce a true sterling result at all. 

If, however, the Stock can be identified as that sent out to the Branch on 
a particular date, the rate of exchange on that date would be equally correct 
as the basis of conversion; separate identification with varying rates is not, 
however, usually practicable or possible. 

It may even be that some of the dosing stock is part of the stock at the 
commencement of the accounting period, suggesting the probability that it 
is not readily saleable. 

The principles to follow should therefore be — 

(1) Stock held at the commencement of the period and still unsold at the 
end should be converted at the rate taken at the former date. 

(2) Stock which is easily identifiable, at the rate of exchange at the date 
of purchase or transfer. 

(3) Otherwise, at the average rate for the accounting period or at the rate 
ruling at the close of the accounting period. 

In all cases the foreign currency equivalent should, if necessary, be reduced 
to market value before conversion. 

The exchange fluctuation element is a factor in every year, and provided 
(a) that due regard is paid to any depreciated values (without reference to 
conversion rates), (b) that a uniform method is adopted, and (c;) that exchange 
fluctuations are effected through an Exchange Suspense or Reserve, then the 
exact method is not material in normal circumstances. 
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office and Head Office Account in the branch, as at the commence- 
ment of the period the amount shown in sterling for or against the 
branch in the head office books is the valuation of the branch; 
whilst the balances between the head office and branch in currency 
are equal. 

Alternative methods of conversion are — 

(i) To convert only the balance of and not the individual items 
in the Trading and Profit and Loss Account. Those who employ 
this method argue that the true profit (or loss) is represented by the 
increase (or decrease) of net assets during the year, assuming no 
•receipts or expenditure of Capital. Where such receipts or expendi- 
ture do take place, the Profit or Loss on Exchange should be 
brought into account either at the time of the transaction or at the 
end of the year. 

(z) To convert the balance of the Trading and Profit and Loss 
Account as the balancing item of the Branch Current Account. 
The resulting sterling value of the Trading and Profit and Loss 
Account figure, containing as it does the Profit and Loss on Exchange, 
will be different from that obtained by converting the individual 
items, but the Balance Sheet will be the same in either method. 

Profit and Loss on Exchange. The orthodox treatment is — 

(i) If a profit, carry forward against future losses ; 

.(2) If a loss, utihze the reserve of (i), otherwise write off. 

If, however, the accounts have been properly drawn up, it can 
quite reasonably be accepted that a profit (or loss) has actually 
been earned (or lost), reflected in the Profit and Loss on Exchange 
balance for the year, particularly as it is not necessary to have turned 
a profit on paper into cash to be able to consider it as true profit (if 
it were so, such items as Debtors would have to be turned into cash 
as a necessary preliminary to obtaining the profit figure). 

On the other hand, if it is reasonably certain that a loss on ex- 
change will arise in the next period, proper provision should be made. 

If a profit or loss on exchange is attachable to any capital receipt 
or expenditure, it should be transferred thereto from the Profit and 
Loss on Exchange Account. 

In examinations the candidate is often called upon to prepare 
draft final accounts direct from the Trial Balance figures without 
making the actual entries in the books of the concern. 

The procedure is — 

(i) Prepare the Branch Profit and Loss Account (in currency), 
unless this has already been done by the branch. 

(z) The balance of (i) is shown as a separate item in currency. 

(3) The assets and liabilities, placed in debit and credit columns, 
along with balance of (2), are converted into sterling, but as the rates 
of conversion differ, there will be a difference in the two columns. 
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This figure is merely inserted as a balance which will, if insert- 
ed on the debit, be loss on exchange and, if credit, will be a profit. 

(4) Remittance Account will be transferred to the Head Office 
Account which will agree with the Branch Account in the head 
office books, ignoring “transit*' items. 

(5) The assets and liabilities of both the head office and the branch 
may be combined (eliminating the reciprocal accounts). 

A number of illustrations are now appended dealing with the 
principles outlined. 

Illustration. The Branch Trial Balance is — 



Dr. 

Cr. 


S 


Furniture ..... 

4,046 


Debtors ..... 

11.281 


Creditors ..... 


500 

Cash at Bank .... 

14.560 


Profit and Loss Account - Profit 



for year .... 


3.413 

Head Office (^6,862) . 


32.067 

Stock ..... 

6.093 




$35.9^0 


The Head Office Trial Balance is — 



Dr. 

Cr. 


i 

£ 

Branch ..... 

6,862 


Ca]dta] ..... 


7.500 

Cash at Bank .... 

826 


Profit and Loss Account 


isa 


£7.688 

7^88 


Rate of Exchange at close of accounting period . . 4-67 

Average Exchange over period ...... 4-65 

Rate of Exchange at date of purchase of Furniture . .4-88 

Prepare Balance Sheet. 

The question will be worked (i) as usually required for examina- 
tion purposes ; and (2) as required in practice. 


Branch Trial Balance Trial Balance 



Rate of 
Ex- 
change 

f 

1 

£ 

s. 

d. 

1 ^ 

1 

j. 

d. 

£ 

£ 



Dt. 

Cr. 

Dr. 



Cr. 



Dr. 

Cr. 

FumltuTB 

4-BB 

4,046 


629 

2 

0 






DrbtDES 

467 

Xi,z8i 


*,4>5 

12 

B 






Creditors 

4-67 


300 



107 

I 

4 



Cash Rt Bank . 

467 

14,560 


3,117 

15 

6 




B26 


Profit aod Loss Account . 

465 


3,413 




733 

19 

7 


xBB 

Head Office and Branch . 



32,067 




6,862 

0 

0 

6.B6a 


Stock .... 

4-67 

6,093 


1,304 

14 

3 






DltFERENCE IN ExCHANOE 

Capital .... 




35 

16 

6 





7.300 



*35,980 

*35,980 

£7,703 

□ 

II 

£7.703 

D 

11 

£7,688 

£7,688 
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Balance Sheet 



£ 

5 . 

d. 

£ 

5 . 

d. 


£ 

5. 

d. 

£ 

1. 

d. 

Capital 




7,500 

0 

0 

Fixed Assets — 







Prn&t and Loss Accuunt : 







Furniture — Branch 




829 

2 

0 

Balance 

I8B 

D 

□ 




Current Assets — 







Add Branch Profit . 

733 

iq 

7 




Stock — Branch 

1,304 

14 

3 





— 

— 

— 




Debtors — Branch . 

2.415 

IZ 

6 





9*1 

19 

7 




C.xsh at Dank — 







Lrss Loss on Ex* 







Head Office 

Bz6 

D 

0 




changB 

35 

16 

6 




Branch 

3,117 

15 

6 





— 

— 

— 

8H6 

3 

I 




— 

7.664 

2 

5 





8,366 

3 

1 








Current Liabilities — 














Creditors 




107 


4 













_4 






£ 8,493 











1 







(2) Actual entries in Head Office books — 

Dr. Branch Cr. 



S 

£ 

s. 

d. 


1 

£ 

■■ 

d. 

To Dank 

32,067 

6,862 

D 

0 

By Balance . c/d 

35,480 

7,560 

3 

1 

„ ProAtuiil Lou Account 

3,413 

733 

IB 

7 

,, Loss on Exchange . 


35 

16 

6 


•35.480 

£7,595 

19 

7 


•35.48a 

£7.593 

19 

7 

To Balanc€ . b/d (a) 

36 . 4 ii 0 

7,560 

3 

1 







Dr. Profit and Loss Account Cr 




£ 

s. 

d. 




£ 

1. 

d. 

To Branch Account — 






By Balance 

b/d 

xBB 

0 

D 

Loss on Exchange 


35 

16 

6 


,, BranchAccount — 





,, Balance 

c/d 

BB6 

3 

1 


Brunch Profit . 


783 

18 

7 



£921 

19 

7 




1*^ 

'O 

H 

*9 

7 







By Balance 

_b/j^ 

1 BBS 


E 


Balance Sheet 


Capital 

Profit and Loss 
Account 

£ 

7*500 

88 G 

5. 

0 

3 

d. 

0 

1 

Cash at Bank 
Branch Account (b) 

£ 

8z6 

7.560 

s. 

0 

3 

d. 

0 

1 

;^B,386 

3 

I 

£8.386 

3 

1 








(a) The value of 535,480 is made up of — 



L 

S. 

d. 

Furniture 

829 

2 

0 

Debtors 

2.415 

12 

8 

Cash at Bank 

3.II7 

15 

6 

Stock . 

1,304 

14 

3 


7,667 

4 

5 

Less Creditors . 

107 

I 

4 


£7.560 

3 

I 

_ _ 1 1 


(6) The combined Balance Sheet will now be prepared by sub- 
stituting for the amount of £7,560 3s. id. the detailed assets and 
liabilities as shown in (a). 

Note. The Capital Account is shown separate from the Profit and Lobs 
Account for the sake of clarity. 
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It will now be clear that although in examination work the results 
may be quickly arrived at by placing the currency and sterling 
columns in juxtaposition, the accounting entries actually take place 
in the head office through the Branch Account. Nevertheless, it is 
possible, as has been shown, to proceed in colunmar form with the 
combined Balance Sheet. In the same way, the Profit and Loss 
Account of the branch may be shown side by side with that of 
the head office, although tffis is somewhat unusual and generally 
impracticable. 

Illustration. Transactions between the London and branch offices 
of a concern are converted in the books at is. 6d. to the rupee. 

Assume the average rate for the period was is. 5d., the rate at date 
of Trial Balance was is. 4d., and that the fixed assets were originally 
acquired at is. 6d. to the rupee. 

(а) Prepare Balance Sheet at, and Profit and Loss Account for 
period to 31st December, 19. .. 

(б) Show Branch Current Account. 

(Before proceeding to the draft accounts a rough Trial Balance 
should be prepared in respect of both Head Office and Branch, with 
a double set of columns for the latter, showing Rupees and the 
Sterling equivalents according to the rules already laid down.) 

The final balances are — 






London 

Branch 

Branch Office (debit balance] . 




i 

15.075 

Rupees 

Buildings .... 





60, ODD 

Capital ..... 




17.500 


Cash at Bank. 




10,185 

12,600 

Creditors .... 




5,010 

3,000 

Debtors. .... 





15,000 

Directors' Fees 




500 

19,000 

General Expenses 




850 


London Office (credit balance) . 





201,000 

Machinery .... 





120,000 

Rent and Rates 




400 

12,500 

Rent Receivable 





75,000 

Provision for Depreciation 




2,000 

Salaries .... 




500 

87,000 

Stock-in-Trade (at date) . 




90,000 

Trading Profit for six months to date 



3,000 

137,100 


Dr. Branch Current Account Cr. 



Rupees 

£ 


Rupees 

£ 

To Balance b/d 

,, Branch Profit 

201,000 

93,600 

15.075 

6,630 

By Loss on Ex- 
change 

„ Balance c/d 

294,600 

56s 

21,140 


294,600 

£^^. 7°5 


294,600 

^21.705 

To Balance b/d 

294,600 

21,140 
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Profit and Loss Accounts 

Dr. FOR THE Six Months ended 31ST December, 19.. Cr, 



Branch 

Lon- 

don 


Branch 

Lon- 

don 

To Directors' Fees . 
,, GeneralExpenses 
Rent and Rates. 
„ Salaries 
,, Net Profit. c/d 

Rupees 

19.000 

12,500 

87.000 
93,600 

£ 

500 

850 

400 

500 

750 

By Trading Profit . 
„ Rents Receiv- 
able 

Rupees 

137,100 

75,000 

£ 

3,000 


212,100 

^3.000 


212,100 

^3.000 

To Loss on Exchange 
„ Balance c/d 


L 

565 

6,815 

By Balances — b/d 
Net Profit : 
London 
Branch 

[93,600 Rb. @ 1/3] 


£ 

750 

6,630 



/7.3B0 







By Balance b/d 


6,815 


Combined Balance Sheet as at 315T December, 19. . 


Capital .... 
Profit and Loss Account . 


£ 

£ 

17,500 

6,Bi5 

Fixed Assets — 

Buildings — Branch 
Machinery— Branch . 

Less Provision for Deprecia- 
tion — ^London 

£ 

9,000 

2,000 

£ 

4,500 

Current Liabilities — 
Q-editors — 

London . 
branch . 



24,315 

7,000 


5,010 

300 





5,210 

Current Assets — 
StDck-in-Trade — Branch 
Debtors — Branch 

Cash at Bank — 

London .... 
Branch 

6,000 

1,000 

10,185 

B40 

11,500 




18,025 










£29,525 



£29,525 









The closing balance on the Branch Current Account in the 
London books is made up as follows — 



Rupees 

Rate 

£ 

Buildings .... 

60,000 

s. d. 

I 6 

4.500 

Machinery .... 

120,000 

I 6 

9,000 

Stock ..... 

90,000 

I 4 

6,000 

Debtors. .... 

15,000 

I 4 

I,DOO 

Cash ..... 

I2,6 do 

I 4 

840 

Less Creditors 

297,600 

3,000 

I 4 

21,340 

200 


294 600 


^£21,140 


Note. This balancB would appear to the credit of Head Office in the 
branch books and agrees with the Memorandum column of the Branch 
Account of the Head Office. 
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In recent years it has become more frequent to ignore this some- 
what artificial appraisement of the sterling equivalent of currency 
trading operations and to ignore, as a result, any formal rate of 
conversion of the operations of a foreign Branch. 

Instead of attempting to evaluate independently the profit or 
loss sterling equivalent, with a consequent balance treated as profit 
or loss on exchange, the growing practice is to take the sterhng 
value of the closing assets and liabilities and automatically the 
balancing item in the sterling column of the Branch Account in the 
Head Office books as the profit or loss. This predicates that remit- 
tances to and from the branch have been brought into account.^ 

If this procedure is adopted in the above illustration the balance^ 
of profit as shown in the Branch Current Account will be £6,065 
with no loss on exchange, the profit being the excess of closing bal- 
ances in sterling £21, 140 over the opening balances in sterling £15,075. 

EXAMINATION PROBLEM 

The following is a. Trial Balance sent from the foreign branch of a London 
Company. In the London books the branch balance on ist January, 19. 
was and on 50th June, 19.., the Remittance Account balance was 

£2,641. There was no cash in transit. 

The Rates of Exchange were as follows — 

isfc January, 86^; 30th June, 91^. At the time of purchase of the Fix- 
tures the rate was 124. 

Prepare a Converted Trial Balance in columnar form, so as to disclose 
results of the operations of the six months. 

How would you deal with the above details in order to show the Brahch 
results of trading and incorporate them in the London books ? 

[Adapted from Institute of Chartered Accountants, Inter.) 


Trial Balance, 3dth June, 19.. 


Head Office Account, ist January, 19.. 

Ptas. 

Ptas. 

45L373 

Remittances to Head Office ...... 

236,062 


Fixtures and Fittings ... 

Sundry Debtors ........ 

26,040 

171,288 


Stock, 1st January, 19.. 

Sundry Creditors. ....... 

87.365 

57,828 

Purchases ......... 

186,989 


Sales .......... 


270,738 

General Expenses ....... 

68,352 


Cash in hand ........ 

3.B43 


[Stock, 3Dth June, 19. ., Ptas. 91,683] 

1 

779.939 

779,939 


^ Examination questions have been known requiring this method to be 
used so that no difference on exchange appeared in the Head Office accounts, 
but with the Branch profit converted in accordance with the usual formula. 
In such a case it is obvious that a difference on exchange must arise and, if 
it is not to appear in the Head Office accounts, it must be put in the memo- 
randum currency columns. 
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Converted Trial Balance, 30TH June, ig.. 



Ptas, 

m 

Profit and Lnas 
Account 

Balance 

Sheet 




Dr. 

Cr. 

Dr. 

Cr. 

Head Office Account ..... 

431.373 



i 

£ 

£ 

£ 

3,*zB 

HemiUancet ...... 

236,062 

— 



2,641 


Fixtures and Fitting! ..... 

26,040 

124 



210 


Sundry Debton ...... 

171,238 

91* 



1,873 


Stuck, lat January 

B7.365 

86) 

1,010 




Sundry Creditors 

57.8aB 

91* 




63a 

Purchaia ....... 

lB6,9Bq 

‘fl9 

a,ioi 




Sales 

*70,738 

89 


3,043 



r.enera] Expenses 

6B.352 

89 

76B 




Bash in hand ...... 

3.B43 

9ii 



43 


Slock, 30th June 

91,683 

91I 


1,003 

1,002 





(6) 3,879 

(a) 4,044 

3,767 

5,830 

Dilierence in Exchange .... 



24B 




Net Loss (alter allowing for difference in Ex- 







change) ...... 




83 

83 


B 64 + 9*1 



£4,127 

£4,127 

£5.850 

£3.850 

' i.e. 

a 








It mil be observed that the question requires the Trial Balance to be 
drawn up so as to show results of the operations of the six months, heuce a 
Profit and Loss and Balance Sheet column. 


After conversion of items into sterling as above. Journal entries will be 
made as follows — 

J OURNAL 


' 

Branch ..... Dr. 

To Profit and Loss Account 
Being Profit for six months. 


£ 

* 165 

£ 

165 


Difference on Exchange . Dr. 

To Branch . . . . 

Being Difference in Exchange. 


24B 

248 


The Branch Account will then show a debit balance of £[2,494, made up as 
follows — i 

Opening Balance .... Dr. 5,218 
Less Remittances . . 2,641 


2,577 

Less J ournal transfers . 83 

Closing Balance . . Dr. ^£2.494 

Recording Assets suid Liabilities in the Head Office Books. 
Although it is usual to keep entirely separate accounts for foreign 
branches, there is no reason why the assets and liabilities of the 
branch should not be recorded in the head office books. In this 
method the Branch Current Account is nothing more than a simple 
Cash Account, but as the actual Branch Cash Account in the foreign 
country will be in foreign currency, it will be necessary to employ 

^ Surplus of (a) over (6) in Converted Trial Balance above. 

16 — (B.3D83) 
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an additional column for currency in the head office books so as to 
account for the cash received, paid, and the balance. The brandy 
double entry will be compiled from the sterling column. In short, 
the currency colunm is purely memorandum. 

Illustration. 

Trial Balance at ist January Dr. Cr. 



£ 

£ 

Fixed Assets ......... 

2,500 


Stock .......... 

1,000 


Cash in Iland^ ......... 

200 


Remittance ......... 

400 


Sundry Assets ......... 

2,400 

L 

Sundry Liabilities ........ 


700 

Profit and Loss Account ....... 


800 

Capital .......... 

£(>,500 

5,000 

;^ 6 , 50 D 


Accounts from the foreign branch, exchange taken at lo pesos to 
£, were as follows for the year ended 31st December. — 

Dr. Cr. 


Balance ......... 

Pesos 

2,000 

Pesos 


7 . 5 DD 


Fixed Assets Purchased and Sold .... 

50D 

5,660 

General Expenses 

3 i 5 oo 

Remittance Account ....... 

4,160 

* 

Investment in Foreign Subsidiary 

4 . 5 DO 

Balance ......... 


50D 


14,160 

14,160 


Closing stock is valued at 7,800 pesos. The fixed assets sold were 
in the books at Soo pesos. 

The procedure is simply to convert the above to sterling, to con- 
sider it (in a separate account) merely as a Cash Account and to 
complete the double entry. The opening balance is 2,000 pesos at 
10 to £, which is the £200 appearing in the head office Trial Balance. 


Dr. Foreign Branch Current Account Cr. 



Pesos 

£ 


Pesos 

£ 

To Balance . b/d 

2,000 

200 

By General Expenses . 

3.500 

350 

„ Sales . 

7.500 

750 

„ Fixed Assets pur- 



„ Fixed Assets sold . 

500 

50 

chased 

5,660 

566 

„ Remittances. 

4,160 

400 

„ Investment in For- 

„ Profit on Exchange 

16 

eign Subsidiary . 

4,500 

450 




,, Balance c/d . 

500 

50 


14,160 



14,160 


To Balance b/d . 

500 

50 





^ Sterling equivalent of 2,ck)d pesos. 
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Profit and Loss Account 

Dr. for the Year ended 31 st December Cr. 


Td Stock .... 

„ General Expenses . 

„ Loss on S^B of Fixed 
Assets 

„ Profit .... 

i 

1. 000 

35 ° 

30 

166 

By Sales .... 

Stock .... 
,, Profit on Exchange 

£ 

730 

7B0 

16 


^1.546 


£*.546 

The Balance Sheet extracted by the head office will now 
follows — 

Balance Sheet as at 31ST December 

be as 

Capital 

i 

5,000 

Fixed Assets^ 

£ 

2,986 

Profit and Loss Account £^00 


Stock ..... 

7B0 

A dd Profit for year . 1 66 


Sundry Assets 

2.400 

— 

966 

Investments 

430 

Sundry Liabilities 

700 

Ca.sh in Hand 

50 


;^6.666 


;£6,666 


Capital Expenditure and its Recording, (i) Where the head office 
incjirs large expenses of a capital nature in connection with a foreign 
branch, it will debit the branch in currency (memo.) and in sterling; 
and the branch will debit the asset and credit head office. The 
practice is to ignore fluctuations of exchange and upon incorporating 
the results of the branch activities in the head office books to bring 
into the valuation of the worth of the branch the asset, if of a fixed 
nature, at the rate of exchange ruling as at the date of its acquisi- 
tion, subject to depreciation, which will be converted, not at the 
average rate of exchange of the period, but at the same rate as at 
the date of acquisition. 

(2) If desired, the head office may show the branch asset as a 
separate account in its own books, in which case the cost in sterling 
will be debited, not to branch but to Branch Asset Account, so that 
no conversion from foreign currency into sterling is required. No 
entry will be made in the branch books. In other words, the entry 
in no way affects the reflective Head Office and Branch Accounts, 
the book-keeping entry being precisely the same as that of acquiring 
a "home” asset. If desired, a memorandum column may be em- 
ployed to show the amount of currency involved in the expenditure. 

It will, however, be advisable to write off depreciation, whichever 
method of recording the fixed assets be adopted. 

If the first method is used the amount of depreciation will auto- 
matically appear in the branch books, and its conversion in head 

* I.e. £2,500 + £566 - £50 - £so. 
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office books will be made at the rate ruling as at the date of acquiring 
the asset. 

If the second method is used the depreciation will be recorded 
in the ordinary way in the head office books, except that it will be 
debited against the Branch Profit and Loss Account. 

(3) Where capital expenditure is incurred by the branch, the 
entry will be to the debit of the asset and to the credit of cash (or 
supplier), unless it is intended to have the record of the asset in the 
head office books, in which case the head office will be debited and 
cash or supplier credited. It will then be necessary for the head 
office to debit the branch asset in sterling with the currency equiva- 
lent in the memorandum column and credit the branch. 

BRANCH CONTROL 

The question of branch control is an important one, and is such 
that no hard and fast rules can be laid down, as much depends on 
the existing circumstances, e.g. the number of branches, the type 
of operations, commodities, or services, the degree to which the 
branches are self-contained, location, special local conditions, and 
the like. 

The chief aims of branch control are — 

(1) To supervise stock, making the branch accountable to the 
head office ; thus, where possible, there will be required from the 
branch returns showing the receipts, returns and sales of goods, the 
goods being charged to branch at either selling price or at cost plus 
a percentage. Supplementing this may be an inspection staff whose 
duty it is to make surprise visits to branches in order to inspect and 
check the branch records. So far as possible, it will be advisable to 
have all goods supplied by head office. 

(z) To avoid losses by reason of bad debts, and to this end the 
branch may be required to furnish details as to the amount 
and age of its debts, so that as required these accounts may 
be handed over to the head office for collection. Usually strict 
limitations are placed upon the branch in regard to credit allowed 
to customers. 

(3) To prevent — especially where the branch is staffed by one 
person — the branch from exercising fraudulent manipulations (e.g. 
the staff selling its own goods) by comparing percentages of profit, 
comparison of results of various branches, fixation of a minimum 
amount of goods that should normally be sold within a period, close 
watch on periodical variations in sales and the like. 

(4) To avoid extravagance in expenses by requiring the branch to 
account for its expenditure, and making comparisons of comparative 
efficiencies of the branches, e.g. sales, gross and net profit per £ 
of sales, or per person employed, or per £100 of capital sunk in 
the branch. 
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(5) To prevent pilfering of cash by requiring a weekly cash 
statement and daily bankings. The branch, if retail, will be required 
to employ cash registers, counter books, tear-off checks (as in 
restaurants) so that either the cash is not handled by any person 
other than the cashier or, if it is necessary for all the staff to receive 
it, they will be required to complete the forms used at the back of 
the counter books — a duplicate invoice receipt being given to the 
customer. 

Occasionally, where there are "regular" customers, an invoice 
receipt may be given to the customer, which, upon his having col- 
lected a stipulated number, may be presented to the shop for ex- 
change into an article, thus facilitating comparison with the entries 
at the back of the counter books and encouraging custom. 

It is obviously advisable to charge up goods to branch at selling 
price if practicable, but where prices are highly fluctuating on either 
the buying or the selling side, or branch labour is to be expended, 
or where many purchases are made locally, it will be usually found 
unreliable, so that the method of charging up at cost plus percentage 
expected to be earned may better serve the aim in view, although 
under this method it may be extremely difficult to fix with reason- 
able accuracy the required percentage. In the case of a branch with 
many lines, the management usually are content to fix an approx- 
imate percentage by "sampling," that is, by taking at random a 
proportion only of the goods transferred and by comparing cost and 
selling price and basing the required percentage on those com- 
parisons for each period, say, monthly. It is quite clear that 
academically this is not accurate, particularly as several different 
percentages may obtain during the period, but experience, trial and 
error usually enable the percentage to be forecast with sufficient 
accuracy to answer all reasonable requirements. 

In order to keep the percentage figures as accurate as possible, 
tlie "loading" is usually confined to the bare cost of the goods, 
if^noring indirect expenses. 

In the head office an Abstract Book will be kept containing 
the above information, so that at any time it will be possible to 
ascertain : 

Total sales and returns — divided into cash and credit [with quan- 
tities, where possible]. 

Weekly average of sales. 

Total (and separate) expenses. 

Weekly average of expenses. 

Stock records. 

Weekly amounts and values of stocks retained in branches. 

Debtors separately showdng those transferred to Head Office for ‘ 
collection. 

Approximate gross and net profit (after allowing for deprecia- 
tion, INTEREST, and, if necessary, a share of the head office 
expenses). 
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Obviously, the precise form of the branch control will be based 
on the particular circumstances, as will the reliability of the infer- 
ences deducible from the returns, e.g. stock may be such that an 
accurate percentage of profit can be always gauged, as where certain 
articles are packed goods sold at a fixed price. On the other 
hand, where there is intense local competition, or the goods are both 
perishable and/or subject to rapid price fluctuations, no rigid per- 
centage can be fixed. The branch manager may be “tuned up*' to 
earn a certain percentage on sales, but a certain reasonable allow- 
ance must be given. Again, a branch may be a manufacturing or 
productive one, whilst in any case circumstances may dictate 
departure from the ordinary routine. In the case of many concerns; 
e.g. as in the large stores in London and the provinces, the post 
season sale will vitiate normal percentages. 

Account must be taken of and adjustments made accordingly for 
price alterations, wholesale or retail, whilst fuU cognizance must be 
taken of price differentiation as where prices are reduced for pur- 
chases of large quantities. Even where prices are fixed, careful stock 
recording will be entailed if there are several different sizes of com- 
modity, each having a proportionately different price as, for instance, 
patent medicines, as very frequently “treble size" bottles or tins 
are sold at the price of two “single" sizes. 

Many points of detail will arise in addition, such as the proper 
system of stock and store preserving, e.g. suitable warehousing, 
storing, shelving, internal transport, protection from weather 
changes and from destruction by vermin. 

In the case of retail branches, it is usual to have a weekly or 
other periodical return, on the following lines, modified to meet the 
circumstances. 


Branch Nd, 


T own 

Week ended. 


Branch Return 


Receipts 

Receipts from 
Debtors 
per Receipt 
Books 




Paid into Bank 





Cash Sales 




Total 





Day 














1 


Dept. 

Dept, j 

1 Dept. 





Date 

Amoun 

Monday 

Tuesday 

Wednesday. 

Thursday . 

Friday 

Saturday 

£ 

5 . 

d . 

£ 

s . 

d . 

£ 

s . 

d . 

Receipt No. 

£ 

s . 

d . 


£ 

1. 


The columns are ruled on the receipts side to accommodate the 
various departments. 
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Debits to Debtors (Credit Sales) 



Dept. 

Dept. 

Dept. 

Total 

Monday .... 

Tuesday 

Wednesday .... 
Thursday .... 

Friday ..... 
Saturday .... 

Total .... 

Commencing Debtors 

■Total .... 

£ 

5. 

d. 

£ 

S. 

d. 

£ 

5 . 

d. 

£ 

S. 

d. 







1 




£ 







Credits to Debtors 

i t. d. 

Cash received from Debtors ...... 

Returns from Debtors ....... 

Bad Debts 
Discounts 
Allovrances 

Transfers to Head Office (per List) 

Closing Debtors .... 


Total * 

[The details are shown below in Ledger form for sake of clarity. 

Dr. Cr. 

I s. d. £ 5. d. 

Commencing Deblors Cash received from Debtors , 

Salei Returns from Debtors 

Bad Debts ..... 

Discounts ..... 

Allowances ..... 

Transfers to Head Office 

Closing Debtors .... 


I (per List) 


£ 


£ ] 


Expenditure 


Details 

Voucher 

No. 

Amount 

Wages . 
Cleaning 
Etc. 
Etc. 

. 



£ 

S. 

d. 


Sundry Local Purchases per List 


Total 

Add Petty Cash on hand 
Imprest Total 


£ 


^ These totals should agree. 
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Stocks 


Commencing Stock .... 
Receipts from Head Office 

Sundry Local Purchases 


L 

5 . 

d. 

Less Net Sales (at cost] . 

Returns to Head Office 





Closing Stocks ..... 

£ 





[Si^ed and dated] 


Observations, e as to holidayi, staff changes, 
local couditiDQS, Dpeoing up or cliAing down 
of local competitive shop, results of adver- 
tising campaigns, etc. 




i 


In brief summary form the following may be cited as the main 
headings of branch control — 

(1) Accounting at head office. 

(2) Systematic stock control. 

(3) Adherence to the terms of sale, e.g. prices, credit (if any), 
transfer of debts of doubtful nature to head office. 

(4) Local purchases forbidden, or within prescribed limits. 

(5) Periodic detailed returns. 

(6) Daily bankings, imprest for petty cash. 

(7) Surveillance of overheads. 

(8) Establishment of a minimum sale per period (per convenient 
unit). 

(g) Surprise inspections as to stock, store conditions, civility of 
staff, cash recording, debtor balances, allowances and discounts, AGE 
of debts, internal audit staffs, etc. 

(10) Quantitative control where possible, e.g. gramophones, 
motor-cars, heavy furniture, jewellery, antiques, packed goods, etc. 

(11) Statistical data, comparisons, index figures, graphs, and their 
interpretation in the light of general economic conditions, conditions 
affecting the class of trade fe.g. changes in fashions, eclipse of gramo- 
phones by radio, revival of demand for pianos), and those applicable 
solely to local conditions (e.g. competition by co-operative societies, 
closing down of works upon which a large proportion of the local 
customers depends). 



CHAPTER XX 
HIRE PURCHASE ACCOUNTS 

By hire purchase is meant the system under which property or a 
chattel is acquired by payments made in instalments, during the 
period of which the title in the property remains with the hire 
vendor. The payments prior to the final one are regarded as being 
purely in respect of hire, and the title in the property does not pass 
to the hire purchaser until such final payment. 

The owner parts with the possession of his property (but not with 
the ownership) to the other party on condition that the latter fulfils 
his obligation to pay his instalments, on completion of which the 
ownership is transferred to the hire purchaser. 

The agreement usually contains a clause providing that the owner 
may recover his property in the event of default of the buyer in 
paying any one of his instalments. 

As the instalments payable are really intended to be made on 
account of the purchase price, they are much greater than for 
ordinary hire. It would often entail a hardship to the hire pur- 
chaser if, having paid most of his instalments, he became unable 
to complete the payments of the remainder, consequently being 
deprived of the property in his possession whilst remaining liable for 
the outstanding instalments. To mitigate such a misfortune, the hire 
purchase agreement usually contains a proviso under which the 
hire purchaser is permitted to return the property during the cur- 
rency of the agreement on condition that payment of all accrued 
instalments is made, thus converting the agreement into one of 
hire. Alternatively, under certain conditions the hire purchaser 
may be allowed to retain a certain part of the property, or the hire 
vendor may make an allowance for the property returned to him 
by the hire purchaser. 

Hire purchase transactions must be clearly distinguished from 
actual sales, the payments for which are made in instalments (i.e. 
the deferred payment method), for in the latter case the title in 
the property has actually been transferred — not merely the posses- 
sion, but the full legal ownership. In spite of the fact that the book- 
keeping entries are often treated alike, the fundamental difference 
should be constantly kept in mind. In hire purchase the hire vendor 
still retains ownership, so that the question of valuation and insur- 
ance of the pro]>erty is a material one for him to bear in mind. 

On the other hand, if a sale has been made, payment of the 
price being made by the buyer in instalments, the asset has changed 
not only its location but its legsd form, inasmuch as the money value 
of the property is now represented in the vendor's books by a 
debtor. In other words, under hire purchase the property is still 
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the hire vendor's, the hire purchaser being a debtor only for 
accrued instalments, while under the deferred payment plan the 
buyer is a debtor for the purchase price of the property, less the 
instalments paid. 

The contrasts may be summarized as follows — 

Hire- 

Property must be returned to owner. 

Sale — 

Property cannot be returned to sender. 

Hire-Purchase — 

Property may be either returned or retained by the hire pur- 
chaser, at his own option. “ 

It will be clear that the vendor, or the hire vendor, as the case may 
be, will make a charge not only for what is described as the "cash 
price” but also for interest and the risk involved, for even in hire 
purchase the hire vendor may incur loss due to the return of badly 
damaged property as well as costs of transport and storage. 

Hire Purchase Act, 1938. The legal relationship between the 
Hire Purchaser and the Hire Vendor are affected by the Hire 
Purchase Act, 1938, which came into force on the ist January, 1939. 
The main provisions of the Act are — 

(i) The Act embraces ALL contracts of Hire Purchase and Credit 
Sale where the total price does not exceed — 

(а) for a Motor Vehicle, Railway Wagon or Railway 
Rolling Stock, 

(б) ;£5 oo for Livestock, and 

(c) £100 in any other transaction. 

(z) The cash price at which the goods could be purchased im- 
mediately and outright must be disclosed before any contract of 
Hire Purchase is entered into, and similarly with any credit sale 
agreement where the price exceeds 3^5. If the owner or vendor 
fails so to do, he cannot enforce the agreement (or any guarantee or 
security therefor) subject to the Court's discretion in certain 
circumstances. 

(3) The hirer may terminate his agreement by notice in writing 
at any time before the last payment falls due, but he is still bound 
to pay 

(a) any amounts falling due prior to the above notice, PLUS 

(&) the amount by which one half of the purchase price (or such 
less amount as is specified in the agreement) EXCEEDS the total 
sums paid and due under the agreement, and 

(c) damages (if any) for failure to take reasonable care of the 
goods comprised in the contract. He is under obligation also to 
return the goods to the Vendor. 

(4) Certain conditions and stipulations which are often included 
in Hire Purchase agreements (which operate unfairly to Hire Pur- 
chasers) are declared void. 
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(5) A Hirer or Buyer is entitled to require the Hire Vendor, at 
any time before the final payment has been made and on tendering 
the sum of one shilling, to supply him with a copy of any note or 
memorandum of the agreement and various details as to the 
amounts already paid, the amounts due but unpaid and the future 
payments to be made. 

(6) A Hire Purchaser must keep the goods under his possession 
and control and, if requested by the Hire Vendor, inform him where 
the goods are. 

(7) Several conditions and warranties are implied in every Hire 
Purchase agreement, notwithstanding any provision or agreement 
to the contrary, e.g. right of quiet possession. 

(8) If a Hire Purchaser has two (or more) agreements running, he 
has the right of appropriation where an amount paid is less than the 
total of the amounts then due. Otherwise the appropriation is 
proportionate to the amounts outstanding on all the agreements. 

(9) When the total amount paid (or tendered) under a Hire 
Purchase agreement eqimls or exceeds one-third of the Hire Purchase 
price, the Hire Vendor is not permitted to obtain repossession except 
by consent of the County Court, and on the commencement of any 
such action the Vendor cannot enforce pa3nnent of any sum, except 
by claim in the action. In such an action, the Court may order — 

{a) redelivery unconditionally, 

(6) redelivery under certain conditions, or 
(c) redelivery of part of the goods. 

Accounting Methods. Many systems of accounting axe in vogue, 
some scientific, others crude, but the principle involved in all is that 
the profit is not earned until the final instalment has been paid; 
hence, some provision must be made to avoid showing inflated 
profits. It can readily be perceived that no rigid rule of accounting 
can be laid down owing to the large number of varying circumstances 
in different businesses, e.g. nature of the property, the number and 
regularity or otherwise of the "Sales," the length of the instalment 
period (long, medium, or short) ; the ratio of defaulters to sound 
customers, financial policy, size and capacity of accounting staff, 
and the proportion of this class of business to others. 

It will be convenient to treat hire purchase transactions under 
the following heads — 

HIRE VENDOR’S BOOKS 

(A) Sales Method — 

(1) Each transaction, including interest, is treated as a sale, the 
usual entries being made, no separate account appearing for 
interest. 

(2) Each transaction, excluding interest, is treated as a sale 
and interest is charged to the hire purchaser and recorded 
separately. 
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The entries are — 

(а) Upon delivery of goods or property — 

Debit Hire Purchaser ^ Credit Hire Purchase Sales 

(б) Upon interest becoming due periodically — 

Debit Hire Purchaser Credit Interest 

Alternatively, the hire vendor may credit Trading Account 
for the sale in two parts: [a) proportion representing hire, and 
(6) proportion representing sale. (This method is purely aca- 
demic as the enormous detailed calculations involved render it 
impracticable.) 

Illustration, A sells machinery on hire purchase to B, the 
cash price being £1,000. The hire purchaser agrees to pay in two 
instalments each half year with interest at 5 per cent per annum, the 
interest to be paid each half year in addition to the amount due on 
the machinery. Show B's account in A*s books. 

Hire Vendor’s Books — 

Dr. B Cr. 




£ 

s. 

d. 




£ 

1 . 

d. 

Td Machinery, (a) 

,, Half-year'a 


1,000 

0 

0 


By Cash 


535 

D 

D 






,, Balance . 

c/d 

300 

0 

D 

Interest on 
£i,doo at 5% 
]>er annum (b) 


35 

D 

0 










£1,023 

D 

0 




£i,d25 

D 

0 

To Balance 

b/d 

500 

0 

0 


By Cash 



ID 

D 

„ Half-year's 










Interest on 
£500 at 5% 
per annum 


12 

ID 

D 









£513 

10 

0 




£513 

ZD 

D 


(fl) Credit Hire Purchase Sales Account (through the Sales Day Book). 

(b) Credit Interest Account (through the Interest Journal). 

It is important to observe in all cases whether the first payment 
is to be made at the time of delivery (i.e. "cash down") or at the 
end of the hrst period. 

The agreement might provide for the instalments to be equal, 
as distinct from equal proportions of the cash price. The pay- 
ment of each instalment is of a composite nature as it includes 
both principal (or cash price) and interest, each subsequent payment 
discharging an increasingly greater proportion of the principal than 
the one preceding it. 

Illustration. Assume that the facts are as in the foregoing 
illustration, except that the two payments are to be equal. The 
instalment required to the nearest penny is £518 i6s. 6d. Show 
B's account in A's books. 


^ Alternatively the term “Hire Sales'* is Bmployed. 
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HiRB Vendor's Books — 

Dr. B Cr. 


J. 

6 

6 

D 

7 


7 


Td Machinery. 
,, Intereit 


Td Balance 
,, lotcrMt 


b/d 


£ 

1,000 

25 

s. 

0 

0 

d. 

0 

a 

£i,d 25 

a 

0 

506 

3 

6 

J 2 

X3 

I 


z6 

7 





Dy Cash 
,, Balance , 


Dy Cosh 


c/d 


£ 

51B 

306 

f. 

16 

S 

jfi.DaS 

D 

91B 

16 

£518 

16 




Calculated to the neaiest penny 


The hire vendor will show in his Balance Sheet the amount due 
(as if an actual sale had taken place) from the hire purchaser, but 
as in the case of the latter, some designating expression should be 
employed to indicate that the subject matter is that of hire 
purchase. Whether it is described as a debtor for hire purchase 
(from a meticulous point of view inaccurate) or goods out on hire 
purchase, is not of material importance so long as a clear reference 
is made to the nature of the asset. As regards the hire purchaser's 
books, which will be dealt with later in this chapter, a phrase, 
termed equity, is occasionally used in juxtaposition to the asset 
described, and if, despite this phrase, it is clearly understood 
that the title to the property is not in the hire purchaser, it 
is quite acceptable; but from a purist's point of view, the 
term is not entirely unchallengeable as the hire purchaser's 
position, though analogous to, is not that of having a full equitable 
interest. 

No depreciation will be dealt with (as the asset is con- 
sidered as a sale) but provision should be made in respect of loss 
likely to be entailed if the property is returned in a damaged 
condition. 

A variation of the above method is to debit the hire purchaser 
with the whole sum— cash price and interest, crediting respectively 
hire purchase sales and Interest Suspense Account : at the end of 
each year the proportionate amount of interest arising during the 
year is debited to Interest Suspense Account and credited to Interest 
Account, and thence to Hire Purchase Trading Account. In the 
meantime, the balance in credit is shown as a deduction from hire 
purchase debtors. 

Illustration. A delivers macliinery on the hire purchase system 
^or £2,500 to be paid as follows: on delivery, £400; at the end 
of the first year, £600; second year, £400; third year, £1,100; 
interest, includeck' In the £2,500, being charged on the cash 
value at^ioper cent per annum. Show entries in the books of 
the hire vSlobr. 
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Hire Vendor's Books — ^ 

Dr . Hire Purchaser Cr. 


Year i 

To Hire PurchoBe 
Sales^ . 

b/d 

£ M. d. 

a.joo 0 0 

Year 1 

By Cash Deposit . 
„ Cash (ist inat.) 
„ Balance . 

c/d 

£ d. 

400 D a 
600 0 D 

1,300 0 D 

Ysara 

To Balance 

£2,300 0 0 

Year a 

By Cash (and inst.) 
„ BaiancB . 

c/d 

£2,300 D D 

1,300 0 0 

400 0 D 

1,IOO D D 

Yew 3 

To Balance 

b/d 

£1,300 0 0 

Year 3 

By Cash (3rd and 
last inatalment) 


£1,300 D D 

£1,100 0 0 

£1,100 0 □ 

Dr. 



Interest 

Suspense 


Cf. 




£ 3 -d. 




£ 1. d. 

Year 1 

To Intereat Account 


170 0 

Year 1 

By Hire Purchaaer 


397 ID 5 


,, Balance 

c/d 

227 5 5 








£397 10 5 




£397 ID 3 

Year 2 

To Intereit Account 


1*7 3 5 

Year a 

By Balance . 

b/d 

237 3 3 


,, Balance 

c/d 

100 0 D 








£227 5 5 




£327 3 5 

Yew 3 

To Intocieit Account 


£iqp 0 0 

Year 3 

By Balance . 

b/d 

£100 0 0 










The interest is calculated as follows — 

£ s. d, £ 5. d. £ 5. d. 

3rd year ^ X i.ioo □ □ = idd d o = X i,dod o d 

zndyear . ^ x 1,400 □ □ = 127 5 5 = X 1,272 14 7 

1st year . ^ X 1,872 I4 7 = 170 5 o = x 1,702 9 7=' 

(3) Interest Suspense Method. 

The third method is adopted by concerns having a large number of 
transactions, with the instalments extending over fixed periods, 
and is known as the Interest Suspense Method. It aims at crediting 
the period in which the sale is made with the gross proht thereon, 
separating the interest appertaining to each transaction, and allocat- 
ing it over the years during which the instalments are paid. Separate 
sales day books must be kept to record the sales of each different 
duration, e.g. "twelve-monthly instalments.*' 

The amount chargeable to the hire purchaser is divided into hire 
purchase sales and interest, the double entry being — 

Debit Hire Purchaser. 

Credit Hire Purchase Sales Account. 

Credit Interest Suspense Account. 

The latter is allocated to Trading Account proportionately over 
the length of the instalment period by debiting such proportion to 
Interest Suspense Account and crediting Trading Account. 

£2,102 9S. 7d. to credit of Hire Purchase Sales and £39^ loa. 5d. to Interest 
Suspense Account. 

*£2,500, less deposit ^400, less interest £397 10s. 5d. 
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Illustration. If the instalments are paid quarterly and are spread 
over thirty-six months, and interest at lO per cent per annum is 
charged, it will be found that the interest credited to Interest 
Suspense Account should be allocated as follows — 

1st Year . 52*4% of the totaJ interest 

2nd „ . . . 33*9% 

3rd . 13*7% 


lDOD% 


The above result is obtained as under — 

Assume the hire purchase price of a piano is £106 12s., to be paid 
- for in thirteen quarterly instalments of £S 4s., the first instalment 
to,be paid when the " sale '' is effected and interest at 10 per cent per 
annum to be charged. 

The cash price of the piano is £84 2s. 3d. plus the deposit of 
£8 4s. = £92 6s. 3d. 

\ table may be constructed as follows — 



Balance 


In- 

terest^ 

Total 

Instal- 

ment 

Balance 


£ 

5. 

d. 


£ 

S. 

d. 

£ 

s. 

i. 

£ 

s. 

d. 

£ 

5. 

d. 


92 

6 

3 





92 

6 

3 

s 

4 

D 

84 

2 

3 


84 

2 

3 

^iX£86/ 4/ 4 

2 

2 

1 

66 

4 

4 

8 

4 

0 

7fl 

0 

4 

Year 1 . , 

78 

D 

4 

l‘iXi79/*9/ 4 

I 

19 

0 

79 

19 

4 

8 

4 

0 

71 

15 

4 

* 

71 

15 

4 

jVx £73/11/ 2 

1 

15 

ID 

73 

11 

2 

8 

4 

0 

65 

7 

2 


65 

7 

2 

Ax £66/19/10 

1 

12 

8 

66 

19 

10 

B 

4 

D 

58 

15 

lo 






£7 

9 

7 










r 

58 

15 

10 

A X£6 o/5 / 3 

I 

9 

5 

60 

5 

3 

8 

4 

0 

52 

1 

3 

Year 2 . J 

52 

1 

3 

Ax £53/7/ 3 

I 

6 

D 

53 

7 

3 

8 

4 

0 

45 

3 

3 


45 

3 

3 

Ax £46/5/10 

I 

2 

7 

46 

5 

ID 

B 

4 

D 

38 

I 

10 

1 

38 

I 

10 

Ax £39/0/1 1 


19 

I 

39 

D 

11 

B 

4 

0 

30 

16 

II 






£4 

17 

" 

I 










r 

30 

16 

II 

Ax £31/12/4 



5 

31 

12 

4 

B 

4 

0 

23 

8 

4 

Year 3 . J 

23 

8 

4 

Ax £24/ o/i 


II 

9 

24 

D 

I 

B 

4 

D 

15 

16 

I 


15 

16 

1 

Ax £16/ 4/0 


7 

II 

16 

4 

D 

8 

4 

0 

B 

0 

0 

1 

B 

0 

0 

Ax£ 8/ 4/0 


4 

D 

8 

4 

D 

6 

4 

0 

n 

il 







£i 

19 

I 











The "spread” of the interest of £14 5s. gd. is as follows — 
/i4Ts.?d. = 5=«-4% 


ll/n. 9d. ^ " 33-9°/" 


3rd year 


£j igs. id. 

£14 53- gd. 


X 100% 


*37% 


^ The entry in this column is 2} per cent [i.e. 10 per cent per annum on 
balance], e.g. 2^ per cent on ^84 2s. 3d. « £t, 2b. id. 
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The table can be easily proved by working back from the 
end. The last payment of £B 4s. discharges the balance owing 
in the penultimate quarter plus interest thereon at zj per cent. 

Such interest is or X £8 4s. = 4s. ; thus the balance at the 

beginning of the last quarter is £8. The interest for the penultimate 
period is X 4^- = 7®* 

It is obvious that as the instalments are spread over three years, 
unless the sale is made on the ist January in any year (assuming the 
accounting period to end 31st December) the instalments will be 
received during four accounting periods, and accordingly the interest 
for the three years must be divided amongst the four accounting 
periods in which the instalments arc received. It is quite impractic- 
able to do this accurately by taking every sale and making a mathe- 
matical calculation in respect thereof ; accordingly an average basis 
is taken. One method is to assume that all the sales are made half- 
way through the financial period and to assume that the interest is 
spread over each year evenly. With the above figures the interest 
would be spread over as follows — 

ist accounting period — X 5 ^' 4 % =“ 26-2% 

2nd accounting period — ^ x 52*4% + 4 X 33 ' 9 % ■= 43 i% 

3rd accounting period — J X 33‘9% + 4 X 13-7% =* 23 ’8% 

4th accounting period — 4 X 13*7% = 6 9% 

Total ....... 100-0% 


If the first accounting period half year is taken as the basis of the 
calculation, the second accounting period being made up of the 
second half of the first year plus the first half of the second year and 
so on, the percentages will be more accurately — 


ist Accounting period — 
1st half, ist year . 

znd Accounting period — 
2nd half, ist year . 

ist half, 2nd year . 


8s. 6d. 
;£i 4 5S. 9d. 

£2 15s. 5d. 
£14 55. gd. 


X IOD% 


X IDO% 


£4 IS- Id. 

;£i 4 5S. 9d. 

= 28-3% 

£6 3s. iid. 
£14 5s. 9 d. 
= 43 - 4 % 


X 1 00% 


X 100% 


^ If the student finds the computation difficult, the above schedule should 
be built up in Ledger form, for example — 

First Quarter of Year 2 — 

Dt. Hire Purchaser Cr. 


To Balance . 
,, Interest . 



By Cash 
,, Balance. 



To Bolancs . 
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3rdi Accounting period — 

2nd half, 2nd year . ^2 is. Bd. ^ □/ 

/14 53- 9d. 

ist half. 3rd year . . x iod% 

£1^ 5s. 9d. 

4th Accounting period — 

2nd half. 3rd year. 

£1^ 53. 9d. 

“ 4'^% 

An alternative method is to find the average due date of the 
sales, having regard to the seasonal fluctuations of the business. 
It may then be found that each of the three full years' interest is 
split, say, eight months to the first year, eight months and four 
months to the second year, etc. 

Taking the first two periods, the "spread” would be — 

1 st period. . • t X 5*’4% 

2nd period. . . i X 52 4%+ f X 33 9% 

Separate calculations will obviously be made in respect of each 
type of sale, each having its own Interest Suspense Account. Thus 
if the sales of three types are spread over three years, there will 
always be twelve Suspense Accounts open at any one time, that is, 
four for each type. 

Illustration. Assuming that the interest is allocated as on page 486, 
(first method) show the entries necessary to record the foregoing 
transactions in the Hire Vendor's books, taking 1952 as the first 
year — 


Dr. Hirs Purchasb Intbrbst Suspbnsb — 1932 Sales Cr. 


■952 



£ 

f. 

d. 

1952 



£ 

t. 

d. 

Dec. ai 

To Transfer : Profit 





Dec. 31 

By Interest per 





and Loss 





Hire Purchase 






Account 

(«) 

3 

14 

10 


Sales Day 






„ Balance 

c/d 

ID 

10 

11 


Book . 

1 

*4 

3 

9 




£14 

5 

9 




£*4 

3 

9 

1933 

Dec. 31 

To Transfer : Profit 





*953 
Jan. 1 

By Balance . 

b/d 

10 

ID 

11 

and Lost 
Account 

(6) 

6 

3 

3 









„ Balance 

c/d 

4 

7 

9 










£10 

10 

11 




£*o 

ID 

11 

1934 

Dec. 31 

To Transfer: Profit 





1954 

Jan. 1 

By Balance 

b/d 

4 

7 

9 

and Lose 
Account 

ic) 

3 

B 

0 









„ Balance 

c/d 


*9 

9 








■ 


£4 

7 

9 




£4 

7 

9 

1933 

Dec. 31 

To Transfer : Profit 





*955 
Jan. 1 

By Balance . 

b/d 


19 

9 

and Lobs 
A ccount 



19 

9 






















(a) 26-2% X 3 ^t 4 5s. gd. (c) 23-8% X £14 5 ^- 9d. 

(b) 43-1% X ;ii4 53. 9d. (i) 6-9% X £14 53- 9d. 


^ See footnote on the next page. 


/3 8s. lod. 
5s. 9dy 

= 24-1% 


X 100% 



488 


ACCOUNTANCY 


Dr. 


Hire Purchase Debtors 


Cr. 


1952 



£ 

5 . 

d 

1953 



£ 

s. 

i. 

Dec. 31 

To Hire Purchase 





Dec. 31 

By Cash Instal- 





Sales per Day 

1 




menta received 






Book 


1d6 

12 

a 


durmg year 


41 

0 

0 








„ Balance . 

c/d 

63 

12 

0 

1953 

Jan. I 



£106 

12 

a 




£to0 

12 

D 

To Balance 

b/d 

65 

12 

0 








For the purpose of illustration it is assumed that there was one 
transaction only 

The example illustrates the principle involved following through 
the Interest Suspense Account method during the period of instal- 
ments, but it deals with one year's sales only. Normally, there 
would be further sales in subsequent years, and if the spread of 
interest is over four years there will be four Suspense Accounts in 
respect of each type of sale when the business has been established 
four years, and henceforward one will drop out as another is added. 
This may be shown by the following example — 


Illustration. A Hire Purchase business is started and the Hire 
Purchase sales are — 


1st Year . 

2nd Year . 

3rd Year . 

4th Year 
5th Year 

Assume that the interest is 
spreading over four years) — 


3^1,000, 

of which £200 is interest 

£1,200, 

.. ^250 

Z3.OOD, 


£2,^00, 

» ^520 


r. ^ 95 ° 


allocated as follows (all the sales 


1st Year 
2nd Year 
3rd Year 
4th Year 


25% 

50% 

15% 

ID% 


JOO% 


Show Interest Suspense Accounts. 


* The double entry wul be efiected by passing the transaction through the 
Hire Purchase Sales Day Book, thus — 


Date 

Details 

Fo. 

Total 

Hire 

Purchase 

Sales 

Interest 

Suspense 




£ \s. 

d. 

£ 

5 . 

d. 

£ 

5. 

d. 




lot 12 

0 

92 

6 

3 


5 

9 
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Dr. Interest Suspense [Year 1) Cr. 


ywn 

2 

3 

4 

To Profit and Lou 

Account . 33% 

.. .. . 50% 

M M .1 . 13% 

•P 1. PI • 


£ 

50 

xoo 

30 

30 

1. 

D 

0 

0 

0 

1 

Year I By Sundry Debton . 

£ 

300 

1. d. 

D 0 



£200 

0 

4 


£200 

0 0 

Dr. 

Interest 

Suspense (Year 2) 

Cr. 




£ 

1. 

d. 


£ 

1. d. 

' Year a 

To Profit and Loss 





Year a By Sundry Debton . 

230 

0 D 


Account . 25% 


6a 

ID 

0 




" 3 

.. .. . ■ 5D% 


125 

0 

D 




4 

.. .. .. • 13% 


37 

XO 

0 




3 

10% 


23 

0 

0 







£230 

0 

D 


£*30 

D D 

Dr. 

Interest Suspense [Year 3) 

Cr, 




£ 

s. 

d. 


i 

s d. 

Year 3 

To Profit and Loss 





Year 3 By Sundry Debtors . 

)Bd 

□ D 


Account . 23% 


145 

□ 

0 




4 

.. .. .. • 5oyo 


290 

0 

0 




3 

.. M . 15 % 


H7 

0 

0 




6 

• P .. .. • 10% 


38 

0 

D 







£380 

0 

0 


ftBo 

D D 

Dr. 

Interest Suspense (Year 4) 

Cr. 




£ 

s. 

d. 


£ 

1. d. 

Year 4 

To Profit and Loss 





Year 4 By Sundry Debton . 

33D 

0 0 


Account . 35% 


13° 

0 

0 




5 

„ p. ■ 50% 


360 

0 

0 




6 

„ pp . 15% 


78 

0 

0 




y 

.. .. „ ■ 10% 


52 

0 

0 







£520 

0 

D 


£320 

0 D 

Dr. 

I 

NTEREST Suspense (Year 5) 

c 





£ 

s. 

a. 


£ 

«. d. 

Years 

To Profit and Loss 





Year 5 By Sundry Debtors . 

950 

0 □ 


Account . 23 7o 


237 

ID 

D 




6 

p. .. .. • .5(7% 


473 

0 

0 




7 

.. M .. - 15 % 


142 

ID 

D 




B 

10% 


93 

□ 

0 







1 ^ 

0 

D 


II 

D D 

Dr. 

1 

Profit ani 

Loss (Year l) 

Cr. 








£ 

1. d. 







Year X By Interest Suspense 









Account (x) 

30 

0 D 


49t> 

Dr. 
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Profit and Loss (Vesr 2) 


Cf. 



£ 

1 . 

d. 


IDO 

D 

0 


62 

ID 

0 


Year a 


By Interest Suspense 
AccDunt fi] 


Df, Profit and Loss (Year Cr 







Year 3 

By Interest Suspense 
Account |z| 

:: (3I 


£ 

30 

123 

145 

1. 

□ 

D 

0 

d. 

D 

□ 

0 

Dr. 

Profit and Loss (Year 4) 

Cr. 








Year 4 

By Interest Susj^ense 
Acrount (l) 

= ; = iil 


£ 

20 

37 

ago 

130 

1. 

D 

ID 

D 

D 

d. 

0 

D 

D 

P 

Dr. 

Profit and Loss (Year 5) 

Cr. 








Year 5 

By Interest Suspense 
Account jaj 

:! ” :! 1 


£ 

23 

B 7 

260 

237 

I. 

D 

0 

0 

Id 

T. 

0 

D 

D 

0 


The Interest Suspense Account (year i), it will be observed, is 
exhausted after four allocations to Profit and Loss Account at the 
end of the fourth period, as is Interest Suspense Account (year 2) at 
the end of the fifth period. In the next year, an Interest Suspense 
Account (year 6) would come into being, there being always four 
such accounts in the books in respect of each type of hire purchase 
sale, extending over four periods. Similarly, there would always be 
three in the books in respect of a type extending over three account- 
ing periods. 

The problem, it is evident, merely involves writing off from the 
Suspense Accounts the proportion of interest allocable to particular 
years to Profit and Loss Account (or to the Hire Purchase Trading 
Account in the first place). The balances on the Suspense Accounts 
will be shown on the Balance Sheet as deductions from Hire Pur- 
chase debtors. 

Where the necessary percentages are given, the amount to be 
written off in any year is easily arrived at, e.g. taking Suspense 
Account (year i) which, as has been demonstrated, has been credited 
to Profit and Loss Account in four instalments in the proportions : 
year i, 25 per cent ; year 2, 50 per cent ; year 3, 15 per cent ; year 4, 
10 per cent. Sometimes a question appears in which the origin^ 
suspense figure is not given, but a balance after one or more years 
have been written off, e.g. in reference to the above illustration, 
the balance of Suspense Account (Year i) as at the beginning of 
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the third year, i.e. £50. As 75 per cent has been written off, there- 
fore 25 per cent remains, of which 15 per cent and 10 per cent of 
the original are to be cleared in years 3 and 4. The amounts to be 
written off in these years may be found, thus — 

I £ 

Year 3 . . ■ iS X 50 =* 30 
Year 4 . . . X 50 => 20 

There is no necessity to work the account back to the commencing 
figure in ordinary circumstances, but where necessary, the computa- 
tion can be easily made as follows — 

£ 

50 = 25% of the original 
W X 50 = ;£2 oo = the original 

Illustration. The Suspense Account at the end of the second year 
(i.e. after two instalments had been credited to Profit and Loss 
Account), was £240; the proportions to be written off were — 

Year I. 15%. Year 2. 25%. Year 3, 40%. Year 4, 15%. Year 5, 5%. 

As 40 per cent has been written off there remains 60 per cent in 
three parts (40% + 15% + 5%) to be disposed of. The amounts 
to be credited to Profit and Loss Account in the three subsequent 
years therefore are — ^ 

Year 3 . . • U X ^240 = 160 

Year 4 . • X ^240 = 6d 

Year 5 . . . tfV X ^240 = 20 

^240 


The original sum must have been X £240 = £400. 

The amounts written off in years i and 2 were — 

Year i . . . iVlt X £^00 = £ 60, leaving ^£340 

Year 2 . . . X ^400 = £\^Q, leaving ;^24 d 

•jr (45 X £ 3 ^ 0 ) 

The Interest Suspense Account may alternatively be written off 
according to a “progression" method, e.g. in inverse proportion to 
the years elapsing from the commencement of the instalment 
period. For instance, if the period is five years, the Interest Suspense 
Account will be disposed of as follows — 

Year I . . .5 i e. 

Year 2 . . . 4 .. iS 

Year 3 . . • 3 .. A 

Year 4 . . . 2 „ 

Year 5 . . . i ,, 

\^See note page 492] (a) 15 

Illustration. Assuming the Interest Suspense Account was ^150, 



492 


ACCOUNTANCY 


show the transfers to Profit and Loss Account in the foregoing 
proportions — ^ 

Year i . ■ A X ^*5° “ 5° 

Year z , - A X £150 = 40 

Year 3 . ■ A X £150= 3° 

Year 4 . -Ax £150 = 20 

Year 5 . • A X £150 « lo 

£^50 


If the first payment was made "cash down" at the time of sale, 
and the duration of the instalment period was consequently reduced ; 
to four years, the proportionate amounts of interest to be written off 
in the four years would be — 


Year i . 
Year 2 . 
Year 3 . 
Y ear 4 . 


i 

4 j e- A X I'io — 60 

3 .. A X illo = 45 
2 .. A X ^150 = 30 
I A X 1^50 = 13 


(6) ID 


£15° 


Note : If the sales arc taken at an average date of half-way through the 
accounting period, the proportions will be computed as shown on page 4B6, 
thus — 

(а) 2} : 41^ : 3} : 2^ ; ij : J, involving periods. 

(б) 2 ; 31 : 2j : involving periods. 


The advantages and disadvantages of the Interest Suspense 
method are shortly — 

Advantages : (i) Provided that suitable provision is made, the 
true profit is shown in the period of delivery (the transaction being 
regarded for practical purposes as a sale). 

(2) Interest is taken into account and is properly spread over the 
relevant period. 

(3) It is more acceptable for Income Tax purposes. 

Disadvantages : (i) Complicated. 

(2) Not suitable for transactions of small amount or covering a 
short period or where agreements differ in rate of interest. 

(3) Not suitable for agreements of varying periods. 

(4) Provision must be made for Bad Debts and for losses on un- 
fulfilled agreements. 

(5) Not suitable for Hire Purchase transactions where an option 
to settle for cash on reduced terms is exercised with any degree of 
frequency. 

Sales with Hire Purchase Reserve. Small traders often adopt the 
simple device of making a reserve representing profit on the hire 
purchase transactions. 

Illustration. A, who has a mixed business of the above t5q)e, has 
hire purchase debtors outstanding as follows: ist January, ig... 
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£2,000; 31st December, 19.., £3,500. He treats all hire purchase 
transactions as sales and creates a 20 per cent hire purchase reserve. 

Dr. Hire Purchase Reserve Cr. 


ig. . 
Dec 31 

To Balance 

[20% on £3.500] 

c/d 

£ 

700 

19 . 
Jan. I 

Dec. 31 

By Balance . 

[ao% on £2,000] 

,, Transfer to Hire thir- 
chase Sales Account 

b/d 

£ 

400 

300 




£700 




£700 





19. . 

Jan. 1 

By Balance . 

b/d 

700 


The Balance Sheet would include on the Assets side — 


Bolancts under Hire Purchass Agreement .... 5,5 do 

Less Hire Purchase Reserve ...... 700 

a.Boo 


(B) Goods Out or Stock System — 

Method I — ^At Cost. The cardinal feature of this system is to 
consider all the goods out on hire as stock. In order to keep a full 
record of goods out on liire purchase, it is necessary to have Ledger 
Accounts of the customers showing the same detail therein as if 
the goods had actually been sold, but these accounts are not part 
of the ordinary double entry system; and although the principle 
of double entry may be employed in balancing the accounts, they are 
purely memoranda. They supply important information showing 
what each customer owes, but they form no part of the double 
entry. 

The procedure may be outlined as follows — 

(1) Debit Hire Purchase Trading Account and credit Purchases 
Account with cost price of goods sent to customers on hire pur- 
chase. At the same time each Customer's (Memorandum) Account 
will be debited with the sale price of such goods. 

(2) Returns from customers. (See pages 495 and 506.) 

(3) The instalments paid will be debited to cash and credited to 
Hire Purchase Trading Account. At the same time, the Customer's 
(Memorandum) Account will be credited. 

(4) The instalments due and unpaid will be debited to Instal- 
ments Due Account and credited to Hire Purchase Trading Account 

(5) The stock "out," i.e. the same proportion of the cost of the 
goods sent as the amount of unaccrued instalments bears to the 
total amount of the instalments, is credited to Hire Purchase Trading 
Account and debited to Hire Purchase Stock Account. 

(6) The Memoranda accounts will show the balances against 
the customers, but not being part of the double entry are not 
brought into the Trial Balance. Thus, the customers' accounts are 
"reference" accounts only. A transfer may be made similar to that 
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The gross profit is the excess of the sum of instalments due and 
paid, plus stock out on hire purchase at the end of the period over 
the stock out on hire purchase at the beginning, plus goods sent to 
customers during the period, less returns, at cost. 

Shown in account form — 

Dr. Hire Purchase Trading Account Cr. 



To Stock at Cost 
,, Goods sent to Cus- 
tomers at Cost 
„ Gross Profit 

b/d 

£ 


By Instalments Paid 
» Due 

„ Stock at Cost . 

c/d 

£ 










To Stock at Cost* . 

b/d 






Before illustrating the working of the 

above a simple example is 


given to show the computation of the value of the stock out on hire 
purchase. 

Illustration. Goods costing £io are sent to B on hire purchase, 
the price being jfzo, payable in twenty instalments of equal intervals. 
At the end of the accounting period of the Hire Vendor, five instal- 
ments are yet unpaid (fifteen having been paid at due dates) . 

The stock in the hands of the customer is valued as follows — 

A X = £ 2 . 103. 

Assuming, further, that (for sake of simplicity) it is the only 
transaction of the period, the Hire Purchase Trading Account would 
appear as follows — 

Dr. Hire Purchase Trading Cr. 



^ Or transferred to and from a separate Stock Account. 
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It should be now quite clear that the balances on the customers' 
accounts do not appear as part of double entry acrounting and 
hence do not form a part of the Trial Balance. Practically^ these 
Memoranda Accounts are vital, but from a double entry point of 
view entirely unnecessary, as the Hire Purchase Trading Account 
gives the necessary results and forms an integral part of the double 
entry. This point is stressed because of the confusion in the minds 
of students as to the function of the Memoranda Accounts. 
Important as the Memoranda Accounts are for reference, they can 
be ignored in completing the double entry. 

The books employed will be the Day Books, the Cash Book, and 
supplementary to the double entry, the Memorandum Ledger. 

The Day Books, as to sales and returns inwards, will usually con- 
tain supplementary columns in order to fulfil the functions of the 
double entry and to furnish the necessary data from which may be 
compiled the Memoranda Accounts, i.e. there will be a column 
for the purpose of the double entry and others recording the 
detail necessary for the compilation of the Memoranda Accounts. 
Colunms in the Sales Day Book, apart from date and folio 
columns, are usually necessary to record — 

(1) Cost price of the goods sold. 

(2) Sale price of the goods sold. 

(3) Number and amounts of instalments. 

(4) Periodicity of instalments. 

(5) Any other information that circumstances require. 

There will be no difficulty if it is remembered that the first column 
is for the double entry, the others being for" Memorandum "purposes 
only, forming no part of the double entry ; but column (2) provides 
the data for entering up the Memoranda Accounts. The total of 
column (i) will be debited to the Hire Purchase Trading Account and 
credited to Purchases Account, and so far as this side of the 
transaction is concerned, this is the only double entry. The indi- 
\ddual items in column (2) will be posted to the debit of the 
customers* accounts in the Memorandum Ledger, and these post- 
ings are of no account so far as the double entry is concerned. It 
is usual, however, to total column (2) and post this total to a 
Memorandum Ledger Adjustment Account, the entries being made 
in total to the credit, i.e. the opposite side to that to which the 
individual items are posted. 

Returns Inwards (at cost) will be dealt with conversely, i.e. 
column (i) is totalled and such total is posted to the debit of Pur- 
chases Account and to the credit of Hire Purchase Trading Account 
as part of the ordinary double entry, while the details of returns 
(at selling price) will be posted from column (2) to the credit of the 
respective customers* accounts in the Memorandum Ledger, and 
if a Memorandum Ledger Adjustment Account is employed, the 
total of column (2) will be posted to the debit of this account. 
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The other columns call for no special mention as they are self- 
explanatory. It may here be mentioned that if the accounts of 
customers are very numerous, a Card Ledger system is frequently 
employed. 

With regard to cash received, the entries will be made in the Cash 
Book in the usual way, but such entries fulfil a twofold function: 
(i) for the double entry, (2) for writing up the Memoranda Accounts. 
The total of cash received from hire purchase customers is posted 
(as part of the double entry) to the credit of Hire Purchase Trading 
Account, whilst the individual receipts are posted to the credit of 
the customers' accounts in the Memorandum Ledger. If a Memo- 
randum Ledger Adjustment Account is employed the total of such 
receipts will be posted to the debit thereof. 

The Memorandum Ledger Adjustment Account, when totalled, 
will have the balance on the opposite side to the detailed balances 
in the Memorandum Ledger. Thus the system is to adapt the 
double entry idea in the verification of the Memorandum Ledger 
total by means of the Adjustment Account, but still it is quite 
independent of the normal double entry accounting. 

Lastly, any instalments actually due and unpaid will be ascer- 
tained from the Memorandum Ledger, and these will be credited 
to the Hire Purchase Trading Account and debited to a separate 
account called Instalments Due Account. Frequently the latter are 
ignored for the purpose of the Hire Purchase Trading Account, in 
which case the cost equivalent of the unpaid instalments will be 
included in stock. 

The balance of the Hire Purchase Trading Account wiU be trans- 
ferred to the Trading Account, subject to suitable provision for losses, 
depreciation, and the like. 

Illustration. Easy Payments, Ltd., forwards a piano to A on the 
hire purchase system, the cost being £100 and the selling price £200 ; 
payable in fifty monthly instalments of £4 each, commencing on 
31st August. The sale takes place on 31st August, 19. . ; the instal- 
ments are regularly paid. Accounts are drawn up to 31st December, 
19... 

On 1st October, ig. ., a similar sale is made to B, the cost price 
being £78, the sale price £104 payable in weekly instalments of £2, 
commencing on ist October; the instalments are paid regularly. 
Show the various entries necessary in the books of the Hire Vendor. 

Hire Vendor’s Books — 

Hire Purchase Sales Day Book 


Date 

1 Particular! 

No. of 
Instal- 
ments 

Period of 
Instal- 
ments 

Amount 
of Instal- 
ment 

Cost 

Price 

Fol 

Selling 

Pr%c0 

IB.. 




£ 

£ 


£ 

Aug. 31 

A 

30 

monthly 

4 

IDO 

J 

200 

Oct. 1 

B 

3» * 

weekly 

a 

7 B 

2 

m 






£178 



£304 
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The total of the cost price column (as part of the double entry) 
is posted to the debit of the Hire Purchase Trading Account. If 
such an account is to be drawn up to 31st December, 19. the cash 
received and the value of the stock in the hands of customers will be 
found as follows — 

(1) Cash received from — 

A — £ 20 , i.e. 5 payments of B — £ 2 %, i.e. 14 payments of £ 2 . 

(2) Stock out ” — 

Instalments outstanding x Cost 

A = 48 X tioa — 90 
B = )li X 78 = 57 

^147 

Ordinarily, in practice, a Schedule will be prepared for the pur- 
pose of arriving at the valuation of the hire purchase stock out, 
thus — 

Hire Purchase Stock Schedule 


Con tract 
No. 

Name 

No. of 
Instal- 

No. of Instal- 
ments : 

Cost 

Price 


Propor- 
tion of 
Cost 
Price 


ments 

Paid 

Unpaid 


1 

A . . . . 

30 

3 

43 

1 

100 

s. 

0 

d. 

0 

£ 

90 

a 

B . . . . 

5a 

14 

3 B 

78 

0 

D 

37 





£ 

178 

D 

D 

£147 ‘ 


* Tbe end CDlumn shows the hire purchase stock ^'out/' the total of which is incorporated into 
the Double Entry Accounts, as below — 


Dr Hire Purchase Trading Account Cr. 


To Goods at Cost [Cr. 
Purchases) 

,, Gross Profit transferred 
to Trading Account . 


£ 

17B 

17 


By Instalments Paid 
[Dr. Cash) . 

,, Stock (as above)' 

c/d 

£ 

48 

147 



£193 




£193 

To Balance — Stock. 

b/d 

147 






■ Or transferred to Hire Purchase Stock Account. 


The separate instalments of cash, detailed above, will be entered 
in the Cash Book (in practice a separate subsidiary Cash Book will 
be employed). The debit entry will thus occur in the Cash Book, 
the totals (daily, weekly, monthly, as required) of which will be 
credited to the Hire Purchase Trading Account. In this case £48 
is the sum to be so treated. 

The above entries complete the formal double entry, but entries 
are also made in respect of cash received in the Memorandum 
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Books. The individual items in the Selling price column of the Hire 
Purchase Sales Day Book will be debited to the Personal Accounts 
in the Memorandum Ledger and the total vdll be posted to the 
credit of the Memorandum Ledger Adjustment Account, if one be 
employed. 

The cash received will be posted in individual items, as recorded 
in the Cash Book, to the credit of the individual accounts in the 
Memorandum Ledger, and in total to the debit of the Memorandum 
Ledger Adjustment Account. 


Nd. I Memorandum Hire Purchase Ledger 

Dr . A Cr . 


19.. 

A Mf . 31 

To Goods . . 


ioo 

19. . 
Dec. 31 

By Cash 
„ Balance . 

cld 

i 

20 

180 




£209 




£200 

19.. 
Jan. 1 

To BaUtnes 

bid 

no 





No. 2 

Dr . 






Cr . 

19.. 

oa. 1 

To Goods 


£ 

m 

19.. 
DtC. 31 

By Cash 
,, Balance . 

eld 

£ 

28 

70 




£104 




£104 

19.. 
Jan. 1 

T 0 Balanet 

bid 

70 






It is again emphasized that the Cash Book fulfils the dual function 
(a) of suppl5dng the double entry, and (6) of supplementing the 
Memoranda Accounts, which are completely outside the double 
entry. 

Goods Out or Stock System — ^Method z — ^At Selling Price. An 
alternative method to that already outlined is to debit the goods out 
on hire at selling prices. If the method of dealing with goods sent 
to branches at selling price is thoroughly understood, no difficulty 
arises. The goods out with customers are treated, as far as the 
double entry books are concerned, exactly like goods sent to 
branches; thus it is merely necessary to use the correct heading, 
i.e. Hire Purchase Stock Account instead of Branch Stock Account. 
An advantage accruing to this method is that the sundry debtors 
(in total) will be in agreement with the actual debtor balances, thus 
enabling the individual accounts to be linked up with the double 
entry. 

Illustration. A, Ltd., which sells a patent product on hire 
purchase terms, has the following transactions for the year to 
31st December, 19... The gross profit is 25 per cent on selling 
price — 
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Jan. 1. Stock out on Hire at Hire Purchase price . . 4,000 

Stock on hand (in the shop) ..... 500 

Instalments due (customers still paying) 300 

Dec. 31. Stock out on Hire at Hire Purchase pnce . 4,600 

Stock on hand (m the shop) ..... 700 

Instalments due ....... 300 

Cash received in Instalments during the year. B,ood 


To prepare the Trading Account for the year to 31st December, 
ig. ., tlie following accounts are necessary — 


Dr, 



Sundry Debtors 


Cr. 

Jui. 1 
Deo. 81 

To Balances 

H BiiIm 

b/d 


19 

Dec. 31 

By Cash 
„ Balances 

c/d 

£ 

B,ooo 

3 DO 




£8,5110 




£ 8,300 

Jan. 1 

To Balances 

b/d 

300 





Dr. 

Hire Purchase Stock 


Cr. 

*9 

Jan I 
Dec 31 

To Balance^ 

,, Goods on Hire Pur 
chase Account 

b/d 

£ 

4,000 

B.Boo 

19 

Deo. ai 

By Salei lor Tsar 
,, Stock . 

c/d 

BJOO 

4,8oo 




£ia,Boo 




£ia,Boa 

>9 

Jan. I 

To Balance 

b/d 

4 60a 





Dr. 



Shop Stock 



Cr. 

19 

Jui 1 
Dec 31 

Td Balance. 

,, Purchase! 

b/d 

£ 

500 

6, Boo 

19 

Dec 31 

By Goods on Hire Pur- 
cliase Account 
(at cost) . 

„ Balance 

c/d 

£ 

6,600 

700 




£ 7 . 3 i>o 




£7,300 

19 

Jan 1 

To Balance 

Wtil 

700 






Dr Goods on Hire Purchase Cr. 




£ 

*9 



£ 

To Shop Stock Account 


6,600 

Dec 31 

By Hire Purchase 



„ Hire Purchase Ad* 




Stock Account 


B,Boo 

juslment Account 







(loading) 


a, 200 







£B,Boo 




£B,Boo 


Dr. Hire Purchase Adjustment Account Cr. 


Dec 31 

To Gross Profit to Profit 
and LossArrount 
„ Provision [25% un 
£ 4 ,t»ooJ 

c/d 

£ 

2,030 

1,130 

19 

Jan 1 

Dec 31 

By Balance* 

[23% on £4.000] 

,, Goods on Hue 

Purchase Account 

b/d 

£ 

1,000 

S.SDO 




£3,200 




£ 3 ,a*» 





*9 

Jan z 

By PiovisiDii 

b/d 

1,150 


The Sales are found after writing up the Sundry Debtors Account. 

1 Opemng stock at cost is, therefore, £3,000 
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The balances on the Memoranda Accounts will equal in total the 
balance brought down on the Sundry Debtors Account. 

In the Balance Sheet the items will appear as follows at 31st 
December, 19. . — 

£ £ 

Stock out on Hire Purchase . 4,600 
Less Provision . . . 1,150 

3.450 

Stock on hand .... 700 

If memorandum columns (Double Column Method, see page 421) 
are used, the two following accounts will appear instead of the corre- 
sponding accounts on page 499, the Stock being brought down at 
cost, thus dispensing with the Hire Purchase Adjustment Account. 

Dr Hire Purchase Stock Cr. 


19. . 
Jan. 1 

Dec. 31 

To Balance . 

„ Goods on 
Hire 

Purchase 
„ Gross 
Proht 

b/d 

Memo. 

1 

4,Doa 

8^800 

£ 

3,OCM] 

6.600 

2,050 

19. . 

Dbo. ai 

By Sales loi 
year 

„ Stock 


Memo. 

£ 

8,200 

4,600 

£ 

8,200 

3.450 




£12,800 

£11,650 




£12,800 

£”,650 

ig.. 
Jan. 1 

To Balance . 

b/d 

4,600 

3,450 







Dr. Goods on Hire Purchase Cr. 


ig. - 


£ 

19.- 



£ 

Dec. 31 

To Shop Stock 

6,600 

Dec. 3 I 

By Hire Purchase Stock 


6,6dd 


If it is practicable to adopt these methods (e.g. where there is a uni- 
formity of rate of gross profit) the accounts will be, mutatis mutandis, 
on the same lines as Branch Accounts ; and the result will be similar 
to the preceding method. This will now be illustrated, and a com- 
parison between the Selling price and Cost price methods will be 
shown. 

Illustration. X, Ltd., sells goods to A for £150 and to B for £100 ; 
the gross profit being 20 per cent on selling price (i.e. 25 per cent on 
cost price). A is to pay six instalments of £25 each and B ten instal- 
ments of £10 each. At the end of the accounting period A has paid 
two and B five instalments. B is in arrear for one instalment. 

(a) The “Branch” method at selling pric ^ — 


Dr. Hire Purchase Stock Cr. 



To Sundries per Day Book 


£ 

130 


By Cash 

„ Instalments Due 
Account 
,, Balance . 

c/d 

£ 

Zoo 

ID 

140 




£350 






To Balance 

b/d 

14D 
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Dr. Stock Cr. 







By GfKids on Hlr« Pur* 
chase Account 


£ 

son 

Dr. 

Hire Purchase Adjustment Account 

Cr. 


Tu Gross Profit to Profit 
and Lobs Account , 

„ Provision . 

c/d 

£ 

as 

aB 


By Goods on Hicu Par- 
chasa Account 


£ 

JO 




£ 5 ® 




£50 






By Provision 

b/d 

aB 


Dr. Instalments Due Cr. 


To Hire Purchase Stock 


£ 

ID 


The Personal Accounts in the Memorandum Hire Purchase 
Ledger, which should agree with the balance of Hire Purchase Stock 
Account, are as follows — 

Dr. A Cr. 



To Goods . 


£ 

150 


By Cash 
,, Balance . 

c/d 

£ 

30 

IDO 




£150 




£150 


To Balance 

b/d 

IDO 





Dr. 






Cr. 


To Goods 


£ 

100 


By Cash 

,, Transfer to Instal- 
ments Due Accotuii 
„ Balance . 

c/d 

£ 

30 

Xo 

4 D 




rxoo 




jfioo 


To Balance 

b/d 

40 






The stock at selling price must be reduced to cost price by means 
□f a provision in the Hire Purchase Adjustment Account, i.e. ^ X £140 
= £28, leaving the amount of stock to be shown in the Balance 
Sheet as £140 - zS = £112. 

The latter figure is proved by employing the rule of proportion 
shown on page 494, i,e. — 

A — i X £120 (cost price of £15°) = 8 ° 

B — ^ X 80 (cost price of Zioo) *= 32 
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(P) The "Branch" method at cost price — 

If this method be employed, the memoranda Accounts will be 
unaltered, and the Hire Purchase Trading Account will appear — 
Dr. Hire Purchase Trading Account Cr. 


To Good! 

„ OnjBi Ptafit to Pk-ofit 
■nd Lou Account . 


1 

1 

By Instalmcntj Paid 
,, lostolmenti Dub Ac- 
count . 

Stock . 

c/d 

£ 

IDO 

ID 

113 



£233 




£222 

To Stock 

b/d 

112 

m 





If the Double Column method is used, the Trading Account 
will be — 

Dr. Hire Purchase Trading Account Cr. 





Memo. 

Selling 

Price 





Memo. 

Selling 

Price 

To Goodi . 

,, Groil Profit to 
Profit and 
Loaa Account 


£ 

200 

22 

£ 

260 


By Cash 
„ Debtor! 

„ Stocktatcost) 
,, ,, (atBelllug) 

c/d 

c/d 

£ 

zoo 

10 

112 

£ 

100 

10 

140 



£222 

£260 




£222 

£260 

To Stock 

b/d 

112 

140 







In this case the selling price columns are purely memoranda, 
the full double entry being effected from the inner columns. 

The advantages and disadvantages of the Goods Out or Stock 
system are shortly — 

Advantages : (i) Simplicity. 

(2) Convenience in regard to transactions which are small or 
varying in amount or period. 

(3) Profit is taken as earned only when instalments are paid or be- 
come due, thus providing for future losses on unfulfilled agreements. 

(4) The balance of goods for which payment is not yet due can 
easily be reduced to market value if lower than cost. 

(5) Where profit is taken only when instalments have been paid, 
no provision for Bad Debts is required. 

Disadvantages: (1) Difficulties with Income Tax assessment. 

(2) Over-cautious and not reflective of the true yearly profit. 

(3) Interest is not taken into account. 

Summary of Hire Vendor’s Accounts. No particular difficulty is 
encountered in dealing with the books of the hire purchaser. On 
the other hand, students generally experience considerable trouble 
in writing up the books of the hire vendor. It will therefore be 
advisable to summarize the methods dealt with in reference to the 
hire vendor. 
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The methods are — 

' (i) Sales Methods — 

(a) Ordinary sale (inclusive of interest). 

(b) Ordinary sale (exclusive of interest) and charging interest 
separately either (i) as it arises or (ii) by crediting a Suspense for 
the full amount and writing off a proportionate amount yearly 
to the credit of Profit and Loss Account. 

(c) Ordinary sale (exclusive of interest) and raising an Interest 
Suspense Account. 

(d) Ordinary sale (inclusive of interest) and creating a Hire 
" Purchase Reserve for unearned profit. 

. {e) Ordinary sale but apportioning profit as well as interest. 

(2) Goods Out or Stock Methods — 

{a) At cost. 

(b) At selling price. 

The two methods of paramount importance which must be known 
thoroughly are — 

(1) Sale method whereby the profit is taken in the year of the 
transaction, with the employment of an Interest Suspense Account 
whereby interest is spread over the period of the agreement. 
(Method ic.) 

(2) Goods out or Stock method whereby profit is taken in relation 
to instalments actually received, interest generally being ignored. 
(Method 2,a.) 

The remaining methods are usually adopted only in abnormal 
circumstances. 

General Illustration. Below are given five different methods of 
dealing with Hire Purchase transactions in the books of the seller — 
(i) The buyer is debited with the cash price when the agreement 
is made. The hire charge is periodically debited to him, so that at 
the end of each year the amount so charged corresponds with the 
number of instalments paid (excluding deposits), and credited to 
Interest Account. 

(z) The buyer is debited with the Hire Purchase price, the excess 
of which over the cash price is credited to Interest Suspense Account 
and cleared to Profit and Loss Account only when the transaction 
is completed. 

(3) A Hire Purchase Trading Account is debited with the cost 
price of the goods delivered on Hire Purchase and credited with the 
total of deposits and instalments received during the period. The 
Hire Purchase Trading Account is credited, at the end of each 
year, with the proportion of the cost price of the goods sent out on 
Hire Purchase, which the amount of instalments outstanding bears 
to the total amount of instalments (and deposits) arising on each 
transaction. The balance on the account is considered profit on 
Hire Purchase Trading. 

ly — (B.3DB3) 
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(4) A Hire Purchase Trading Account is dealt with as in (3), 
except that at the end of the year the account is credited with the 
instalments still outstanding, reduced to cost. 

(5) The same method is employed as in (4), except that the closing 
credit is computed on the basis of the full amounts outstanding on 
Hire Purchase transactions, less a general provision of 25 per cent. 

Show how, in the seller's books, the profit for the year 19 . . 
arising out of the undermentioned transactions would differ in each 
of the above methods, assuming that 

[a) instalments are regularly paid, 

(6) sales all took place on 1st January, 19. ., and that 

(c) instalments are payable monthly, commencing 31st January,'' 
19... 


Hire Purchaser 

A 

B 

C 

Total 


£ 

£ 

£ 

£ 

Cost Price ..... 

So 

100 

3 ° 

2lD 

Hire-purchase Price. 

no 

130 

59 

299 

Cash Price ..... 

IDO 

120 

45 

265 

Deposit ...... 

lo 

2 D 

5 


Number of Instalments 

ID 

22 

Id 


Amount of each Instalment 

10 

5 

3 



I) 

Profit on 




Total 

Cash 


Interest 


Profit 


Price 




19. . 


£ 


£ 

d. 

£ s.d. 

A 

20 


10 o 

D 

30 0 D 

B 

20 

12/22 X ;^ID 

5 9 

I 

25 9 I 

C 

15 

I2 /iBX;£i4 

9 6 

B 

24 6 B 


£55 


£z4 15 

_9 

£79 15 9 


The profit du the whole completed transactions would be ^299 less ;£2 Id 
= This is reconciled with the proht shown above as follows — 

£ S. d. £ s. d. 

Total Profit on the whole transactions 8g o o 

Less Credit not taken for Interest — 

B . . X 4 ID II 

c . - A X ^14 4 13 4 

9 4 3 


£79159 


(2) Profit on Total 

Cash Interest Profit 

Price 1 9 . . 

l £ L 

20 ID 30 

20 20 

»5 15 

lS5 1^5 


A 

B 

C 
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None of the interest for B and C is credited, thus accounting for the 
difference between the profit on the whole completed transactions (;^89) and 
• the ^65 shown above. 

(3) . . £ 

Deposits received .... 55 o o 

Instalments received — 


196 o o 
231 o o 


A . 

10 X /lo = 

£100 

B . 

IZ X 

£5 = 

60 

C . 

IZ X 

£3 = 

36 


Add Hire-purchase goods reduced to cost — 

1“ X 5 50 „ , k \ 


20 -f (22 X 5) 
6X3 

5 -h (18 X 3) 


X ;^ioo = 38 9 3 


— X ^30= 9 3 


47 

12 

3 

278 

12 

3 

210 

0 

0 

^68 

12 



L0.S5 Cost Price of goods . 210 o o 

Total Profit ig. . . . ^68 12 3 

Reconciliation with total profit on completed transactions of £89 is- 

£ s, d. £ s. d. 

Profit as above ... 68 iz 3 

A dd instalments outstanding — 

B . . . . 50 o 0 

C . . . . 18 o o 


6B o o 

Less credited above as stock 

at cost . 47 IZ 3 


2079 


P? O O 

(4) As (3). 

Methods (3) and (4) are identical because the denominator, used in the 
calculation in (3) to reduce the outstanding goods to cost, of " Total instal- 
ments and deposits" is the same as that used in (4) of "Hire-purchase Price," 
as the latter must equal "Total instalments and deposits." 

£ s. d. £ s. d. 

(5) Deposits and instalments re- 

ceived as in (3) above . . 231 o o 

Add amounts outstanding — 

B . . . . 50 D o 

C . . . . 18 o 0 


68 o o 


Less 25 % Provision 

17 0 0 

51 

0 D 

Less Cost Price of goods 


282 

210 

D 0 

□ 0 

Total Profit I g. . 


£7^ 

0 0 


Profit as shown £'j‘i, plus the provision of £i'j, equals the profit on the whole 
completed transactions of ;^89. 
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Returns. Although of great importance in practice, this section 
Df the subject is relatively unimportant from the examination 
aspect, and the subjoined illustrations will suffice to enable the 
student to become familiar with the type of problem likely to be 
net with in the examination hall. 

Illustration. The balance due by hire purchaser at the date of 
default is £1,000. The goods are seized by the hire vendor, who 
agrees to allow the purchaser to pay £200 to close the account. 
The goods are revalued at £450. Subsequently, expenses are in- 
::urred thereon to the extent of £75 and the goods sold for cash £617. 
Show accounts in the hire vendor's books, employing the ordinary^ 
sale method. Ignore interest. 

jliRE Vendor’s Books — 

Dr. Hire Purchaser Cr. 


To Balance 

b/d 

£ 

1,04X1 


By Cash 

,, Hire Purchase Re- 
turns Account 


£ 

200 

Boo 

Hire Purchase Returns Cr. 

To Hire Purchaser . 


£ 

Boo 


By Relumed Hire Pur- 
chase Trading 
Account 

,, Loss on Returned 
Hire Purchase 
GoexIs Account 


£ 

450 

35 D 


Dr. Cash [ include ' i ) Cr. 




£ 




L 

lo Hire Purchaser . 


200 


By Expenses on Re- 



,, Sair of Retumr-d Hire 




turned Hire Pur- 



l^iirihasp Gooils 


_6i7_ 


chase Gwds. 


73 


Dr. 


Returned Hire Purchase Trading Account 


To Hire Purchase Returns 


£ 


By Sales (Cash) 

Account 


45 D 


,, Expenses . 

,, Profit and Loss on Sale 


73 



of Returned Hire 
Purchase Goods 
Account 


93 





£617 









Cr. 


£ 

617 


£6i7 


Dr. 


Loss on Returned Hire Purchase Goods 


Cr. 


To Hire Purchase Return! 
Account 


£ 

330 


Profit and Loss on Sale of 

Dr. Returned Hire Purchase Goods Cr 


By Returned Hire Pur- £ 

chase Trading 
Account 


9a 
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Ignoring interest, the vendor would in due course have received 
£1,000. His receipts are, however, £817, less £75 =£742, thus dis- 
" closing a net loss of £258, which is explained by — ^ 

(1) Loss on Returned Goods . . . 350 

(2) Less Profit on Resale ... 92 

Net Loss ...... ^258 

Illustration. On ist January, 19 . . , A agrees to acquire furnishings 
on the hire purchase system, agreeing to pay four half-yearly instal- 
ments of £400 each, commencing on 30th June, 19. .. Interest at 5 
.^er cent per annum on cash price of £i,5o5- 

On 30th September, 19. ., A defaulted and the hire vendor seized 
the property. It is agreed that A should pay the due proportion of 
his half-yearly instalment, £200, and £180 for depreciation of the 
furnishings. The returned goods are revalued at £600. 

The furnishings were resold on 15th November, ig. ., for £920 
after renovating expenses had been paid of £150 on 31st October. 

Show the accounts in the hire vendor's books, assuming that he 
passes hire purchase transactions through the books as sales. 

[The student should realize that the problem is one that is divisible 
into four main parts, viz. — 

(1) The hire purchase transaction and payments. 

(2) The return of the goods and adjustment of the balance of the 
Hire Purchaser's Account. 

(3) Loss arising from revaluation of the returned goods. 

(4) The subsequent sale of the returned goods after any necessary 
expenditure has been incurred.] 


Hire Vendor’s Books — 


Dr. 

A (Hire Purchaser) 

Cr. 


19. . 


£ *. d. 

19. . 


1 

1. 

d. 

Jan. 1 To Furnishings , 


1,305 0 D 

June 30 Dy Cash 


4D0 

D 

0 

June 30 ,, Interest at 



Sept.3D „ . ■ 


300 

0 

0 

p.a. on ^1,303 



„ ,, re Depre- 





for i year 


37 12 6 

elation . 


iBo 

0 

0 

Sept.30 „ Interest at 3% 

1 


„ Hire Purchase 





p.a. on £1,142 



Returns Ac- 





I2B. 6d. for 3 



count . 


776 

IB 

2 

months . 


14 3 B 








£1,336 iB z 



£1.536 

IB 

Dr. 

Hire Purchase Returns 

Cr. 


19.. 


£ 5. d. 

19.. 


£ 

I. 

d. 

Sept.3D To A . 


776 18 2 

Sept. 30 Dy Hire Purchase 








Returns Trad- 








ing Account . 


600 

0 

0 




„ Loss on Rb- 








turned Hire 








Purchase 








Goods Account 


176 

iB 

a 



£77618 2 



£776 

iB 

a 


I.e. £1,505 plus £37 I2S. 6 ( 1 ., less £400. 
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Dr. Hire Purchase Sales Cr. 








19. . 
Jan. 1 

By A . 


£ 

lldDS 

I. 

D 

d. 

0 

Dr. 



Cr, 








ig. . 



£ 

1 . 

d. 







June 30 

1 By A . 


37 

12 

6 







Sept 30 



14 

5 

B 

Dr. 


Cash {includes) 


Cr. 


19 . 



£ 

s. 

a. 

19. . 



£ 

1. 

d. 

June 30 

To A . 


400 

0 

0 

Oct. 31 

By Expenses on 





Sept.30 

II ■ 


200 

0 

0 


Returned 






II II ■ 


iBo 

0 

0 


Hire Purchase 





Ndv. 15 

,, Sale of Hire Pur- 






Goods . 


150 

0 

D 


chase Returns 


920 

0 

D 







Dr. 

Hire Purchase Returns Trading Account 

Cr. 


19. . 



£ 

9 . 

d. 

ig. . 



£ 

s. 

d. 

Sept.30 

To Hire Purchase 





Nov. 15 

By Cash 


920 

0 

0 


Returns Account 


600 

□ 

0 







Oct. 31 

,, Expenses . 


150 

D 

□ 







Nov. 15 

,, Profit on Resale. 


170 

0 

D 










£920 

0 

0 




£920 

0 

0 














Dr. Loss ON Returned Hire Purchase Goods Cr. 


Sept. 30 

To Hire Purchase 


£ 

5. 

d. 








Returns Account 


176 

IB 

2 








Profit and Loss on Sale of 

Dr. Returned Hire Purchase Goods Cr. 







1 

“ 1 

By Hire Purchase 


£ 

5. 







Returns Trad- 
ing Account 


I 7 U 

0 


The whole position may be summarized, showing the profit on 
the transaction, and for this purpose the goods will be taken as 
costing the hire vendor £i,ooo. 


Goods Cost 

Profit on Hire Purchase Sale . 
Loss on Return 

Profit on Re-sale 

Hire Purchase Interest . 

Net Profit .... 

Net Cash received per Cash Book 
Less Cost of Goods Sold 

Net Profit [as above] 


£1,000 


1 


d 

505 

0 

0 

176 

i 9 

2 

328 

I 

10 

170 

0 

D 

49B 

I 

ID 

51 

IB 

2 

^550 

0 

D 

ii 55 D 

0 

0 

I, ODD 

D 

0 

£550 

0 

0 
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POST-SALE SERVICES 

« Where the transaction carries an obligation on the part of the 
vendor or hire vendor to perform services subsequent to the 
transfer of the goods, e.g. to repair and maintain, it is obvious that 
the cost of such services will be "loaded" on to the price, so that 
the excess of the price of the goods carrying such an obligation over 
an ordinary transaction represents the advance payment by the 
consumer in respect of those future services. Experience must 
guide the vendor in estimating such loading, always bearing in 
mind competitive prices; but whatever be the loading, its appor- 
tionment is required, depending upon the duration of the service 
obligation. Where the duration is lengthy, a Suspense Account will 
be opened to cover all the separate years, against which will be 
debited the annual cost of effecting the agreed services. There are 
many services that may be fairly accurately computed, e.g. replace- 
ment of gas mantles, quarterly tuning of pianos, but generally the 
cost will tend to increase each year, so that the Suspense Account 
should have allocated to it a smaller percentage in the early years 
than in the later. 

The expenses actually incurred in performing the service will be 
debited (in the year in which they occur) to the appropriate Suspense 
Account. 

Except in fortuitous circumstances, such suspense accounts will 
never balance, that is, the allocation of the loading included in 
sale or hire purchase price will not be exactly equal to the service 
cost. Hence, there will either be a debit or a credit balance, repre- 
senting re.spectively a deficiency or a surplus on the loading. In 
other words, in the instance of a debit balance the service cost 
exceeds the amount credited to Suspense (included in sale price), 
whilst a credit balance shows that the service cost has been less 
than the amount credited to Suspense. 

Although it is prudent to write off the debit balance, yet if there 
have been credit balances arising in previous years and not credited 
to Profit and Loss Account, a debit balance may be set off against 
the credit balance in question, and, therefore, so long as a credit 
balance exists on the Suspense Accounts, any subsequent debit 
balance thereon may be written off against it ; any unabsorbed 
debit balance of Suspense Account being transferred to Trading or 
Profit and Loss Account. 

Where there is a debit balance on Suspense Account it theo- 
retically results from an incorrect estimate of service cost so that 
future prices may have to be adjusted accordingly (if competition 
will permit!). On the other hand the discrepancy may be purely 
accidental and/or temporary. If, for instance, the general price 
level has increased, the service costs will be incurred in terms of 
such enhanced level, so that a loss will be likely to arise as the sales 
Would normally have been based on the lower price levels ruling 
at the date of the Hire Purchase transaction. 
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Again, such ''deficiency” may be deliberate, and therefore may be 
considered as a selling expense — advertising, in fact — just in the 
same way as several chain stores run caf^s (charging comparatively 
low prices) at a loss ; but such a policy attracts customers who will 
probably look round the stores and make purchases. 

Illustration. Wireless, Ltd., manufactures a radio set for £12 and 
sells both outright and on hire purchase. The respective prices are 
£20 outright and £zy hire purchase — under the latter, payments to be 
made in four equal half-yearly instalments of £6 15s., the first being 
payable at the end of the half-year after sale. The company agrees 
to maintain all sets delivered for a period of two years free oi 
charge. From experience the cost of maintenance per set is esti- 
mated at £4 [£i los. incurred in the first year). Show entries, 
assuming — 

(1) The "pure” sales of sets are 120 per annum. 

(2) The hire purchase sales of sets are 300 per annum. 

(3) The actual cost of maintenance in the first year was £215. 

(4) The sales are uniformly maintained. 

The double entry involved is^ — 

(1) Debit Cash £20. Credit Sales £20. 

(2) Debit Hire Purchase Debtors £27. 

Credit Sales (for sale price) £20. 

Credit Interest Suspense £7. 

(3) Debit Sales £4. Credit Maintenance Suspense £4. 

(4) Debit Maintenance Suspense. Credit Cash (for actual cost). 

(5) The balance on the Maintenance Suspense Account will be 
written off — 

(a) If Debit- 

Debit Trading Account (or Reserve if a surplus arising in 
past years has been carried forward). 

Credit Maintenance Suspense Account. 

(6) If Credit — 

Debit Maintenance Suspense Account. 

Credit Reserve. 

Computations. It is necessary first to compute two loadings, viz. 
maintenance and interest. 

The loading for maintenance is contained in all sales. Cash or 
Hire Purchase, and is ^ X 100% = 20%; this must now be appor- 
tioned over the two separate years in the light of experience, which 
in the question is — 

ist year . £i 10 o i.e. ^ x 100% = 7J% 

2nd year . . 10 o i.e. — X ioo% = 12^% 


^ Thp! figures show the appropriate amounts for the sale of one set. 
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But as sales may be taken as being made at an average date of 
half-way through the financial year, the maintenance will accord- 
ingly be split and affect three financial periods, thus — 


ist year 
znd year 
3rd year 


% 


/o 

3t 


lx 7 i% 

I J X 7 i% = 3 } 

I * X I2i% = 61 = 10 
i X I2j% = 6t 


20 % 


This percentage applies to all the transactions based upon the 
^ pure ” sales figures, viz — 

Sets i i 

Pure Sale's ..... I20 X 20 = 2,400 

Hire Pui chase Sales . . . 300 x 20= 6,000 


^8,400 


riie loading for maintenance is therefore — 

L £ 

3 i% X 8,400 = 315 

10 % X 8 400 = B 40 

X 8.400 = 525 

20 % X / 8 , 40 o = ^i, 6 Bd 

Alternatively, the loading may be computed thus — 

£ s. d i s d i s. d £ 

1 st year maintenance per set ^ X i 10 o 15 o x 420 = 315 

znd year ,, ,, ^ X i lo o 15 o 

-fJx 2 ioo X 50 200 X 420 = 840 

3 ril year ,, , ^X 2 ioo 150 X 420 = 525 

[See page 513 ] ;^i,60o 

These figures now form the basis of the entry to the credit of 
Maintenance Suspense Account, leaving the Hire Purchase Interest 
Suspense on hire purchase sales to be dealt with. 

In both instances the loading for maintenance being segregated, 
attention must now be given to the loading of ^7 for interest on 
the hire purchase transactions. The net selling price for cash 
without maintenance is fib per set, but the interest should be 
calculated upon the amount of £20, not £1^, because, as compared 
with the cash purchasers who pay the £4 at once for maintenance 
the hire purchasers are paying in instalments, hence the £4 must 
be regarded in the light of a loan. The vendors are obviously 
deprived of the immediate sum of £4 per set when they permit it 
to be paid over in instalments. 

Therefore the sum of £27 is paid in instalments as against £20 
at once, so that the interest is £7 per set. 
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Assuming the sales (on hire purchase) to take place at the com< 
mencement of the year, the interest would be — 



i 

.r. d 

£ ^ 

Year i 

(approx.) iyr 2 

12 ID 



iyr. 2 

III 



— 


4 14 

Year 2 

(approx) Jyr I 

9 7 



4 yr 

15 8 



253 

Total . . ;^7 D □ 


Averaging these on the basis of sales at an average date of half 
way through the period, the interest is — 




£ 


d 

£ ^ d 

£ 

5 

d 

Year i . 

i X 

4 

14 

9 


Z 

7 

4 

Year 2. 

* X 

4 

M 

9 

275 





4 X 

2 

5 

3 

127 










3 

10 

0 

Year 3 . 

4 X 

2 

5 

3 


I 

z 

8 


Total ;^7 D □ 


Total interest, therefore, is 300 x £7 = £2,100, apportioned as 
follows— lad I 


Year i . ^ 

— X 2,100 = 

710 

7 0 

0 


v 3 10 

Year 2. 

0 

X 2,100 = 

1,050 

7 0 

D 


I 2 

8 


Year 3. 

— X 2,100 = 

34° 

7 D 

0 


[See page 513] 

^z,ioo 


Alternatively, calculated in terin^ of sets delivered under hire 
purchase agreements — 

£ ^ d i 

Year l. 300 X z 7 4 = 710 

Year 2 3dd X 3 id d = 

Year 3. 300 X i z 8= 340 


£z,ioo 


Calculation — 
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Alternative calculation — 

Where Ihe calculation is baaed upon £16 (instead of £30), the proportiona are as below. (TlM 
.^iderencB between this and the preceding method Is negligible.) 



Bal- 

ance 


In- 

terest 

Total 

Instal- 

ment 

Bal- 

ance 


£ 

5. 

d. 


£ 

5. 

d. 

£ 

s. 

d. 

£ 

j. 

d. 

£ 

s. 

d. 

Year i— 4 year 

i6 

O 

0 


2 

12 

5 

itt 

12 

5 

5 

15 

o 

12 

17 

5 

4 year 

12 

17 

5 


2 

1 

ID 

14 

19 

3 

5 

*5 

D 

9 

4 

3 

Year 3—4 year 

9 

4 

3 


1 

9 

10 

ID 

14 

1 

5 

15 

0 

4 

*9 

1 

4 >Bar 

4 

19 

I 



15 

11 

5 

15 

D 

5 

15 

□ 









£7 

o 

o 










k 


















The full entries may now be shown — 

Journal 

L s. 

Cash ...... Dr. 2. 400 D 

To Sales .... 

Being sales outright of 120 Radio sets. 

Hire Purchase Debtors . . Dr. B,ido d 

To Sales .... 

,, Interest Suspense — 

Year i 

2 

M 3 

Being deliveries under hire purchase 
agreements and interest allocations, 
in respect of 300 Radio Sets. 

Sales ...... Dr . i,6Bd o 

To Maintenance Suspense — 

Year i 

M 2 

Being proportion of estimated mainten- 
ance chargeab le in the relevant years. 

The cost of maintenance in the first year of £215 will be debited 
against the item of £315, leaving a balance of £100, which will be 
credited to Reserve. 

HIRE PURCHASER'S BOOKS 

The vajious methods of recording hire purchase transactions in 
the books of the hire vendor having been separately explained in 
the earlier pages of this chapter, the methods of recording such 
transactions in the books of the hire purchaser will now be dealt with. 

Separation has been effected in order to preclude any possibility 
of confusion arising in the mind of the student, and so that the 
comparatively simple entries required in the books of the hire pur- 
chaser may be readily grasped. 

There are, of course, more methods of record than it is found 
expedient to set out here, and of them three of the more important 
are explainedjon the next page — 


d. i d. 
o 

2,400 o o 


6,000 o 0 

710 □ o 

1,050 o o 
340 0 O 


315 o o 

840 O D 

525 0 o 
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(1) (a) Debit the asset with the cash value and credit the Hire 
Vendor fas if it were an outright purchase). 

(6) Debit Interest and credit Hire Vendor for Interest at due dates. 

(c) Debit Hire Vendor and credit Cash with each payment. 

(2) Similarly as (i), except the Hire Vendor is credited with the 
total of instalments, i.e. cash price and interest, in which case the 
amount representing interest will be debited to Interest Suspense 
Account. No further credits will be then given to Hire Vendor as 
he has already been credited with the inclusive figure. The Interest 
Suspense Accoimt will be credited with the proportion of interest 
allocable to the year in question, this being debited to Intere^ 
Account; the cash payment to the Hire Vendor is debited to his 
account and credited to Cash in the ordinary way, as i (c) above. 

(3) No entry is made until the pa5anent to the Hire Vendor is made, 
whereupon such sum is allocated between the cost of the asset and 
interest, the respective proportions being respectively debited to 
Asset and Interest, the Hire Vendor being credited with the amount 
of instalment due. 

The question of Depreciation will be dealt with on page 516. 

Illustration. B buys Machinery on the hire purchase system from 
A — cash price, £1,000 — agreeing to pay for it in two half-yearly 
instalments with interest at 5 per cent per annum (the interest to 
be paid each half-year in addition to the amount due on the 
machinery). 

Method I. The entries in the Hire Purchaser's books for the above 
illustration will be — 


Dr. A Cr. 


Halt 
Year i 

Tu Cash. 

,, Dalance 

c/d 

£ 

525 

5 DO 

□ 

□ 

d. 

D 

D 

Hall 
Year i 

By Marhinery 
,, Half year’s 
Interest on 
£i,dod at 5% 
per annum 


£ 

l.DOD 

25 

j. 

□ 

0 

0 D 

Half 



£1.023 

D 

0 

Half 
Year z 



£1.025 

0 

□ 

Year a 

To Cash 


512 

ID 

D 

By Balance . 

,, Half year’s 
Interest on 
£500 at 5% 
per annum 

b/d 

500 

la 

0 

10 

□ 

D 




£513 

ID 

0 




£312 

10 

0 














Dr. Machinery Cr. 


Half 



£ 

s. d. 




1 


Year i 

To A . 


1,000 

D D 




1 



Where the Hire Purchaser pays equal instalments to cover principal 
and interest, the account of the Hire Vendor, in the Hire Purchaser's 
books, will be reverse of that appearing in the books of the former. 

Illustration. Assuming the facts used in the illustration on page 482 
(second illustration), the entries in the books of the Hire Purchaser 
relative to the Hire Vendor will be — 
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Dr. 

'Half 
-Year i 


Half 
Vcar 2 


Cf. 


Td Cash. 

,, Balance 


To Cash . 


c/d 


1 

1 . 

d. 

Half 



£ 

J. 

d. 

3IB 

16 

6 

Year i 

Dy Machinery 


1,000 

0 

D 

506 

3 

6 


,, Half year’s 








Interest on 

£1,000 at 3% 
per annum . 


33 

0 

D 

£1,025 

0 

0 

Half 
Year a 



£1,025 

0 

D 

518 

x6 

7 

By Balance . 

b/d 

506 

3 

6 





„ Half year's 







Interest on 









£506 38. 6d. 
at 5% per 









a/iDum . 


12 

13 

1 

£518 

16 

7 




£518 

16 

7 












See also page 4.B3 for entries in Hire Vendor's Books, 


Method 2 


Dr. Machinery Cr. 


Half 



£ 

s. 

d. 






Year X 

To Hire Veudor 


1,000 

0 

0 







Dr. Interest Suspense Cr. 


Half 



£ 

s. 

d 

Half 



£ 

I. 

d. 

Year i 

To Hire Vendor 


37 

10 

0 

Year 1 

By Profit and Loss 











Account 


*5 

D 

0 








„ Balance . 

D/d 

12 

10 

D 

Half 

V ear 2 



£37 

ID 

0 

Half 
Year 2 



£37 

Xo 

D 

To Balance 

b/d 

12 

lo 

0 

By Profit and Loss 











Account 


X 2 

ID 

0 














Dr. Hire Vendor Cr. 


Half 


1 

£ 

1 i.l d.\ 

HaU 



£ 

1. 

d. 

Year x 

Half 
Year 2 

To Cash. 

,, Balance 

c/d 

535 

513 

£1,037 

0 

ID 

10 

0 

0 

D 

Year 1 

Half 

By Sunririts . 


1.037 

£1,037 

ID 

ID 

0 

0 

To Cash. 


5II| 

10 

0 

Year 2 

By Balance . . 

b/d 

5x3 

XO 

0 


Method 3 — 


Dr. Machinery Cr. 


Half 



1 £ 


r. 

d. 

Half 



1 £ 


5. 

d. 

Year x 

To Hire Vendor 


500 

0 

0 

Year i 

By Balance . 

c/d 

300 

0 

0 

Half 







Half 







Year 2 

To Balance 

b/d 

300 

D 

0 

Year 2 

By Balance . 

c/d 

1,000 

0 

0 


„ Hire Vendor 


500 

D 

0 











£i,ood 

D 

0 




£1,000 

D 

D 

Year 3 

To Balance 

b/d 

1,000 

D 

□ 







Dr. 



Interest 




Cr. 





£ 

S. 

d. 





£ 

5 . 

T 

Half 






Half 







Year i 

To Vendor 


25 

0 

0 

Year 1 

By Profit and 

Loss 












Account 



35 

0 

□ 

Half 






Hall 







Year 2 

To Vendor 


12 

XO 

0 

Year a 

By Profit and 

Loss 












Account 



12 

ID 

o 
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Dr. Hire Vendor Cr. 


Half 
Year 1 

To Cash 


£ 

525 

s. 

0 

d. 

D 

Half 
Year 1 

By Machinery . 

,, Interest 


£ 

500 

25 

J. 

D 

D 

□ 

D 




£525 

0 

D 




£525 

0 

D 

Hall 
Year z 

Td Cash . 


512 

ID 

0 

Half 
Year z 

By Machinery 
„ Interest 


5 DO 

12 

D 

ID 

0 

D 




£512 

ID 

0 




£512 

ID 

D 














The above would appear in the Balance Sheet — 


Assets 

Method I — 

Half Year i. Machinery 

Less H,P. Creditor 

Half Year 2. Machinery 

Method 2 — 

Half Year I. Machinery 

Less H P. Creditor 
Less Interest un- 
accrued. 


Half Year 2. Machinery 
Method 3 — 

Half Year i. Machinery 
Half Year 2. Machinery 


£ 

5 . 

d. 

£ 


d. 

£ 




1,000 

D 

0 





500 

D 

0 






— 

— 

500 







1,000 




1,000 

0 

0 


512 

10 

0 





12 

ID 

0 






— 

— 

500 

D 

D 






— 

— 

500 







I,DDO 







500 







1,000 


s.\ d 


0 0 

D D 


D □ 
□ D 


O O 
O □ 


Depreciation. The depreciation to be written off must be cal 
culated on the cash value of the asset, that is to say, its full value, 
but the student must bear in mind that the cash value in method 3 
is not arrived at until the end of the period. The entries recording 
the depreciation are the usual ones, viz. — 

Debit Depreciation. Credit Asset. 

In method 3, however, it is advisable to keep a Depreciation 
Account quite separate from the Asset Account. Further, it must 
be noted that neither the Interest Account nor the Hire Vendor's 
Account will be affected by the depreciation entries. 

Illustration. In the above illustration the rate of depreciation is 
to be taken at 10 per cent on the decreasing balance each half year. 
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Methods (i) and (2) — 

, Dr. Machinery Cr. 


Half 
Year i 

To Hire Vendor 


£ 

l,Ooo 

HaH 
Year i 

By Depreciation . 

,, Balance . 

c/d 

1 £ 
lOO 

900 

Hall 
Year a 



/fi.ooo 

Half 
Year 2 



£1.000 

To Balance 

b/d 

900 

By Depreciation . 

,, Balance . 

c/d 

90 

Bid 

Half 
Year 3 



£900 




£900 

To Balance . 

b/d 

Bid 






Method (3) — 

Dr. Machinery Cr. 


Half 
Year i 

To Hire Vendor 


£ 

500 

Half 
Year i 

By Depreciation . 

„ Balance . 

c/d 

£ 

ZDO 

400 




£500 

Half 



£500 

xiaii 
Year a 

To Balance . 

„ Hire Vendor 

b/d 

88 

Year 2 

By Depreciation . 

,, Balance . 

c/d 

90 

Bid 

1 

Half 
Year 3 



£900 




£900 

To Balance 

b/d 

Bid 






Alternatively — 

Dr. Machinery Cr. 


Half 
Year z 
Half 
Year a 

To Hire Vendor 


£ 

500 

Hall 
Year i 
Half 
Year a 

By Balance . 

c/d 

£ 

500 

To Balance 
,, Hire Vendor 

b/d 

500 

5 w> 

By Balance . 

c/d 

1,000 

ILilf 
Year 3 



£1,000 




£i,ddo 

To Balance 

b/d 

1,000 




1 

Dr. 


Depreciation 



Cr. 

“H^n~ 

Year 1 

Hall 
Year 2 

To Balance 

c/d 

£ 

100 

Half 
Year 1 

Half 
Year a 

By Profit and Loss 
Account 


£ 

IDO 

To Balance 

c/d 

190 

By Balance . 

„ Profit and Loss 
Account 

b/d 

zoo 

90 




£*90 

Half 
Year 3 



£190 





By Balance . 

b/d 

190 


The alternative merely shows depreciation as a separate Provision 
instead of by way of deduction from the asset. 

The Balance Sheet would appear as shown in the previous illus- 
tration, with the additional deduction of depreciation, e.g. 






5i8 


ACCOUNTANCY 


Method (3) — 


A sstis 

i 

1 

Half Year i. Machinery 

5DD 


Less Depreciation . 

lOD 

400 

Half Year 2 . Machinery 

9OD 


Less Depreciation . 

9 ° 

810 


Illustration. A delivers machinery on the hire purchase system 
for £2,500 to be paid as follows: on delivery, £400; at the end of 
the first year, £600 ; second year, £400 ; third year, £1,100 ; interest, 
included in the £2,300, being charged on the cash value at 10 per 
cent per annum. Show entries in the books of the hire purchaser, 
the latter writing off Depreciation at the rate of 5 per cent per 
annum on the diminishing balance system. 


Hire Purchaser's Books — 

Dr. Machinery Cr. 





1 

r. 

d. 




1 

r. 

d. 

Year i 

To Hire Vendor 


3,103 

9 

7 

Year i 

By Depreciation . 
,, Balance . 


IDS 

3 

6 








c/d 

*,997 

7 

* 




£2,102 

9 

7 




£2,102 

9 

7 

Year 3 

To Balance 

b/d 

1.997 

7 

I 

Year a 

By Depreciation 
,, Balance . 


99 

17 

4 







c/d 

*,897 

9 

9 




£1.997 

7 

I 




£1.997 

7 

1 

Year 3 

To Balance 

b/d 

1,897 

9 

9 

Year 3 

By Depreciation 
,, Balance . 


94 


6 







c/d 

X,Bd2 

12 

5 




£1,897 

9 

9 




£1.897 

9 

9 

Year 4 

To Balance 

b/d 

I,Bo2 

12 

3 







Dr. 



Hire Vendor 



Cr. 





£ 

1 . 

d. 




£ 

1 . 

d. 

Vear 1 

To Cash [beginning) 


4DO 

D 

0 

Year 1 

By Machinery 


2,102 

9 

7 


„ Cash (endj 


600 

0 

0 


,, Interest . 


170 

S 

0 


,, Balance 

c/d 

1,273 

14 

7 


(10% on 
£i, 7 d 2 95. 7d.)^ 








£2.273 

14 

7 




£2,272 

14 

7 

Vear 2 

To Cash. 


400 

D 

0 

Year 2 

By Balance . 

b/d 

1,272 

14 

7 


,, Balance 

rVd 

1,000 

D 

D 


,, Interest . 

127 

5 

3 








(10% on 
£x,37a 14*. 7^ )‘ 








£1,400 

□ 

D 




£1,400 

D 

□ 

Year 3 

To Cash. 


1,100 

D 

0 

Year 3 

By Balance . 

b/d 

1,000 

0 

□ 








,, Interest . 

XOD 

D 

D 








(iD% on 
£x,ooo) ^ 








£1,100 

D 

D 




£l,lDfJ 

D 

□ 














^ The interest calcula,tions are explained on the next page. 
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The interest is calculated as follows — 

I s. d. I 5 . d. 

3rd year. . ^ X 1,100 o o =» loo o o 

znd year. . X 1,400 0 o = 127 5 5 

ist year. . ^ X 1,872 14 7 = 170 5 o 

The hire purchaser will show the asset in the Balance Sheet (as 
if he had actually bought it), less depreciation, less the amount still 
owing to the hire vendor on hire purchase, e.g. in the second year — 

£ s. d. £ j. d. 

Machinery on Hire Purchase — 

Balance . . 1,997 7 ^ 

Less Depreciation at 5% p.a. 99 17 4 


1,897 9 9 

Less Hire Vendor . . i.ooo o o 

B97 9 9 

Method 3. The entries are shown in Journal form, as the exam- 
iners usually ask for Journal entries in this particular type of 
problem. Narratives are ignored. 


J OURNAL 




L 

s. 

d. 

i 

s. 

d. 

Year i 

Machinery , . *Dr. 

400 

0 

□ 




(commence- 

To Hire Vendor 




400 

0 

0 

ment) 








Year i 

Machinery . . .*Dr. 

429 

15 

0 




(end) 

Interest .... Dr. 

170 

5 

0 





To Hire Vendor 




600 

0 

D 

Year i 

Profit and Loss Account . Dr. 

105 

2 

6 




(end) 

To Machinery — Deprecia- 








tion .... 




105 

2 

6 

Year 2 

Machinery . . .*Dr. 

272 

14 

7 




(end) 

Interest .... Dr. 

127 

5 

5 





To Hire Vendor 




400 

0 

0 

Vear 2 

Profit and Loss Account . Dr. 

99 

17 

4 




(end) 

To Machinery — Deprecia- 








tion ..... 




99 

17 

4 

Year 3 

Machinery . *Dr. 

I,DDO 

D 

0 




(end) 

Interest .... Dr. 

IDD 

0 

0 





To Hire Vendor 




1,100 

0 

0 

Year 3 

Profit and Loss Account . Dr. 

94 

17 

6 




(end) 

T 0 Machin ery — Deprecia- 








tion ..... 




94 

17 

6 


Notes — 

(1) The Hire Vendor's Account will be debited in the usual way with the 
cash paid. 

(2) If the entries are to be made as "Cash” entries, i.e. without the employ- 
ment of the personal account of the Hire Vendor, the word Cash will take 
the place of Hire Vendor. 

(3) The depreciation may be written off the account each year, or credited 
to a Depreciation Account, and at the end of the third year transferred to 
Machinery Account. 

(4) * The total of the debits to Machinery Account is £'^,102. 9s. 7d., as 
shown in the account on page 318. 
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General Illustration. On ist January, 1953, A acquires on hire 
purchase from B, machinery valued at £ 12,000 payable in three 
yearly instalments of ;f4,ooo, plus interest at 6 per cent per annum. 
Only one instalment was paid, and B arranged immediately the 
second instalment had become due to take back machinery, which 
cost £8,000, allowing £4,500 therefor, providing that A paid all the 
interest due to that date on the full amount owing. 

A had written off depreciation at 10 per cent per annum on the 
diminishing balance. Show the Machinery Account and B's Account 
in the books of A. 


Dr. Machinbry Cr. 


1951 

Jon. I 

To B . 


£ 

12,000 

1953 

Dec. 31 

By Depreciation 
„ Balance 

c/d 

£ 

1,200 

Xo,Boo 




£12,000 




£12,000 

1954 
Jbh. 1 

To Balance. 

b/d 

io,Boo 

1951 

Dec. 31 

By Depreciation^ 

„ D 

,, Profit and Loss 
Airount — 

Loss 

,, Balance 

c/d 

x,dBd 

4,300 

X, 9 Bo 

3 . 34 D 




£xo,Hoo 




£id,Boo 

1955 
Jui. 1 

To Balance. 

b/d 

3.340 





Dr. 



] 

B 



Cr. 

1953 

Dec. 31 

To Balance. 

c/d 

£ 

12,720 

I 9'53 
Jan. X 
Dec. 31 

By Machinery . 

,, Interest at 6% per 
annum on £i2,doo 
for Year 


£ 

12,000 

720 




£12,720 




£i 2 , 72 D 

1954 

Jan. 1 
Dec. 31 

To Cash 
,, Balance. 

c/d 

4,720 

B, 4 Bo 

1954 

Jan. I 
Dec. 31 

By Balance 
,, Interest at 6 % per 
annum on £B,doo 
for Year 

b/d 

12,720 

4B0 




£13,200 




£13.200 


To Cash (Interest) 

,, Machinery 
,, Balance. 

c/d 

4B0 

4.500 

3.500 


By Balance 

b/d 

B, 4 Bd 




£B, 4 Bd 




£8.480 





193s 

Jan. 1 

By Balance 

b/d 

3 , 5 oo 


Diminishing balance method employed. 
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The amount to be written off from the Machinery Account may 
be found as follows — 



Machinery 

Retained 

Machineir 

Returned 

Total 


£ 

£ 

£ 

Cost Price ....... 

4,000 

8,000 

12,000 

Less 1st year’s Depreciation — 10% 

400 

8do 

1,200 


3,600 

7,200 

10,800 

Less znd year's Depreciation — 10% 

360 

720 

I,d8o 

^ Less Allowance ..... 

Balance = Loss ..... 

£ 3.240 

6,480 

4.500 

;^Ii 98 d 

£9.7^0 


The cost of the machinery retained has been paid for together 
with the interest to date, and so if the machinery were taken back 
at the original price of £8,000, the account would be clear; but 
only £4,500 is allowed on its return by the vendor B, and thus his 
account stands in credit for the sum of £3,500. 

As the machinery retained is paid for, and there is still £3,500 
due to B, it is necessary to reconcile this with the loss of £1,980 
on the returned machinery written off from the Machinery 
Account. The £3,500 is made up thus — 

I 

Depreciation — ist year . . . 8do 

2nd yeax . 720 

Loss on Machinery returned . . . 1,980 


Thus, apart from the machinery retained, the Hire Purchaser owes 
B £3,500, of which £1,520 represents normal depreciation and £1,980 
loss. The latter sum is equal to £6,480, less £4,500 allowed by B, 
as shown above. 


EXAMINATION PROBLEM 

Renters, Ltd., entered into a hire purchase agreement with Owners, Ltd., 
ior the purchase of idd wagons over a period of three years from ist January, 
^953. by half-yearly instalments of ;^738 7s. lod., payable on 30th June, and 
31st December each year, the cash price being /40 per wagon and the rate of 
interest at 6 per cent per annum w'ith half-yearly rests. 

On ist January, 1954, after paying two instalments, Renters, Ltd., trans- 
ferred their rights in the agreement to Assignees, Ltd., for a consideration of 
;^i,odd. Assignees, Ltd., paid this sum to Renters, Ltd., on ist January, 1954, 
and the next instalment to Owners, Ltd., on the due date. 

Show in the form of Journal Entries how the transaction should appear in 
the books of Assignees, Ltd., up to 30th June, 1954, when their financial year 
ended, writing off depreciation at the rate of id per cent per annum. 

[Institute of Chattered Accountants Final.) 
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1954 


£ 

5. 

d. 

£ 

s. 

d. 

Jan. 1 

Wagons ..... Dr. 

3.744 

13 

3 





To Renters, Ltd. .... 




1,000 

0 

0 


,, Owners, Ltd. .... 




2.744 

13 

3 


Being the taking over of loo Wagons on 
hire purchase as per agreement. 







June 30 

Interest ..... Dr. 

82 

6 

ID 




To Owners, Ltd. .... 




82 

6 

ID 


Being Interest on ;f2,744 13s. 3d. at 6 per 
cent per annum for six months to date, 
under hire purchase agreemert. 








Owners, Ltd. .... Dr. 

738 

7 

ID 





To Cash ...... 



738 

7 

ID 


Being payment of instalment per agree- 
ment 








Depreciation .... Dr. 

To Wagons ..... 

Being Depreciation at 10 per cent per 
annum on ;^3.744 13s. 3d. for six months 
to date. 

1S7 

4 

8 

1 87 

4 

8 


The BalaacB due to Owners, Ltd., on ist January, 1954, is computed as 
follows — 



£ 

s. 

d. 

Cash Value of Wagons, ist January, 1953 

4,000 

D 

0 

Interest, six months to 30th June, 1953. 

120 

0 

0 


4,120 

0 

0 

Less Instalment paid . . . . . 

• 73i 

7 

10 


3.381 

12 

2 

Interest, six months to 31st December, 1953 . 

lol 

8 

II 


3.4B3 

I 

I 

Less Instalment paid . . . . . 

73S 

7 

10 

Balance, 31st December, 1953 . . . . 

■ ;^2.744 

13 

3 


General Illustration. On ist January, 19 . . , Gatley Garages, Ltd., 
acquired a new petrol pump on hire purchase from the Victoria Oil 
Company, which agreed to supply the hire purchasers with petrol at 
IS. 6d. a gallon, 3d. of which was to be credited to the suppliers in 
part payment of the pump and interest at 5 per cent per annum on 
outstanding balances of purchase price of the pump at the end of 
each quarter. The cash price of the pump was £100. 

Petrol purchased from the Victoria Oil Company in the four 
quarters ended 31st December, 19. was 2,000, 2,400, 4,000, and 
1,600 gallons. 

Depreciation at the rate of 10 per cent per annum is to be written 
off the Pump. 

Show (l) the Journal entries in respect of the quarter ended 30th 
September, 19. . ; (2) Ledger Accounts for the four quarters ended 
31st December, 19 . . , in the books of Gatley Garages, Ltd. ; and 
(3) a statement of the apportionments of the invoice charges. 
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(I) 
19- ■ 

Sept. 30 


Journal 


Petrol Purchases .... Dr. 

Petrol Pump ..... Dr. 

Interest ...... Dr. 

To Victoria Oil Company . 

Being purchase of 3,824 gallons of petrol 
at IS. 6d. a gallon, 3d. a gallon of which 
is apportioned to final instalment on pump 
plus interest on ^47 4s. id. at 5% per 
annum for three months to date; together 
with purchase of 176 gallons of petrol at 
IS. 3d. a gallon.^ 


£ 

5. 

d. 

£ 

s. 

250 

0 

0 



47 

4 

I 




II 

1 

II 

297 

16 


{2) Ledger Accounts — 

Dr. Petrol Purchases Cr. 


ig. . 



1 

s. 

d. 

19.. 



£ 

j. 

d. 

Mar. 31 

To Victoria Oil Cam- 





Dec. 31 

By Trading and 





panv 

[z,nDD gallons at is. 3d.] 
„ do. do. 


125 

0 

0 


Profit and Loss 
Account . 


625 

D 

□ 


June 3D 


15 ° 

0 

0 







[2,400 gallons at is. 3d.] 











Sept. 3D 

,, do. do. 


250 

0 

0 







[4, ODD galluu.<; at IS. 3d.] 











Dlt. 31 

„ do. do. 

[i,6oo galluus at is. 3d.] 


XDO 

0 

0 










£625 

0 

0 




£623 

0 

0 






1 








Dr. Petrol Pump Cf. 


19. . 



£ 

5. 

d. 

19.. 



£ 

s. 

d 

Mar. 31 

To Victoria Oil Co. 


23 

15 

0 

Dec. 31 

By Trading and 





JUIIE 30 

,, du. do. 


29 

0 

11 


l^nfit and Loss 





Si“pt.3n 

,, do. do. 


47 

4 

I 


Account — 
Dciireciation du 
jfioo at 10% 
per annum 


10 

D 

0 








,, Balance 

c/d 

90 

0 

□ 




£ido 

D 

D 




£100 

0 

0 

ig. . 












Jaij. 1 

To BaLance 

b/d 


0 

0 








Dr. Interest Cr 


19. . 



£ 

5 . 

dA 

ig. . 



£ 

i. 

d. 

Mar. 31 

To Victoria Oil Company 


1 

5 

0 

Dec. 31 

By Trading and Profit 





[Interest on £ido at 5% 
per annum lor 3 months.] 






and Loss Aceount 


2 

16 

0 


June 30 

„ do. do. 



19 

I 








[Interest on £76 5s. at 5% 
per annum for 3 months.] 











SDpt.30 

„ do. do. 



11 

XI 








[Interest on £47 4s. id- at 












5% per annum lor 3 
mouths.] 


£2 

i5 

D 




£^ 

16 

0 



1 

— 

— 

— 








‘ Actually the latter item (176 gallons) would be passed through the Pur- 
chases Account in the ordinary way, as no further loading is necessary. If 
this were done the Journal entries on 30th September, 19. ., would be — 


J OURNAL 




£ 


d. 

£ 

J. 

d. 

Petrol Purchases 

. Dr. 

239 

□ 

0 




Petrol Pump .... 

. Dr. 

47 

4 

I 




Interest ..... 

. Dr. 


1 1 

II 




To Victoria Oil Company 





286 

16 

0 
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(3) The invoices will be apportioned thus — 


Quarter 

Invoice 

Total 


Petrol 

Purchases 

Pump 

Purcbas< 

Interest 

iB - . 


£ 

d. 

£ 5. d. 

£ *■ 

d. £ f. J. 

March 31. 

2,Doo gallons at is. 6d. 

130 □ 

□ 

123 D D 

23 15 

o (a) 1 50 

Jane 30. 

2,400 gallons at 15 . Ikl. 

iBo 0 

0 

150 D D 

29 D 

11 lb) 19 1 

Sept. 3D. 

3,824 gallons at is. 6d. 

2B6 16 

0 

23B 0 D 

47 4 

1 (O' 11 11 


176 gallons at is. 3d. 

11 □ 

D 

11 0 0 



Deo. 31. 

i,6to gallons at is. 3d. 

loo D 

0 

loo □ □ 





£727 16 

□ 

£625 D □ 

^lOO D 

D £2 16 a 


(а) Interest on ;^idd at 5 per cent per annum for three months. 

(б) Interest on 5s. at 5 per cent per annum for three months [;£idd less 

Z23 15s.]- 

(c) Interest on 4s. id. at 5 per cent per annum for three months [£76 5s. 
less os. ild.]. 

The information required is presented in the same order as stated 
in the question, but the apportionment table should first be con- 
structed from which to write up the accounts. 

SALE FOR DEFERRED PAYMENT BY INSTALMENTS 

Hire Purchase and Purchase by instalments, although outwardly 
similar transactions as they both involve periodical payments to the 
vendor, are fundamentally different, the former being a transaction 
of hire with ultimate sale, the latter of immediate sale in which the 
price, instead of being paid in one sum, is spread over a period, 
interest being charged. In a deferred payment sale the vendor has 
no legal right to reclaim the goods upon default, his only remedy 
being to sue for the unpaid balance. It is therefore of great import- 
ance to make adequate provision against bad debts. 

Summary of Difference between Hire Purchase and 
Purchase by Instalments 

H.P. P.I. 

Nature of Contract Agreement of Hiring. Agreement of Sale. 

Governing Act . Hire Purchcise Act, None. 

Passing of Title . As agreed, usually on last When parties agree as 

payment or final nom- with usual sale, 
inal consideration. 

Rights of Deliveree As laid down in Hire Pur- Unless seller defaults, 

chase Act, 1938 ; briefly, goods not returnable 

may return goods with- and deliveree liable for 

out further payment, price agreed, or reason- 

except for accrued in- able price if not agreed, 

stalmcnts. 

Rights of Seller . May recover goods if Can sue for price if buyer 
hirer is in default. in default. 

Rights of Disposal Hirer cannot hire out, sell. May dispose, and give 

pledge nor assign en- good title to bona fide 

titling transferee to re- purchaser, 

tain as against Hire Seller. 

^ The interest is actually iis. lod., but as this would involve calculating a 
fraction of a gallon, the charge of iis. ild. would be made and an allowance 
made for the penny " overcharge." 

* See footnote on nextjpage. 
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Entries in the Vendor's Books 

Subject to the different legal position, the entries are similar to 
those for ordinary sales ; the cash value of the goods is credited to 
Sales Account and debited to the Personal Account of the purchaser. 
Interest at the agreed amount is credited to Interest Account and 
debited to the account of the purchaser as each instalment is paid ; 
alternatively, as in the case of hire purchase transactions, a com- 
posite sum representing interest plus cash value may be debited to 
the account of the purchaser, who agrees to pay in equal instalments. 
In the Balance Sheet the balance of the Purchaser's Account is 
shown as a debtor for the amount owing. The entries are thus 
'similar to those effected where hire purchase transactions are re- 
corded as sales and interest charged; the entries in the books of 
the purchaser are also similar. 


Also restricted by the Hire Purchase and Credit Sale Agreements (Control) 
Order 1952 as amended, requiring for certain classes of goods a minimum 
deposit and a maximum instalment period. 



CHAPTER XXI 

INCOME TAX IN RELATION TO ACCOUNTS 


Taxation is a branch of accounting work which is of such impor- 
tance and scope that it is not possible in a work of accountancy to 
deal with it on adequate lines. It is, however, of importance to the 
student to understand the book-keeping entries relating to Income 
Tax and Profits Tax — many examination candidates have great 
difficulty in dealing with the purely accounting entries, even where 
the computed liability is given in the question. For intricate and 
detailed tax problems reference should be made to one of the many 
excellent works on taxation, but in order to assist in the under- 
standing of the subject, a very broad and general outline of the 
main principles is given below. 

Income Tax. Income Tax is an annual tax levied on the statutory 
income for the tax year (6th April to 5th April following). Statutory 
income is very rarely the actual income for the year, but is the 
income computed under the various Income Tax rules. The tax is 
levied [a) by assessment on income and profits according to classi- 
fication under the Schedules listed below, and (6) by deduction 
from certain payments, e.g. loan interest, annuities, chief rents, etc., 
the person making the deduction having to account for the tax to 
the Inland Revenue. 


The Schedules. 


Schedule 

A 

B 

C 

D 

Case I 
z 
3 


6 


£ 


Tax on 

Ownership of property 

Occupation of land and farm buildings 
Certain income arising from pubhc funds 
Annual profits or gains of 
(a) Trade or business in U.K. 

(&) Profession or vocation in U.K. 
Untaxed dividends and interest 

Certain foreign income 
Income not classified elsewhere 


Levied on the 
Occupier (in most 
cases) 

Occupier 
Paying agent 

( Person making the 
profits or receiv- 
ing the income, if 
resident in U.K. 
wherever the in- 
come arises ; if 
non-resident, on 
income arising in 
U.K. 


Income from employments, pensions, 
offices 


and Recipient (through 
the system of 
P.A.Y.E.) 


Basis of Assessment. The assessment is on the current year s 
income or profit computed in accordance with the tax rules, except 
for Schedule D, Cases 1-5, where for general convenience the assess- 
ment is based upon the preceding year, with various exceptions for 
the " early*' years of the source of income, e.g. when the business is 

:iz6 
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set up, and the "late'" years, i.e. the year of cessation and the year 
prior thereto (penultimate year). 

Collection of Tax. The tax year is from 6th April to the 5th April 
following and tax is due under Sch. A on the ist January in the tax 
year, under Sch. B in two instalments on the ist January in the tax 
year and on the ist July following. Tax under Sch. C is collected 
through the medium of the paying agent, usually the Bank of Eng- 
land. Tax under Sch. D is due, in the case of a trade, etc., in two 
instalments, on the ist January in the tax year and on the 1st July 
following; in other cases on the ist January. Tax under Sch. E is 
collected from employees by employers under the system of P.A.Y.E. 
in all cases, however, tax is due from a limited company in one 
amount on the ist January in the tax year. 

Thus Sch. D (Case I) tax for the year 1953-54 is payable by an 
individual (or partnership) in two instalments, one on the ist 
January, 1954, and the other on the 1st July, 1954, but in the case 
of a limited company the whole tax would be payable on the 
ist January, 1954. 

Payment of Tax. When tax is paid, the book-keeping entries are — 
Debit Income Tax Credit Bank 

If it is preferred to enter the tax liability immediately on its 
ascertainment, the entries are — 

Debit Income Tax Credit Commissioners of Inland Rev- 

enue 

and, on subsequent payment — 

Debit Commissioners of Inland Revenue Credit Bank 

In the problems of ordinary accounting (excluding those questions 
comprising purely income tax matters), a knowledge of income tax 
is required in dealing with (i) annuities, loan interest, mortgage 
interest, patent royalties, etc; (2) rents; (3) dividends and interest 
received ; (4) income tax in the accounts of limited companies ; and 
(5) partnerships. 

(i) Annuities, etc. The Inland Revenue authorities, in order to 
facilitate the collection of tax, cause the payer of annuities and the 
like to deduct tax and account for it direct. This is simply part 
of the machinery of tax collection, the payer having to pay an 
increased assessment caused by the adding back to the profits 
of the particular pa5mient, so that the true burden of the payer is 
unaffected. 

Illustration. X has a gross profit of £2,000 from which he deducts 
general expenses £250, and loan interest of £100 which he has paid 
less tax of £45. Show how these items would be dealt with in the 
books of X, ignoring personal allowances. 

The book-keeping entries are — 

(1) Debit Loan Interest Account with the gross figure of Loan 
Interest (Credit Lender). 

(2) Debit Lender with income tax (Credit Income Tax Account). 

(3) Debit Lender with cash (Credit Cash Account). 
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The Accounts would be thus — 

Dr. Loan Tntbrest Cr. 


To Lendor 


£ 

XDO 


By Profit and Loss Account 


£ 

IPO 









Dr. Lendkr Cr. 


To lucpine Tax 
„ Cash .... 


£ 

45 

55 


By Loan Interest 


i 

XPD 



£100 













Dr. Income Tax Cr. 



To Commlsslpners of Inland 
Revenue . 


£ 

7 B 7 * 


By Lender 
,, Capital Account . 


£ 

45 

742 * 




£787* 














Dr. Profit and Loss Account Cr. 



The adjusted profits for Income Tax purposes will be jf 1,650 + 
£100 = £1,750, making a tax liability at 9s. in the £ of £787 ids. 
But, when paying the Loan Interest X deducted tax of £45, making 
the true burden of tax £787 los. — £45 = £742 los. (as shown by 
the Income Tax Account), which is 9s. in the £ on his net profit of 

^1.650. 

If at the end of the accounting period the interest remained 
unpaid, entry (3) would be postponed until the subsequent period 
when payment was made. 

The personal account of the Lender may be dispensed with, thb 
entries being made direct to Interest Account as follows — 

Debit Loa,n Interest (Gross) Credit Income Tax 

Credit Cash 

or Debit Loan Interest (Net Payment) Credit Cash 

Debit Loan Interest (Income Tax) Credit Income Tax 

If this is done, the following will take the place of the first three 
accounts in the above illustration — 

Dr. Loan Interest Cr. 


To Cash .... 
„ Income Tax 


£ 

55 

45 


By Profit and Loss Account 


£ 

100 







£xdd 
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Dr, Income Tax (indudBa) Cr. 

By Loan Interest ^5 

If at the end of the accounting period the interest was unpaid, 
the item of £55 shown as Cash paid in the Loan Interest Account 
would not appear, and would be brought down as an accrual 
(by debiting the account “above the line" and crediting “below 
the line") and shown as a liability in the Balance Sheet. 

It happens frequently in examination papers that provision has 
to be made for a half year's liability for interest. This often causes 
confusion in the mind of the candidate. If the personal account is 
being used, the double entry will be — 

Debit Loan Interest (Gross : ^ year) Credit Income Tax (for Tax) 

Credit Personal Account (for net 
liability, which will be shown in 
the Balance Sheet). 

If there is no personal account, the accrual should be brought 
down in the Interest Account, as described in the preceding 
paragraph. 

The important points to remember are — 

(1) The liability must be shown either in the personal account or 
, as an accrual in the loan Interest Account, and 

(2) There will be a credit to Income Tax Account in respect of 
the income tax deductible (apart from exceptional circumstances), 
because the assessment (causing the debit to Income Tax Account) 
IS based upon the adjusted profits after adding back the loan interest, 
the tax deductible from such interest being in effect a reduction of 
the inflated liability. 

At the end of the year the Loan Interest Account will be closed 
off to Profit and Loss Account and will represent the gross, not 
net Interest. 

Illustration. In the accounts of L appears £110 net Loan Interest 
for the half year to 30th June, 1953, paid on that date. L's account- 
ing period ends on 31st December, 1953, and provision is to be 
made for the half year's accrual of Loan Interest. Show Ledger 
Accounts, assuming no personal accounts opened and taking tax at 
gs. in the £. 

Dr. Loan Interest Cr. 

. >953 

June 3D Td Cash 

,, Income Tax 

31 II Interest Accrued c/d 
„ Income Tax 


£ 

no 

1953 

Dec. 31 

By Proht and Loss A/c . 


i 

400 

90 

no 





90 









£400 


1954 
Jan. 1 

By Balance 

b/d 

no 
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ic (includes) Cr. 

1953 £ 

June 30 By Loan Interest 90 

Dec. 31 ,, Loan Interest 90 

(2) Rents. Where property is let to a tenant, the Inland Revenue 
authorities assess the Schedule A Tax upon the occupier (subject to 
certain exceptions). If the occupier has recently bought the property, 
such a fact does not concern the authorities, as the former must 
ensure for himself that the tax in respect of a period prior to his 
ownership is credited or paid to him by the vendor. 

The payment of tax by the tenant is in reality a part payment oj 
RENT since he recoups himself from the next rent(s), and although 
it is paid in the form of income tax it is (subject to an exception 
mentioned on page 531) as much in reality rent as if the landlord 
paid his own Schedule A tax and the tenant paid his rent in full in 
the usual way. 

The book-keeping entries are — 

(i) Debit Rent. Credit Landlord (with full rent). 

(z) Debit Landlord. Credit Cash (when Sch. A tax is paid) 

or Credit Inland Revenue (with tax pro- 
vision). 

(3) Debit Landlord. Credit Cash (on payment of amount 

due to Landlord resulting from (i) 
and (2) ). 

Or, if personal accounts are dispensed with — 

4) Debit Rent (with tax paid). Credit Cash. 

(If merely accrued, bring down balance on Rent Account as a liability due 
to Inland Revenue). 

(5) Debit Rent (with payments Credit Cash after deducting (4). 
to Landlord). 

(If merely accrued, bring down balance on Rent Account as a liability due 
to Landlord). 

Illustration. X occupies premises, the net annual value ^ of 
which is £ 200 . Rents are £240 per annum paid on the usual quarter 
days. The Demand Note for tax (£200 at, say, gs.) is paid by the 
tenant and recouped from the next rents. Show Rent Account in the 
books of the tenant, assuming no personal accounts kept. 

Dr. Rent Cr. 

ig.. 

Jan. 1 To InromeTaz, Sch. A . (a) 

Mar. 2j ,, Rent lor quarter, lesi 
luconiB tax . 

June 24 „ Rent for quarter less 

balance oi Income 
Tax . . (a) 

Sept. 29 „ ,, „ 

Doc. 23 „ „ 


^ Net annual value is based on gross annual value, less the Statutory 
Repairs allowance. Net Annual Value (N.A.V.) is the income from property 
on which tax is assessed under Schedule A. 

* There would be the usual provision for the accrued and accruing rent if 
the accounting period ended on any other date than the quarter day. 
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(a) It will be noted that in effect the tenant pays his March and June rents 
in two parts: (i) to the Inland Revenue; (2) to the landlord, less his pay- 
%ient to the Inland Revenue. 

Having paid tax, is used to discharge the March quarter's rent, 
leaving £30 to be deducted from the June quarter's rent. 

An extremely important qualification to the tenant s right of 
recoupment of the whole income tax paid arises when the tenant 
occupies premises at a comparatively low rent, because the recoup- 
ment is restricted to income tax on the rent paid if lower than the 
net annual value. Put another way: the tenant is permitted to 
deduct tax from his next payments of rent on the lower of two figures, 
\iz. net annual value or rent. 

Reverting to the preceding illustration, the tenant's rent is higher 
than the net annual value, so that he is able to deduct tax only on the 
latter figure, which leaves him with no burden other than rent, as 
the tax paid is fully deducted from the next payments to the land- 
lord, but supposing the rents were £160 per annum, the position is 
as follows: the tax is paid on the net annual value, viz. £zoo at 95., 
£go, but the tenant may recoup himself only to the extent of £160 
(rent being the lower figure) at 9s., ^{72, thus leaving him with a 
tax burden of which represents tax at 9s. on the benefit of £40. 
As the net annual value represents (in theory at all events) the fair 
letting value of the property, and the tenant obtains the enjoyment 
of premises at a rental less than the fair value, it is but just that he 
^should suffer the tax on the differential advantage so obtained: 
whilst it would be manifestly imjust to throw the incidence of it 
upon the landlord. The latter will bear tax on the rents only where 
less than the net annual value. 

The above mentioned is tax, not rent, and so must be added 
back to the profits for the purpose of computing income tax liability, 
but the tenant will eliminate from his profits the amount of £40 
as he has paid tax on this sum. In other words, by having suffered 
tax of £18 he has virtually put himself into the position of being 
able to maintain that his rent is the equivalent of £200 and not £160. 

Illustration. Using the above facts, show the Rent Account of 
the tenant. 

Dr. Rent Cr 

1^. 

Tan. I To Income Tax, Sch A . 

Mar. 25 ,, Rent lor quarter £40 

less Income Tax on 
£160 at gs. £72 

June 24 „ Rent lor quarter £40 

balance of In- 
come Tax 
Sept. 29 ,, „ „ 

*5 >• •• ,, 


y The tenant pays £90 (£200 at 9s.) but recoups £72 (£160 at 95.). 
Alternatively, the items for tax may be debited to Income Tax 
Account (i.e. £90) and the recoupable portion thereof (i.e. £72) 
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transferred therefrom to the debit of Rent Account, leaving the^, 
unrecoupable balance (i.e. ;fi8) in the debit of Income Tax Account 
thus — 

Dr. Rent Cr. 


Jan. 1 

Iftf. >5 

June 24 

Sept. 29 
Dec. 23 


To Income Tax Account : 
Tax recoupable £i6d 
at 9s. . 

,, Rent for quarter £40 
Less Income Tax 40 


£ 

72 

nil 

19.. 
Dec. 25 

By Profit and Loai 
Account 

,, Rent for quarter £40 
Less Balance of 
Income Tax . 32 


B 



II II II 

PI II II 


40 

40 





£x6o 






(3a) Dividends and Interest Received net, i.e. after deduction 
of tax at source. Wliere loan interest is paid it has been seen that 
the payer must account to the Inland Revenue for the tax deducted 
by him from the payment. This is so even if the borrower is not liable 
for income tax. On the other hand, dividend and loan interest will 
be received "net/' that is, after the deduction of the income tax by 
the payer, so that such income must be deleted from the profits of 
a business for income tax purposes, as the tax has already been 
suffered. The amount to be deleted is that actually appearing in 
the accounts analogous to the adding back of loan interest paid (as 
was seen on page 528). If the income has been " grossed up " there 
will be a corresponding debit for income tax on the Profit and Loss 
Account which will have to be added back, so that the gross dividend 
will be deleted and the income tax on it added back, giving the same 
result as if the amount had been entered in the accounts at the net 
figure. In the case of an individual, owing to personal allowances, 
the recipient of the net dividend and interest may obtain total repay- 
ment or relief according to circumstances; but this does not affect 
the treatment of the dividend and interest in the accounts for the 
purposes of income tax computation on the business profits. 

The book-keeping entries are — 

Debit Cash (with net amount re-\ 

DebUIncome Tax (with tax Dividends Received (gross) 

ducted) / 

Alternatively — 

Debit Ca^h (with net amount re- Credit Dividends Received (net) 
ceived) 

Debit Income Tax (with tax de- Credit Dividends Received (net) 
ducted) 
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The entries for Interest received after deduction of tax will be 
^ similar to the above. Where personal accounts are used, the entries 
will be reverse to those given on page 527. 

It should be noted that (as with pa3anents made after deduction 
of tax) the correct figure to bring into the accounts is the gross 
amount of the dividend or interest and not the net amount actually 
received. 


Illustration. A has a gross profit of £2,000 from which is deducted 
£250 general expenses, and to which is added £55 “net" dividend 
after the deduction of income tax at 9s. in the £. Show how 
»these items would be dealt with in A's books, ignoring personal 
allowances. 


Dr. 


Income Tax 


Cr. 





£ 

I. 

d. 




£ 

I. 

d. 


To Commissioners of 






Dy Capital Account 


832 

10 

D 


Inland Revenue 


7B7 

10 

0 








,p Tax deducted from 












Dividends . 


45 

0 

0 











ID 

0 




£833 

ID 

II 




— 

— 






= 

= 

Dr. 


Dividends 

Received 

Cr. 





£ 

s. 

d. 




£ 

J. 

1 . 


To Profit and Loss Ac- 






By Cash 


55 

0 

0 


count. 


lOO 

D 

0 


,, Income Tax 


45 

0 

0 




£100 

0 

0 




£xki 

D 

0 












— 


Dr. Commissioners of Inland Revenue Cr. 










£ 

s. 

d. 







By Income Tax 


7B7 

10 

a 


Dr. Profit and Loss Account Cr. 


To Gmeral Expenses 
,, Net Profit 


£ 

350 

1,850 


By Gross Profit 
„ Dividends 


£ 

3,000 

100 



£3,100 




£3,100 









The adjusted profits for Income Tax purposes will be £1,850 less 
£100 = £1,750, making a tax liability at gs. in the £ of £787 los. 
A has, however, already suffered tax of £45 deducted from his 
dividends, so that his true tax burden is £832 los. (as shown by the 
Income Tax Account) which is equal to 9s. in the £ on his net 
profit of £1,850. 

(36) Dividends and Interest Received Gross (Case III, Schedule D). 

Dividends are receivable gross in the following cases — 
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(1) On certain Government securities, e.g. 3J per cent Wax Loan. 

(2) On all Government securities on the Post Office Register. 

(3) On Government securities on the Bank of England Register, 
provided that the annual interest does not exceed £5. 

(4) Companies under the Industrial and Provident Societies Acts. 

(5) Bank interest. 

The matter is simply adjusted by deletion from the adjusted 
profits of the business and tax paid on the basis of the income 
up to the 5th April preceding the year of assessment, although in 
the case of bank interest received the year to the 31st Decembeis 
preceding is taken as the assessable period; so that, where the 
accounting period is not coincident with the tax year, the figure 
deleted from the accounts may not correspond with the amount 
assessed, as in the first case the deletion may be in respect of interest 
for the year to (say) 31st October, whilst the assessment will be based 
upon the income to the 5th April, but over a period the same total 
assessment will generally result. 

The book-keeping entries are — 

Debit Cash Credit Dividends or Interest Received (with amount 
received) 

Since there will be an assessment under Sch. D, Case III in 
respect of the income, the necessary provision should be made by 
debiting Income Tax Account and crediting Commissioners of 
Inland Revenue, or by debiting Income Tax Account "above the 
line" and crediting "below the line." When the tax is paid, Income 
Tax (or Commissioners) will be debited and Cash credited. 

It may here be noted that a "tax free" or " free of tax" dividend 
is not the same as a dividend received gross. It is merely an alterna- 
tive expression for a net dividend. Thus, a dividend of £110 "free 
of tax" is the same, taking tax at 9s. in the £, as a gross dividend 
of £200 less tax £90. Such dividends must, therefore, be grossed up 
and treated in the manner described in section (3a). 

Illustration Write up the undermentioned transactions of A — 
1950 

Jan. I. Payment of Schedule A Tax on £^2 for 1933-54 (in respect oi 
premises occupied by him as tenant). 

3. Payment of ist instalment of Case 1 Schedule D tax, liability for 

1953-54 is £480. 

5. Received Interest on per cent Consols (Post Office Register) of £2. 

Mar. I. Paid T^an Interest of £iod less tax. 

10. Received year’s Dividend of £40 less tax. 

25. Paid half year's rent to date £24. 

Apr. 5. Received Interest on 2J per cent Consols of £2. 

Provide for Tax as on 5th April, assuming liability of taxpayer at 
say 93. in £. 

Work to the nearest £. 
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Dr. Cash Book Cr. 


1954 



£ 

1954 



£ 

Jan. 5 

To Interest and Dividend 



Jan. 1 

By Rent Account ; 




Account: one quar- 




Sch. A Tax 


34 


ter's interest on 



3 

,, Commissioners ol In- 




2^ per cent Consols 




land Revenue Case I 




(Gross) . 


2 


Sch.D. Tax 1953-54 



Mar. 10 

,, Interest and Dividend 




Tst instalment 4 x 




Account, dividend on 




^480 


240 


shares . £40 



Mar. 1 

„ Loan Interest ,£lcxi 




Less tax. iB 




Less tax 45 




— 


23 




55 

Apr. 3 

,, Interest and Dividend 



*3 

,, Rent for half-year 




Account: one quar- 




to date . £24 




ter’s interest on 




Less tax at 9s. 




2i per cent Consols 




on £48 . 22 


2 


(Gross) . 


2 


— 




Dr. Rent 


1954 



£ 

1954 

Jan. I 

To Income Tax £52 at 9s. 


24 

Mar. 25 

Mar. 25 

,, Hall-year’s rent £24 





Less tax 22 


2 



— 



Apr. 5 




£26 



By Income Tax Account : 
tax uurrc Dupable £4 
at 9s. ^ . 

,, Profit and Loss 
Account 


Cr. 

£ 

2 

u 

£^6 


Dr. Interest and Dividend Cr. 


*954 
Mar. 1 

To Cash: Loan Interest 
to date . £xdo 

Less tax 45 

,, Income Tax Account 


£ 

55 

45 

1954 

Jan. 5 

Mar. xo 

Apr. 5 

By Cash' 2^ per cent Con- 
sols quarter’s Interest 
,, Cash : Dividend on 
shares • £40 

Less tax 18 

,, Income Tax Account. 
,, Cash. 2^ percent Lon- 
solb quarter’s interest 
,, Profit and Loss 
Account 


1 ^ 

1 a 

23 

iB 

a 

56 

£100 

£100 



Dr. 


Income 

Tax 



Cr. 

1954 



£ 

1954 



£ 

Jan. 3 

To Cash — Case I, Sch.D. 



Mar. j 

By Loan Interest . 


45 


jgSi 54 1st instal- 




„ Drawings Account 


457 


ment 


240 





Mar. 10 

,, Dividend on shares . 


iB 






,, Rent Account . 


2 





Apr. 5 

,, Balance 2nd Instal- 








ment of Case I 








Sch. D iij 53-'54 

c/d 

24D 






'Balance. Case III 








Sch.D 1953-54 

c/d 

2 








£502 




£502 





Apr. 6 

By Balance: Case I Sch. D. 

b/d 

240 






,, Balance: Case III Sch 








D. . - . 

b/d 

2 


^ A is entitled to deduct tax on £48 (not £52), leaving A with a liability of 
at 9s. = £i 16s. (£2 to the nearest £) ; the above transfer leaves his Rent 
Account with £24 for the half-year, which is the due rent. 

* Assumed that the income on the 2^ per cent Consols was first received 
on 5th January, 1954, tax thereon being £4. at 9s. in the £ = £1 i6s. {£2 to 
the nearest £). 

iB — (B.30B3) 
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(4) Limited Company Income Tax. The assessment will be based 
upon the profits of the company adjusted for income tax purposes, 
and provision for the charge will be brought into the books by 
debiting Profit and Loss (or Appropriation) Account and crediting 
Income Tax Account, the latter account being debited and Cash 
being credited on payment. The Income Tax Account will also 
be debited or credited, as the case may be, in respect of dividends 
and interest received net and annual charges paid after deduc- 
tion of tax, so that these items are shown gross in the accounts as 
already described in this chapter. After adequate provision has 
been made (as will be described later), the Income Tax Account 
will be closed off to the Profit and Loss Account or Appropriation 
Account, since in law income tax is an appropriation of profits. 

When dividends are paid by the company, income tax must be 
deducted therefrom at the standard rate, but the amounts so paid 
out do not in any way (considerations of Profits Tax being ignored) 
affect the tax payable by the company. Logically it might seem 
that the procedure in reverse to that outlined for dividends received 
should be followed for dividends paid, except that the ultimate 
transfer of the latter would be to Profit and Loss Appropriation 
Account. It is the established practice, however, to bring dividends 
payable into the accounts only to the extent of the net amount, 
ignoring the tax thereon, so that the book-keeping entries wiU be — 

Debit Dividend Payable (net) Credit Cash or Provision for Dividend 

Payable 

An illustration of taxation in the books of a limited company will 
be found on pape *54^. Dividends are dealt with in greater detail 
in Chapter XXIII. 

(5) Partnership Accounts. Owing to the existence of private 
income, abatements and personal allowances, there will usually be 
no uniformity of incidence of liability of partners to tax, so that 
the firm’s liability must be apportioned between the partners (from 
which will be deducted the appropriate personal allowances), and the 
final amount due from each partner charged to his Current or 
Drawings Account. Hence, although partners may be "equal’' 
the incidence of tax will normally be unequal. 

The allocation of liability between partners is dealt with in the 
following manner — 

(1) The firm’s profits are adjusted in the usual way (adding back 
partners’ salaries and interest on capitals, and eUminating interest on 
drawings, taxed dividends and income assessable elsewhere (e.g. 
Case III, Schedule D). From the adjusted profits will be deducted 
the capital allowances for Plant and Machinery (if any). 

(2) Having arrived at the final figure, it is necessary to apportion 
it as between the partners in the ratio in which profits are shared 
in the Current Fiscal Year, it being quite immaterial what the 
constitution of the partnership was when the profits (as adjusted) 
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brought into the assessment were earned. The assessment is the 
liability not for the last year, but the current year.^ The present 
partners must bear the present burden, however it is computed. 

(3) The earned income and other allowances are deducted from 
each partner's share of assessment as determined in (2). 

Thus, the two important rules are — 

(i) Ascertain the adjusted profits of the firm, ignoring the question 
of the personnel of the firm. 

(z) Apportion adjusted profits as above ascertained in the manner 
in which profits and losses are shared in the current fiscal year. 

It may be noted that a change in the constitution of the partner- 
ship will be treated for taxation purposes as a discontinuance of the 
old, and a commencement of a new business except where there is a 
continuing partner and all the old and new partners (or their legal 
representatives) apply within twelve months of the change for 
assessment in the ordinary way as a continuing business.^ The 
former will entail an adjustment of the old firm's profits down to the 
change as a closed business, involving a readjustment of the 
penultimate year's assessment should the profits for that year be 
higher than the assessment already made. The alternative methods, 
however, do not affect the rule as to the apportionment of the liability. 

Where assessment as a continuing business is applied for, i.e. on 
the profits of the preceding period, the adjusted profits will be split 
if the change has occurred at any date other than the 6th April of 
the year of assessment, the two parts being respectively the old and 
the new firm liability. For instance, if a change took place on the 
5th October, 1953, the proportion of the adjusted profits brought 
into liability for the year 1953-54 (based on the preceding period's 
accounts) will be one-half, that is, from 6th April, 1953, to 5th 
October, 1953, to the old firm and the remaining half, that is, from 
6th October, 1953, fo the 5th April, 1954, to the new firm, each part 
being allocated in the manner of sharing profits (including interest 
on capital and partnership salaries) in the respective periods. 

The above rule applies to all income of the firm, including taxed 
income. Although the latter will be excluded from the computation 
for assessment, the gross amount of the shares of dividends and 
interest must be included in the income tax returns of the partners 
for the purposes of ascertaining their statutory incomes. 

PROVISION FOR PARTNERS' INCOME TAX 

At the end of the accounting period, provision should be made 
for the estimated liability for tax by debiting each Partner’s Current 
A^ccount with his share of liability and crediting Income Tax 

^ Although in normal circumstances (early and closing years are excep- 
tions) based on the profits of the preceding year. 

* Prior to 1953-54, the reverse applied (S. ig, Finance Act, 1953). Con- 
tinuing partners may carry forward unrelieved shares of losses in ''discon- 
tinued" business. 
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Account, the latter being debited and cash credited upon payment. 
Any difference between the amount provided for and actually paid 
in respect of each partner should be transferred back to eaclP 
Partner's Current Account. 

In many cases no provision is made at all for the partners' income 
tax, so that the appropriate entries will be made only upon pay- 
ment by debiting each Partner's Current or Drawings Account 
and crediting cash. In any case, no provision is required as regards 
income which has already suffered tax. 

Illustration. X and Y commenced business on 1 st January, 1953. 
having equal capitals of £4,000 and sharing profits equally. ^ 

X is married with two children under 16, Y being single. PartneiS' 
have no other income. Ignore X's Family Allowance and National 
Insurance. 

They wish to provide for income tax. The charges indicated are 
paid quarterly on 31st March, 30th June, 30th September, and 31st 
December. 

Show Partners' Current Accounts, Income Tax Account (with 
computation for 1952-53 and 1953-54) and Loan Interest Account 
for the year ended 31st December, 1953. 

The Profit and Loss Account is as follows — 

Profit and Loss Account for the Year Ended 

Dr. 31ST December, 1953 Cr. 


To General Expenses 
(allowable) 

,, Kent and Rates . 

,, Patent Royalties 
,, Interest on Loan . 

,, Interest on Capital 
,, Net Profit . 


£ 

3,220 

650 

20D 

3OD 

400 

2 . 70 D 


By Gross Profit 

b/d 

£ 

7 , 47 d 



£ 7,470 




£7.470 









Dr. Profit and Loss Adjustment Account for Income Tax Cr. 



To Balance, being adjusted 
profits . 


£ 

3,6do 


By Net Profit as per 
Accounts. 

„ Interest onCapltal 
,, Interest on Loan . 

„ Patent Royalties . 


2,700 

40D 

300 

200 




£3.600 




£3,600 


Firm assessments are — ^ 

1952-53 Actual profits (as adjusted) ^^2 ^ £3,6 do = 900 

* 1953-54 First year's profits (as adjusted) ■« 3,6od 

^ If the actual profits for 1953-54 were less than the assessment, upon proper 
application being made to the Inland Revenue, the assessment would be 
reduced to the actual profits of that fiscal year. 
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Allocation of liability is as follows — 


Assessment^ 

Less annual charges — 
Royalties . zoo 
Loan interest . 300 


Famed inrome allowance* 
Pers nil'll allowince* 
itiild dllDWance* 

Taxable incomes 


fax payable- 
At reduce! 
At gs 


H6 

210 

170 


^i25atgs Od £59 1 ^ 

Total tax payable, 1952 53 

X 
Y 

Charges 


1952-53 

1953-54 


X 


Y 

X 



Y 

£ 


£ 

£ 



£ 

450 


450 ] 

t.Soo 



1,800 

63 


62 

250 



250 

387 


388 

1.550 



1.550 


86 

344 


344 





210 


120 



4C6 . 

— 

206 170 

724 

— 


464 

ml 


£182 

£826 



£1 0B6 

s d 

£ 

id £ -s 

d 

£ 


d 

- - (102) 

22 

11 □ (400) 102 10 

D ( 4 C>o) ID 2 

ID 

□ 

- - 

- 

(42O) lyi 14 

0 (686) 3d8 14 

D 

^ 

£22_ 

II 0 £2^ 4 

D 

£ 4 ” 

4 

D 

account for tax on charges 





d 


;^5D0 at 9s 

£225 




£ s 

d 


£ 


d 




Total tax pay- 







able, 1953 54 





- - 

- 

X 

294 

4 

0 


22 II 

0 

Y 

4II 

4 

0 


59 7 

6 

Charges 

225 

0 

D 


£81 18 

fi 



8 

0 



Dr Income Tax Cr 




£ 

s 

d 




£ 

r 

d 

Id Provision 

c/d 





By Royalties (£'jo it gs 6d 





1 19^2 53 Assessment 


Bi 

18 

6 


£150 at 9S ) 


91 

5 

o 

1953 54 


697 

16 

0 


, Loan IntLrcst (£75 at gs 





(proportion to 3i5t 





6d £2Z'5 at gs ) 


13B 

17 

6 

' Dll 1 c X £930 8s ) 






Current Accounts — 











X 


’220 

13 

D 







Y 


’330 

19 

□ 

1 


£779 

14 

6 




£77j_ 

^4 

6 

I 






By Provision 

b/d 

_ 779 

ill 

5 


^ As Interest on Capitals are equal there is no need to show separately 

* /5dd per annum, /125 for three months only, i e ist January, 1953, to 
31st March, 1953 IS the appropriate charge for i95z-53 

■ The allowance is two ninths of the earned income less charges (max ;^45o) 

* Personal allowance 15 /zio for married man, 20 for single man or woman 
“ Children's allowance (subject to certain conditions) is ;£85 for each chdd 

■ Rates of tax on first ^loo of taxable income, next ;^i5o next ^150 and 
balance are 1952-53 — 3s 5s bd , 7s fid , and gs fid , 1953-54 — fid , 
5 s 7s , and 9s 

’ The transfer to Current Accounts is in respect of tax for the year ended 
31st December, 1953, 1 e 1952-53 (3 months) and 1953-54 (9 months) , thus — 
£ * d i s i £ * d 

220 13 o— - - — hlX Z94 4 ° 

33d ig □ — 22 II o + i X 411 4 ° 




D e 


I 


y 5.^ 

pn' 
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Cf. 


Dr. Loan Interest 


To Cash 
,, IncDmaTiz 


€ 

163 

13b 

1. 

z 

17 



By Profit and Loai Arcount 


i 

300 

t. 

0 



jf3oo 

0 

0 
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PROVISION FOR TAX IN LIMITED COMPANY ACCOUNTS 

The whole of the Income Tax liability of a Limited Company is 
Awe for payment on 1st January of each fiscal year, e.g. the liability 
for 1952-53 is payable on ist January, 1953. 

A Limited Company making up its accounts must make due pro- 
vision for tax liability. This matter is extremely simple as like most 
other adjustments it is merely a question of what is accrued, accru- 
ing, or prepaid. If a company makes its accounts up to 30th 
November, there will be accruing eight months of the current fiscal 
year tax (which will be based upon the preceding year’s accounts 
in the normal course) : hence, if the assessment for the year is £600, 
the provision required is X £600 = £400. If the date were 31st 
December, there would be required nine months’ provision, and so 
on; but as the whole of the tax for the year ended 5th April is 
payable on ist January, it is possible that where the company’s 
accounting period ends between 1st January and 5th April, there 
may have been a prepayment, e.g, if the company's liability for 

1952- 53 is £1,000, which is paid on 1 st January, 1953, the accounting 
period ending zBth February, 1953, there is a prepayment of 
ONE month, as the liability has been discharged to 5th April, 

1953 - 

In this way the minimum "legal" provision for taxation is made, 
but such treatment takes no account of the balance of tax for the 
current fiscal year, nor of the assessment in the next fiscal year which 
in normal circumstances, will be based on the current year’s profits 
(i.e. on preceding year basis). The profits of the next period may, 
therefore, have to bear a charge for taxation quite out of proportion 
to their size. For this reason it is now the recognized practice to 
base the charge for income tax in the accounts on the profits shown 
in those accounts. Thus, not only is the minimum ’Tegal" liability 
covered but also the liability legally due in the succeeding year 
based upon current profits. 

In the Balance Sheet, the amounts provided for taxation should 
be clearly and separately stated. The outstanding liability for 
the current fiscal year will be included with current liabilities ; the 
amount set aside for the estimated future liability in the fiscal year 
commencing after the date of the Balance Sheet (based on current 
profits) will be shown separately as a Reserve. 

It should be noted that this extended provision only applies where 
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the assessment is based on the income or profits of the preceding 
year. Provision will be made in the normal way for tax assessed or 
current year’s income, e.g. Sch. A. 

The attention of the student is directed to the Recommendations 
of the Institute of Chartered Accountants on the treatment of 
taxation in accounts, and also to Chapter XXIII for the require- 
ments of the Companies Act, 1948, in this respect. 

Profits Tax. The detailed rules, although based on those relating 
to Income Tax, differ considerably from them. The assessment 
is based on profits of the current accounting year and tax is payable 
within one month of the date of assessment. Provision must be 
made in the accounts for the Profits Tax liability of the current year 
and the amount will appear in the Balance Sheet under Current 
Liabilities. A separate Profits Tax Account may be opened in the 
books if desired, or the entries may be made, along with those 
relating to Income Tax, in the Taxation Account. Where possible 
the charge for Profits Tax should be shown separately from that for 
Income Tax in the Profit and Loss Account. Similar considerations 
apply, mutatis mutandis, in respect of the Excess Profits Levy. 

Tax Reserve Certificates. These certificates are issued for £2^ or 
multiples of that sum by the Treasury to enable taxpayers to set 
aside funds for the payment of future taxation. They may be used 
for the pa3mrient of Income Tax (except Sch. C tax, tax charged under “ 
Sect. 1 8 8, Income Tax Act, 1952, and Sch. E tax), Sur-tax, Profits 
Tax, Excess Profits Levy, or Land Tax deemed due not less than 
two months from the date of the certificate. To the extent so used 
they bear interest at the rate of ij per cent per annum^ free of tax, 
for a maximum period of two years from the date of issue. If the 
certificates are repaid in cash, no interest is allowed. The following 
points are important in regard to their treatment in the books — 

(i) Tax Reserve Certificates are assets and should therefore 
appear in a separate account and not in the Taxation Account. 
In the Balance Sheet they should be shown as a separate item in 
Current Assets. The double-entry in relation thereto will be — 

Debit Tax Reserve Certificates Credit Cash (on purchase) 

Debit Incnme Tax Credit Tax Reserve Certificates (on 

surrender in payment of Income Tax) 
Debit Cash Credit Tax Reserve Certificates (on 

repayment in cash) 

(z) The interest allowed on the certificates should be treated as 
such and therefore brought ultimately to the credit of Profit and 
Loss Account, the debit being either to cash, if actually received, or 

^ Certificates of the Second Series issued up to July, 1952, bear interest at 
the rate of three-quarters of i per cent per annum. 
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to Income Tax Account, if used for the payment of tax. It is regarded 
as the better practice not to take credit in the accounts for accrued 
Vterest unless the certificates have been surrendered before the 
signing of the Balance Sheet. 


Excess Profits Tax Post-war Refunds. Until the passing of the 
Finance Act, 1953, the payment of such refunds was subject to their 
being used to develop or re-equip a specified trade or business and 
no part thereof could be directly or indirectly distributed in any 
way to the shareholders, partners or proprietors. As far as the 
Recounts were concerned, it was the practice for the refund to appear 
on the “liabilities'" side of the Balance Sheet, shown and maintained 
separately, as a Capital Reserve. Sect. 32 of the Finance Act, 1953, 
releases taxpayers from existing undertakings given in order to 
obtain refunds and provides for future refunds to be paid without 
further undertakings. For balance sheet purposes, therefore, it is 
recommended that, except in special circumstances, the E.P.T. 
Post-war Refund Reserve or Suspense Account should no lunger be 
shown as a separate item, but be merged in the other reserves 
(capital or revenue, according to whether it is regarded as available 
for distribution). 


Illustration. The Trial Balance of New Delight Ltd. at 31st 
December, 1953, contained the following — 


Interim Dividend paid .... 

Debenture Interest to 31st December, 1953 (net) 
Provision for Taxation at ist January, 1953 . 
Investment Income (net) .... 

Income Tax paid — 

Schedule D — Case l, 1952-53 — 

Cash ....... 

Tax Reserve Certificates and Interest 

Schedule A, 1952-53: Cash 
Profits Tax, 1952, paid in cash 
Tax Reserve Certificates 
Interest on Tax Reserve Certificates 


I £ 
3.3D0 
550 

9.45a 

165 


. ;^I,Qd6 

• 2.515 


4,421 

405 

301 

5, ODD 


15 


The following provisions are, inter alia, to be made in preparing 
the final accounts — 

(i) A proposed dividend at the rate of 6 per cent, less tax, payable 
on 15th March, 1954, on Capital of £100,000. 

(z) Taxation : 


Schedule D, Case I ; 1953-54 - . ■ 4.3^5 

Schedule D, Case i: I954“55 ■ ■ ■ 4.^5° 

Schedule A: 1953-54 .... 4°5 

Profits Tax: i953 - . • - ■ 
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Show the Taxation Account of the company for the year ended 
3iBt December, 1953. 

Dr. Taxation Cr. 









- 

1953 


£ 

£ 

1953 


£ 

£ 

Jan. I 

To Cash : Sch. D Case i 



Jan. 1 

By Balance b/d — 




1952-53 

1,^06 



Sch. D Case x 








1952-53 - 

4,421 



,, Tax Reaerve Certi- 




1953-54 • 

4.325 



fleates — 




Sch. A 1952-53 

405 



Sch. D. Case i 






9.151 


1952-53 - 

2,500 



Profits Tax, 1952 . 


301 


,, Interest on Tax Re- 



Dec. 31 

,, Debenture Interest : 




serve Certificates 




Tax recouped 


45 D 


surrendered in 




,, Profit and Loss A/c — 




payment of Sch. 




Profits Tax, 1953 . 


2 , UUD. 


D Case i 1952-53 ■ 

15 



Sch. D Case i, 






4,421 


1954-55 ■ 

4,050 



,, Cash ; Sch. A 




Sch. A. 1953-54 

403 



1952-53 


405 


Tax on dividends 



? 

,, Cash: Profits Tax, 




received . 

135 



1952 . 


3D1 





Dec. 31 

,, Dividends received; 





4 . 59 ° 



Tax deducted 


135 


Les’i re ouped on 




,, Balances i^d — 




Debenture 




Sch. D Case i 




Interest 

45 ° 



1953-54 ■ 

4.325 





4.I4D 


1954-55 . 

4 . 05 ° 







Sch A. 1953- 54 

403 







Profits Tax, 1953 

2,000 









10,780 








£16,042 




£16,042 





1954 








Jan. I 

By Bdlanie b/d 


10,760 


Notes, (i) Since dividends paid and payable are brought into the books 
net, there will be no reference to them in the Tax Account. 

(2) There will be a separate Tax Reserve Certificates Account, which will 
be credited with £'2,$on in respect of the certificates surrendered. The Interest 
Account will be closed off to Profit and Loss Acrount. 

ACQUISITION OF PROPERTY 

Inasmuch as it entails adjustment of income tax, the question of 
the acquisition of property is dealt with in this chapter. 

Upon making an agreement to acquire Land or Buildings it is 
customary for the purchaser to pay at once 10 per cent of the pur- 
chase price, thus enabling him to become entitled to require the 
formal transfer, i.e. conveyance of the property in question, but 
there is no ownership till date of completion, so that no entry as to 
purchase should be made until completion (except that relating to 
the deposit paid). If the purchaser fails to implement his bargain 
he will forfeit the deposit. 

Upon the day being fixed for the conveyance (completion date) 
the purchaser will have the property transferred to him and pay 
the Vendor — usually in cash or by Banker's draft, the balance of 
the purchase money plus the apportioned prepayments less the 
apportioned accruals as at the date of conveyance. Any exceptional 
item will be dealt with according to circumstances, e.g. if the 
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property is let to a tenant, the accruing rent will be charged to the 
, purchaser of the property, who will later recoup himself as he will 
►receive rent for a full period. For instance, if property is purchased 
on the 25th November and the tenant pays a quarterly rent of £45, 
the purchaser will be charged by the vendor with rent for two 
nionths, viz. 3^30, but will receive the full quarter's rent to 25th 
December, viz. £45, thus receiving on balance £1^, which is the 
amount due to him in respect of his ownership from 25th November 
to the 25th December. 

The principle involved is that the purchaser as new owner 
assumes the burdens connected therewith, together with the benefits, 
^50 that he must, as between himself and the vendor, pay for the 
benefits, e.g. Fire Insurance prepaid; and obtain credit for the 
liabilities he is assuming, e.g. unpaid income tax. 

Exceptionally, arrangements are made for the vendor to pay 
the liabilities as at the date of completion, the purchaser being 
liable only for those arising since such date. Frequently in- 
terest is allowed to the purchaser on the deposit from the date 
of payment. 

The completion is accompanied by an Apportionment Account 
drawn up to the date of completion in account form or an Apportion- 
ment Statement drawn up in tabular form. 

The heading may be (i) Vendor in account with the Purchaser 
representing the entries that would appear in the books of the 
purchaser, or (2) Purchaser in account with the Vendor repre- 
senting the entries that would appear in the books of the vendor, 
viz. in (i) : 

Debit Vendor Credit Cash 

Debit Property Credit Vendor 

Debit Prepayments Credit Vendor 

Debit Vendor Credit Accrued or accruing liabilities 

The items in italics appear in the Apportionment Account. 

Illustration, Purchaser acquires property from Vendor at £1,^00 
paying 10 per cent deposit, completion to be made on 31st Octo- 
ber, 1953. 

From the following information prepare Apportionment Account 
heading it "Purchaser in account with Vendor," and journalize the 
opening entries in the books of the purchaser. 

General Rates are iis. in £ on a rateable value of £100, the vendor 
having paid one-half on account. Water Rates are £6 per annum, 
the vendor having paid £3 on account. Chief Rent is £12 per 
annum, payable half yearly : 30th June and 31st December, paid by 
the vendor to 30th June, 1953. Net annual value for Income Tax is 
£80. Insurance is £2 per annum paid by Vendor to 30th April, 1954 - 
The financial year of the Rating Authority ends at 31st March. 
Ignore Interest, Solicitor’s charges, and Transfer Duties, and 
calculate in months. Take Income Tax at 9s. in the £. 
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Apportionment Account made up to date or Completion 
31ST October, 1953 

Dr. Purchaser in account with Vendor Cr. 


£ I. d. 

To Purchase Money . ZiSoo o □ 

„ Insurance paid to 30th April, 

1934 — Six months at £2. per 

annum ^ . loo 


• As the date of pur- 
chase is one month after 
the end of the half-year, 
to which date the Vendor 
has paid the Kates, there 
is one month outstanding 
against him, i.e. X 
= ^4 IIS. Bd. 


£i, 5 oz o o 


By Deposit .... 
,, General Rates owing from ist 
April, 1953 to date at £55 
per annum — 

Seven months . £32 i B 
Less paid on 

account 37 10 D 


,, Water Rate owing from ist 
April, 1953 to dale at £6 per 
annum — 

Seven months £310 o 
Less paid on 

account . 300 


,, Chief Rent owing from ist 
July, ig53 to date at £12 
per annum — 

Four months. £400 
Less Income 
Tax at 9s. 

in £ I 16 □ 


,, Sch. A Income Tax, accruing 
from 6th April, 1953 to date 
at gs. in £ — 

[Net Annual 

Value . £Bd] 

Seven months, 

i.e. of . £36 o D 

,, Balance, due to Vendor 


£ s. d. 

150 O D 


•4 II 


B 


lo 


D 


2 4 


□ 


21 O D 

1,322 14 4 


£1,501 0 o 


The opening Journal entries of the purchaser, ignoring narratives, are — 


J ournal 






/ 

s. 

d. 

£ 

s. 

d. 

Vendor . 


. Dr. 


150 

0 

0 




To Cash 







150 

0 

0 

Property 


. Dr. 


1 ,500 

0 

0 




Insurance 


. Dr 


I 

0 

0 




To General Kates 







4 

1 1 

8 

Water Rate . 








ID 

0 

,, Chief Rent 







2 

4 

0 

,, Income Tax . 







21 

□ 

D 

,, Vendor 







L472 

14 

4 

Vendor . 


. Dr. 


1,322 

14 

4 




To Cash 







1,322 


4 


^ In certain districts this is calculated from date of signing contract; in 
other districts from date of assignment of the policy. 

Strictly, the position relating to insurance on a sale of property must be 
consistent with Sect. 47 Law of Property Act, 1925, which provides that where 
after the date of the contract of sale moneys become due from an insurance 
company for damage to or destruction of the property, on completion, such 
money belongs to the purchaser, provided that there is the requisite consent 
of the insurers and that the purchaser pays his due proportion of the premium 
from the date of the contract. The contract, however, may stipulate other 
arrangements. 
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Illustration. X purchased property for £1,000 on ist November, 
1953, subject to a chief rent of £24 paid to 30th June, 1953. The 
net annual value is £64. Show how the tax (gs. in the £) will be 
dealt with in X's accounts made up to 30th April, 1954. 

Upon purchasing the property, X will require to be credited by 
the vendor with (to nearest month) 7 months' income tax from 
6th April, 1953, to 1st November, 1953, because as occupier he 
will, on 1st January, 1954, be liable for the full year’s tax, so that 
he will himself bear the tax for the twelve months to 5th April, 
jg54, less tax for seven months debited to the vendor, i.e. five months 
in all, which is the period of occupation in 1953-54, viz. from ist 
November, 1953, to 5th April, 1954. The amount to be debited to 
the vendor is X X £64 = £16 i6s. 

On 1st November, 1953, four months' chief rent is accruing, viz. 
£2 a month = £S, but as this is subject to a deduction of tax, it 
will be reduced to £4 8s., i.e. £^ less tax at 9s. thereon. On3lst Decem- 
ber, 1953, X will pay the half year’s chief rent of £12, less tax of £^ 8s. 
This means that he receives credit from the vendor of £^ 6s. and 
pays £6 12s., i.e. he bears the net sum of £2 4s., which is for the 
period of his occupancy from ist November to 31st December at £2 
a month, viz. £4 less tax at gs. in £. 

The accounts are shown on pages 548 and 549. 

As income tax will be debited to Drawings there will usually be 
no provision for tax accruing — ^in any case his liability for Case I, 
Schedule D, 1953-54 (if any), will normally be based upon the 
adjusted profit to 30th April, 1952. 

It must be recollected that the whole Schedule A tax is payable 
notwithstanding the burden of chief rent, so that when paying the 
latter the owner is able to recoup himself for tax. In normal years, 
assuming tax at gs., the owner will incur a liability of^ — 

^ s. d. 

£64 at 9s. in . . . . . . . • = 28 16 □ 

but will recoup Income Tax at 9s. in thE£ on Chief Rent £24 = id 16 □ 

leaving a final burden ol £40 at 9s. . . . . . = Yi o d 


This corresponds with the result shown on page 549 which is £9, 
as the period in question is six months from date of purchase (ist 
November, 1953, to 30th April, 1954) i.e. half a normi year. 

* If his income, after allowances, is liable at reduced rates, the Schedule A 
will be ^40 at reduced rates plus £2,4 at full standard rate. 
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CHAPTER XXII 
PARTNERSHIP ACCOUNTS 


Section (A) General Principles and Division of Profits 
It is not within the scope of this work to attempt a complete 
analysis of Partnership Law, but to consider it only in so far as it 
relates to Accounting. Partnership Accounts call for a knowledge 
of law as laid down in the Partnership Act, 1890, and in decided 
Cases, but the principles of accounting are basically similar to those^ 
applying to a sole trader. 

The following legal points relating to partnership have a direct 
bearing upon accounting and are of extreme importance — 

(1) The definition of Partnership as laid down in the Act is: 
” Partnership is the relation which subsists between persons carry- 
ing on a business in common with a view of profit” ^ 

(2) No statutory books are required, nor is any creditor or other 
outside person entitled to inspect the partnership accounts, except 
by the consent of the partners, nor are accounts required to be filed 
with any Government department, nor are any formal returns 
necessary, except — 

[а) a Limited Partnership must be registered ; 

(б) a firm name which does not consist of the true surnames of 
all the partners without any addition except the Christian names 
or the initials or recognized abbreviation, must be registered under 
the Registration of Business Names Act, 1916;* 

(c) returns required by and right of inspection of accounts given 
to officials of — 

(i) Customs and Excise in respect of Purchase Tax, 

(ii) the Inland Revenue under the system of P.A.Y.E. 

In practice accounts will have to be submitted to the Inland 
Revenue in support of the partners' Income Tax Returns. 

(3) The partners may make such arrangements as they wish for 
the purpose of regulating the rights, duties, and powers as between 
themselves. 

(4) The arrangements may be formulated in a deed; or in a 
written document signed by the partners; or even orally. In 
addition there may be an implied variation of the original agree- 
ment ascertainable by a course of dealing. 

It should be noted that if any matter is not dealt with in the agree- 
ment, the relevant provisions of the Partnership Act, 1B90, will apply. 
It is quite possible, though in most cases not advisable, for a part- 
nership to exist without any agreement (except merely that the 

^ No more than twenty persons (in the case of banks ten) are permitted to 
be associated in partnership. Sects. 429 and 434 Companies Act, 1948. 

* The Act applies similarly to an individual carrying on a business. 

550 
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parties have agreed to work in partnership, and to be bound only by 
the provisions of the Act). Variation of an agreement, by a course 
of dealing is frequently met with, e.g. if the partnership agreement 
provides that a partner shall be permitted to withdraw £400 yearly, 
and with consent of the other partner he withdraws £500, the 
original agreement to this extent is altered by a course of dealing. 

The accounting provisions of the Act, which must be applied in 
working all partnership problems, unless information to the con- 
trary is given, are — 

Sect. 19. The mutual rights and duties of partners, whether 
ascertained by agreement or defined by this Act, may be varied by 
^the consent of all partners, and such consent may be either express 
or inferred from a course of dealing. 

Sect. 24. The interests of the partners in the partnership 
property and their rights and duties in relation to the partnership 
shall be determined, subject to any agreement, express or implied, 
betwedi the partners, by the following rules — 

4 ^ All the partners are entitled to share equally in the capital 
and profits of the business, and must contribute equally towards 
the losses, whether of capital or otherwise, sustained by the firm. 

(2) The firm must indemnify every partner in respect of pa3anents 
made and personal liabilities incurred by him — 

[а) In the ordinary and proper conduct of the business of the 
firm; or 

(б) In or about anything necessarily done for the preservation of 
the business or property of the firm. 


A partner making, for the purpose of the partnership, any 
actual pa3rment or advance beyond the amount of capital which he 
has agreed to subscribe, is entitled to interest at the rate of 5 per 


cent per annum from the date of the payment or advance. 

(4) A partner is not entitled, before the ascertainment of profits. 


to interest on the capital subscribed by him; even if interest on 
Capital is agreed upon, it ceases on dissolution {Watney v. Wells). 

(5) Every partner may take part in the management of the 
partnjefship business. 

No partner shall be entitled to remuneration for acting in 
the partnership business. 

(7) No person may be introduced as a partner without the con- 
sent of all existing partners. 

(B) All differences arising as to ordinary matters connected with 
the partnership business may be decided by a majority of the 
partners, but no change may be made in the nature of the partner- 
ship business without consent of all existing partners. 

(9) The partnership books are to be kept at the place of business 
of the partnership (or the principal place, if there is more than one) , 
and every partner may, when he thinks fit, have access to and 
inspect and copy any of them. 



552 


ACCOUNTANCY 


As far as the accounts are concerned, the most important clauses 
of the above are (i), (3), (4), and (6), and all students must obtain 
a thorough grasp of them. 

In reference to (3), no interest (unless agreed upon) is chargeable 
to a partner for loans or advances by the firm to him. 

Sect. 42. This section deals with the right of a retiring partner 
to receive interest or share in the profits made after the dissolution 
of the partnership. 

(1) Where any member of a firm has died or otherwise ceased to 
be a partner, and the surviving or continuing partners carry on the 
business of the firm with its capital or assets without any final 
settlement of accounts as between the firm and the outgoing partner 
or his estate, then, in the absence of any agreement to the contrary, 
the outgoing partner or his estate is entitled at the option of him- 
self or his representatives to such share of the profits made since 
the dissolution as the Court may find to be attributable to the use 
of his share of the partnership assets, or to interest at the rate 
of 5 per cent per annum on the amount of his share of the partner- 
ship ASSETS. 

(2) Provided that where, by the partnership contract, an option 
is given to surviving or continuing partners to purchase the interest 
of a deceased or outgoing partner, and the option is duly exercised, 
the estate of the deceased partner, or outgoing partner or his estate, 
as the cELse may be, is not entitled to any further or other share of 
profits ; but, if any partner assuming to act in exercise of the option 
does not in all material respects comply with the terms thereof, he 
is liable to account under the foregoing provisions of this section. 

Where an account of the profits is ordered, the Court may make 
an allowance to the continuing partner for carrying on the business. 

Even if the partnership agreement provides that the share of an 
outgoing partner should be ascertained by reference to the next 
annual account, the assets of the firm, in the absence of evidence 
or any uniform usage to the contrary, must be taken at their fair 
value at the date of the account, and not at the value appearing in 
the books (Cruikshank v. Sutherland), This includes the asset good- 
will, and may involve a complete revaluation (up or down) of assets 
and liabilities. In other words, the book values of assets and lia- 
bilities are ignored, and their fair values substituted. This does not 
necessarily involve permanent alterations of values in the books, as 
will be shown later ; but the revised figures form the basis of com- 
puting the share of the outgoing partner. 

Sect. 43. Subject to any agreement between the partners, the amount 
due from surviving or continuing partners to an outgoing partner, 
or the representatives of a deceased partner in respect of the out- 
going or deceased partner’s share, is a debt accruing at the date 
of the dissolution or death. Thus, the liability of the surviving or 
continuing partners will depend on the partnership agreement, but 
otherwise the amount due to the retiring partner is a debt accruing 
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at the date of dissolution (or death), and such is the relevant date 
jor the purpose of the Limitation Act, 1939. 

Sect. 44 of the Act deals with the rules for the distribution of 
the assets on dissolution, both when there is a surplus and when 
there is a deficiency. 

[a) Losses, including losses and deficiencies of capital, shall be 
paid first out of profits, next out of capital, and lastly, if neces- 
sary, by the partners individually in the proportion in which they 
were entitled to share profits — 

(&) The assets of the firm including the sums, if any, contributed 
by the partners to make up losses or deficiencies of capital, shall be 
applied in the following manner and order — 

(i) In paying the debts and liabilities of the firm to persons 
who are not partners therein. 

(ii) In paying to each partner rateably what is due from the firm 
to him for advances as distinguished from capital. 

(iii) In paying to each partner rateably what is due from the 
firm to him in respect of capital. 

(iv) The ultimate residue, if any, shall be divided among the 
partners in the proportion in which profits are divisible. 

It should be observed that an advance by the firm to the partner 
is a debt which the latter must either discharge in cash, or which 
^ (if no question of deficiency of assets arises) may be set off against 
the capital and profits due to such partner. In a dissolution, costs 
□f dissolution must be met before moneys are available for 
partners. 

Although the partnership agreement may provide an alternative 
method of distribution between the partners themselves, it cannot 
take away the rights of third parties to be paid in due priority. 

Where, after a dissolution one of the partners has, after the final 
realization of assets and part settlement of liabilities, a deficiency of 
capital which he is unable wholly to make good, such deficiency is a 
loss which must be borne by the partners as laid down in Garner v. 
Murray, a decision which has received much adverse criticism. It 
was laid down in this case that such loss must be borne by the solvent 
partners, not as they share ordinary profits and losses, but in pro- 
portion to their last agreed capitals. The interpretation of "last 
agreed capitals" often causes difficulty. The matter is dealt with 
in detail in Section H. (pp. 708 et seq.) 

The Limited Partnership Act, 1907, There are no provisions in 
this Act relating to the actual book entries, the most important 
point being, for the purpose of this book, the definition of a 
hrnited partner. 

This is defined by Sect. 4 (zj of the Limited Partnership Act, 
^907, as — 

A limited partnership shall not consist, in the case of a partner- 
ship carrying on the business of banking, of more than ten persons. 
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and in the case of any other partnership, of more than twenty 
persons, and must consist of one or more persons called generalLi 
partners, who shall be liable for all debts and obligations of the^ 
firm, and one or more persons to be called limited partners, who 
shall at the time of entering into such partnership contribute 
thereto a sum or sums as capital or property valued at a stated 
amount, and who shall not be liable for the debts or obligations of 
the firm beyond the amount so contributed. 

Sect. 4 (3) A limited partner shall not during the continuance of 
the partnership, either directly or indirectly, draw out or receive 
back any part of his contribution, and if he does so draw out oc 
receive back any such part, shall be liable for the debts and 
obligations of the firm up to the amount so drawn out or received 
back. 

(4) A body corporate may be a limited partner. 

The essential differences between a general partnership and a 
hmited partnership should be learnt from a legal textbook, and 
particular attention should be paid to the following matters — 

(i) Registration of the limited partnership (no limited partner- 
ship exists UNTIL registration). 

(ii) Registration of the changes in personnel. 

(iii) Effect of lunacy or death of limited partner. 

(iv) Effect of assignment by limited partner. 

(v) Right of inspection of books by limited partner. 

(vi) Right of the limited partner to advise, but not to participate 
in the management. 

Summary. Summarized, the chief legal points appropriate to 
partnership accounting may be stated thus — 

(1) Partners are entitled to share profits equally, and must like- 
wise bear losses equally irrespective of the amount of their respec- 
tive Capital Accoimts, unless otherwise agreed. 

(2) Partners are entitled neither to interest on capital nor 
salaries, unless otherwise agreed. 

(3) Partners who advance money (or other assets) beyond the 
amount of their capitals are entitled to charge interest thereon, at 
the rate of 5 per cent per annum, unless otherwise agreed. 

(4) No interest is charged to partners in respect of their drawings 
(or advances by the firm), unless otherwise agreed. 

(5) Any increase or decrease in the value of an asset or liability 
is, as the case may be, a profit or loss, and all partners participate 
in the profit or bear the loss equally in the absence of agreement, 
or otherwise as the agreement provides. 

(6) A partnership agreement may be constituted (a) by deed, 
(b) by viTiting, (c) by word of mouth. It may be varied by a course 
of DEALING. 
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(7) Generally, an outgoing partner is entitled to have his proper 
share of the net assets (i.e. assets less liabilities), including goodwill, 

^ as they exist at the date of his retirement, quite apart from the 
values placed on them in the books. This may involve a revaluation 
and readjustment of accounts. 

(8) Although in proper cases a partner is entitled to be indemni- 
fied for expenses properly incurred, it must be remembered that he 
will inevitably bear a proportion of such expenses, so that conse- 
quently such indemnity is in reality only partial. 

(9) Finally, the student should thoroughly assimilate Sects. 19, 24. 
42, and 44 of the Partnership Act, 1890. 

Partnership Agreement. In the majority of instances part- 
ners will have drawn up a written agreement, the exact terms of 
which will depend upon circumstances, but, generally speaking, 
provision will be made to cover the undermentioned points — 

(1) The firm name and the business to be carried on under that 
name. 

(2) Business address or addresses. 

(3) Commencement and duration of the partnership. 

(4) Whether, and in what circumstances, notice of retirement can 
be given by a partner. 

(5) The Capital (whether fixed or otherwise) and the contribution 
of each partner. 

(6) Provision for further capital and loans by partners to the firm. 

(7) Partners’ Drawings. 

(8) Interest on Capital, loans, drawings and Current Accounts. 

(g) Partners’ Salaries, commissions and other remuneration. 

(10) Division of profits and losses. 

(11) The kecijing of proper books of account, inspection and 
audit. Bank Accounts. 

(12) The date to which accounts are to be drawn up and the 
period of accounts. Signatures of partners to Balance Sheets. 

(13) Conduct, powers and duties of partners. 

(14) Income Tax and Sur-tax. 

(15) Provision that death or retirement of a partner shall not, as 
regards the remaining partners, dissolve the partnership. 

(16) Dissolution and Winding Up provisions with special regard 
to the valuation of Goodwill. Manner and date of payment of the 
share due to a deceased or retired partner, and manner in which 
such moneys may be provided for during the partnership, e.g. 
Assurance policies. 

(17) Nomination by partners of successors and the introduction 
of sons and other near relatives. 

(18) Formulae for valuation of assets (and liabilities), including 
goodwill, on the death or retirement of a partner ; whether, if a partner 
retires, as distinct from his decease, he is entitled to any goodwill. 

(19) Provision in exceptional and serious circumstances for part- 
ners to expel an offending partner. 
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(zo) Provision for the position arising through absence on account 
of ill-health or other justifiable cause. 

(21) Provision for the position arising on the sale of the business"* 
to a limited company. 

(zz) The settlement of disputes, e.g. arbitration. 

Partnership Accounts 

Upon commencement of the study of partnership accounts a 
student usually approaches it under the impression that a depar- 
ture from the ordinary principles of book-keeping is entailed. Such 
is not the case; for, allowing for different circumstances that must,/ 
necessarily arise in partnership accounts as compared with sole 
traders' accounts, a student will follow in the ordinary way the 
elementary principles he has already acquired, e.g. the closing of 
the Profit and Loss Account involves a debit to that account and 
a credit to Capital. As, however, there will be more than one 
participant in the profits and more than one Capital Account, it is 
necessary to know in what ratio the profits are shared, so that each 
partner's Capital Account may be credited with the appropriate 
share. 

In order that the partners may know what is the amount of 
their respective interest in the firm, it is clearly of the greatest 
importance that a proper system of accounting should be in 
force. 

It will be apparent that most of the problems peculiar to part- 
nership accounts have some connection with the ascertainment of 
the amount of each partner's share in the profits and in the assets, 
both during the continuance of the partnership and upon death or 
dissolution. As the student proceeds in his study he will realize 
that most of the problems have some relation to these points. In 
the elucidation of such problems — some of which are rather involved 
in their detail — there will be involved the application of partnership 
law, the principles of ordinary arithmetic, and the practice of 
business men. 

The following decided cases which have a bearing on the accounts 
should be noted — 

(1) Persons who share net profits and losses are prima facie 
partners {Walker v. Hirsch). 

(2) Although interest on Capitals has been agreed upon, it ceases 
on dissolution {Watney v. Wells). 

(3) Unless the Partnership agreement forbids, a partner may 
carry on a non-competing business so long as he does not represent 
it to be that of the firm, notwithstanding that the knowledge he 
possesses as a partner may, and his connection with the firm will, 
be of material use in his other business [Aas v. Benham). Further 
it may even be a similar business provided that it is non-competitive. 
(Trimble and Bennett v. Goldberg). 
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(4) An assignee of a partner’s share in a partnership will be 
bound by any bona fide agreement between the partners and would 
not be able to object to the remaining partners taking a salary on 
account of the extra work falling upon them. ( Garwood v. Poynter.) 

(5) Goodwill, although omitted from a Balance Sheet, must 
be taken into account on dissolution and every partner is en- 
titled to have it sold for the benefit of all the partners. (Turner 
V. Major.) 

(6) The omission of Goodwill from the books is not to be regarded 
as a ” course of dealing” so as to prevent its being dealt with as a 
partnership asset for the common benefit of ^ the partners. 
.[Barrow v. Barrow.) If, however, the Partnership Articles provide 
that the last annual account shall be the final account on dissolution, 
this will bind, in the absence of fraud, all the partners. (Stewart 
v. Gladstone.) 

(7) Where, under Section 42, the option to take profits is exer- 
cised, the Court will usually grant reasonable remuneration to the 
continuing partners (Brown v. de Tastet), unless they themselves are 
the personal representatives of the deceased partner. (Stocken v. 
Dawson.) 

(8) Where a partner’s estate is entitled to Goodwill on death but 
a partner is not so entitled on terminating the partnership by notice, 
and death occurs after notice has been given but before it reaches 
the firm, the dissolution is deemed to arise by death and not by 
notice, so that goodwill is payable. (McLeod v. Dowling.) 

Partners' Accounts 

The normal "proprietorship” accounts in a partnership will be 
(a) Capital, (&) Current, (c) Drawings accounts for each partner; 
whilst in addition, circumstances may call for (d) Interest accounts, 
and (e) Loan accounts for one or more partners. 

Each account will be dealt wdth separately. 

(a) Capital Account. The amounts contributed by each part- 
ner whether in cash or in other assets, will be credited to his Capital 
^ Account, and unless partners agree otherwise, this account remains 
intact during the continuance of the partnership, as the presump- 
tion in partnership law is that the Capital Account of each partner 
is fixed, thus involving the burden on each partner to restore his 
capital to its original level where his drawings exceed his share of 
profits, or where losses occur or losses are accompanied by drawings. 
This restoration is rarely made, as a separate account — described 
as a Current Account — is opened in respect of each partner to 
record the position of each partner vis-d-vis the firm otherwise than 
in relation to his capital. Yet, if partners are agreed, profits, losses 
and drawings may be entered in the Capitcil Accounts without 
the utilization of the Current Accounts. It is, however, important 
to remember that if a partner makes an advance to the firm, 
whether by way of money or otherwise, the amount should be 
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credited to that partner's Loan Account, as such advance attracts 
interest at the rate of 5 per cent per annum, unless the partners^ 
otherwise agree. 

Should the partners decide upon the employment of a Capital 
Account only for each partner it will usually contain items as 
illustrated below — 


Dr. A. Johnson Capital Cr. 


19.. 

June 30 

To Cash (Drawings) 


£ 

400 

19.. 
Jan. 1 

By Balance . 

b/d 

£ 

2, Odd 

(Cr. Cash) 



Dec. 31 

,, Interest on Capital . 


XdC] 

Aug. 31 

,, Cash (Drawings) 


30U 


(Dr. Profit and Loss) 

1 


(Cr. Cash) 




,, Profit & Loss Account : 


73^1 

Doc. 31 

,, Interest on Drawings . 

1 

15 


i share of Profits . 


(Cr. Proht and Loss) 

1 


(Dr. Profit and Loss) 



,, Balance 

c/d 

2,135 







£2,850 




£2,850 





19.. 








Jan. I 

By Balance . 

b/d 

2,135 


The above illustration assumes that partners are entitled to 
interest at 5 per cent per annum on their capitals as at the begin- 
ning of the year, and are charged at the same rate of interest on 
drawings from the date of the withdrawal to the end of the account- 
ing period. If the items are numerous, interest will be computed 
by means of an additional column on the lines of an account current. 

In the following year, interest on capital will be calculated on the 
"merged” balance £2,135. 

(6) Current Account. In order to preserve the original capital 
intact, subject to further agreed contributions and special with- 
drawals of capital, a separate account may be employed. This is 
termed a Current Account, and will contain on the debit side draw- 
ings and interest on drawings (if any), and on the credit side interest 
on capital (if any), and the two items below — 

(1) Opening and closing balance which may be debit or credit. 

(2) Transfers from Profit and Loss Account which will be [a) 
debit for loss, and (6) credit for profit. 

Interest may also be debited or credited on the balance of the 
Current Account itself. 

Illustration. Using the same facts as shown in the preceding 
illustration, the position of A. Johnson, assuming £500 appears as 
the balance of his Current Account, will be recorded as follows — 

Dr. A. Johnson Capital Cr. 





19.. 






Jan. 1 

By Balance . 

b/d 


^ Strictly Profit and Loss Appropriation Account. 
■ See note i, page 559. 
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Df. A. Johnson Current Account Cr. 


Td Drawings . 

,, Interest on Drawings . 
,, Balance . 

c/d 

£ 

40a 

300 

15* 

635 

19.. 
Jan. 1 
Dec. 31 

By Balance . 

,, Interest on Capital . 
p, Interest on Current 
Account 

,, Profit and Loss 

Arcouiit : ^ share rl 
Profits . 

b/d 

£ 

500 

75 * 

- 5 ' 

750 


£ 

X.350 

19.. 
Jan. 1 


£ 

1.350 




By Balance . 

b/d 

635 


The combined balances are £2,135, a-S in the preceding illustra- 
tion. This must be so because the interest allowed is upon the 
^Capital (£1,500) and the Current Account (£500). It must be noted 
that there would be no interest on either account unless the partners 
so agreed. 

(c) Drawings Account. This account will be almost self-explana- 
tory inasmuch as partners may regularly withdraw sums from 
the business, and as a result, the Current Account would become 
congested with a large number of entries. By opening a Drawings 
Account (with an interest calculation column if necessary) all the 
detailed withdrawals may be recorded in this account, the total 
thereof being transferred to the debit of the Current Account in the 
one sum at the end of the accounting period; whilst the interest 
thereon (if any) will be debited (i) to Current Account and credited 
to Profit and Loss Account, or (2) to Drawings Account and trans- 
ferred in one figure with the drawings to the debit of the Current 
Account, or (3) debited to the partner's Interest Account. 

[d) Interest Account. Where it is desired to have separately 
recorded the interest charged and credited to each partner an 
Interest Account is opened in the name of each partner. The entries 
for interest due to the partner are : debit Profit and Loss Account, 
and credit the partner's Interest Account; whilst the opposite 
entries are made for interest due by the partner. The balance of 
the account will be transferred to the partner's Current Account. 

Again, the student is reminded that there is no interest to or 
against a partner except (i) in respect of advances by a partner, 
or (2) by AGREEMENT. 

Illustration. In reference to the preceding example, Johnson's 
accounts will, utilizing Interest and Drawings Accounts, appear 
thus — 

Dr. A. Johnson Capital Cr. 





19.. 



£ 




Jan. I 

By Balance . 

b/d 

1,50a 


1 /400 at 5% per annum for 6 months (ist July to 31st Dec.) . j^io ^ 
;j^3oo at 5% per annum for 4 months (ist Sept, to 31st Dec.) . 5 

15 

* at 5 % per annum for iz months (ist Jan. to 31st Dec.) 75 

" £500 at 5% per annum for iz months (ist Jan. to 31st Dec.) . Z5 
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Dr, A. Johnson Current Account Cr. 


19. . 
Doc. 31 

To Drawings . 

,, Balance 

c/d 

£ 

700 

635 

ig. . 
Jan. 1 
Dec. 31 

By Balance . 

,, Interest Account 
„ Profit and Lose 
Account : i share of 
Profits 


B5 

73 d 




^Ci,335 




£1.335 





19. . 
Jan. 1 

By Balance . 

b/d 

635 

Dr. 

A. Johnson Interest 

Cr. 

V 

19.. 

Dec. 31 

To Ini Brest on Drawings . 
,, Current Account 


£ 

15 

B5 

Dec. 31 

By Interest on Capital 
Account 

,, Interest on Current 
Account 


i 

73 

25 




£ido 




£100 










Dr. 


A. Johnson Drawings 


Cr. 





Mos. 

Inter- 

est 

Prin- 

cipal 




Mos. 

Inter- 

est 

Prin- 

cipal 

19 ■ 
June 30 
Aug. 31 

To Cash 


6 

4 

£ 

lo 

3 

£ 

400 

3D0 

ig.. 
Dec. 31 

By Current 

Account 
,, Intfiest, 
per contra 



£ 

15 

£ 

700 

£15 

£7dd 

£15 

£700 


It should be remembered that the interest column in the Draw- 
ings Account is purely for calculation purposes, Eind the double entry 
must be completed by crediting Profit and Loss Account direct, or 
by crediting Interest on Drawings Account, and subsequently 
transferring the balance of this account to the credit of Profit and 
Loss Account. 

(e) Loan Account. This account calls for no special comment, 
except that the interest thereon is treated usually like interest 
on capital and on drawings by the appropriate entries into the 
Current Account or Interest Account of the partner making the 
advance. 

Withdrawal of Goods. It should be noted that where a partner 
withdraws goods, his Current Account or Capital Account, as the 
case may be, will be debited and Purchases Account credited, as 
it is usual to permit the withdrawal at cost price. 

Two other matters require treatment at this stage, viz. [a) Part- 
ners' Salaries, and (6) Interest on Capital. 
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[а) Partners’ Salaries. Circumstances frequently arise in partner- 
ship affairs necessitating the allowance to a partner of an extra 
share in the profits of the firm because of extraordinary circum- 
stances, e.g. absence of another partner. This is often efiected by 
^ving the partner upon whom the additional burden has fallen a 
salary. This may be dealt with in any of the following ways — 

(1) If the salary is paid in cash the double entry is similar to 
that for any salary, i.e. debit partner's Salary Account and credit 
cash, the balance on the former account being transferred to the 
Profit and Loss Appropriation Account at the end of the year. 

(2) Where the partner withdraws amounts at irregular intervals, 
,the total salary should be debited to Profit and Loss Appropriation 
Account and credited to the partner's Salary Account, and on 
withdrawal of the whole or part, the partner's Salary Account 
should be debited and cash credited. 

In the latter instance, interest may or may not be allowed on the 
balance standing to the credit of partners' Salary Accounts. Any 
balance standing on a partner's Salary Account at the end of the 
year should be transferred to either his Current or his Drawings 
Account. 

(б) Interest on Capital. Save by certain statutes and certain ex- 
ceptional rules of equity, a debt does not carry interest, so that in 
partnership no partner is entitled to, nor is prima facie bound to be 
charged with, interest unless there is an advance by the partner, or 
an agreement permitting interest. But in order to give a partner a 
"return" for his investment an agreement is usually made to allow 
interest on capital, the justice of which is apparent if the capital 
contributions are highly disproportionate, e.g. where there are two 
partners, one of whom contributes capital to the extent of £10,000, 
and another of only £500. This adjustment is, however, an appro- 
priation of profits — it represents such share of the profits as is 
attributable to the use of capital, and, in fact, forms a special 
division of profits. Thus, even assuming profits and losses are 
shared equally, if capitals are unequal and interest on capital is 
provided for, the partners in reality do not share all the profits 
and losses equally because the first "share" thereof depends on 
capitals and must be divided in capital ratios, and only the residue 
can properly be considered available for division in equal shares : 
the smaller this residue, the more does the true profit-sharing ratio 
depart from an equal-sharing basis. 

Illustration. A and B are partners with capitals of £5,000 and 
£600 respectively. The partnership agreement provides for 5 per 
cent interest on capital, and for the balance of profits to be shared 
equahy. The trading profits are £500 for the year. 

Show the distribution of profits as between the partners, both in 
the ordinary form of account to be headed Profit and Loss Appro- 
priation Account, and in statement form. 
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The distribution will be — 

Interest on Capital — 
A — 5% Dn3^5,oDo 
B — 5% on ^6 do 

Balance of Profits — 

A J of ;^220 

B — ^ of ^22 0 


i 

250 

30 


no 

no 


Total 


i 

jBd 

220 

;^5DD 


Dr, 


Profit and Loss Appropriation Account 


Cr. 


To Interest on Capital 
A . 

B . 

,, Balance of Profits 

A— t 
B-i 


220 

£500 


By Balance 


b/d 


£ 

joo 


£5® 


Where there are not sufficient profits to cover interest on capital, 
the general opinion is that in the absence of a clear agreement to the 
contrary, the partners are entitled only to such interest as will just 
absorb the profits. Otherwise, provision for the full interest would 
involve the firm in a loss. 

Illustration. A and B are partners with capitals of £3,000 and 
£1,000. They agree to allow interest on capital at the rate of 5 per 
cent per annum, and to share profits and losses equally. The profits 
for the year before charging their interest are £160. Show the Profit 
and Loss Appropriation Account. 


Dr. 


Profit and Loss Appropriation Account 


Cr. 


To Intrrest on Capital — 

A . . £120 

B . . 40 


£ 

i6d 


By Balance . 

b/d 



£i6d 





£ 

i6a 


£160 


Otherwise, 

Dr. Profit and Loss Appropriation Account 


Cr. 


To Interest on Capital — 

A . £150 

B . . 50 


£ 

ZDO 


By Balance . 

„ Loss — 

A—* . 

B— * . 

- £20 

2D 

b/d 



£200 






£ 

i6d 


£2D0 


The following illustration embodies the principles outlined so 
far. 
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Illustration. J. Caesar and M. Antony are in partnership sharing 
profits and losses equally. J. Caesar's capital is £5,000 ; M. Antony's, 
£1,000. M. Antony is entitled to be paid a partnership salary of 
£300 per annum ; J. Caesar, in addition to the above, made a loan 
to the firm of £z,ooo (before 1st January, 19. .) on which interest 
IS to be allowed at 5 per cent per annum. Profits for the year to 
31st December, 19. ., were £3,000, after charging up salary, interest 
on loans and interest on drawings. Interest at 10 per cent per 
annum is to be charged on drawings, which were as follows — 



J Caesar 

M Antony 

ig. . 

£ 

£ 

Mar 31 

240 

IZD 

June 30 

360 

60 

Sept 30 

240 

IZD 

Dec 31 

240 

360 


Show the partners' Capital Accounts, Loan Accounts, Current 
Accounts, and Drawings Accounts. 

Dr Capital Cr 





J Caesar 

M Antony 




J Caesar 

M Antony 






*9 

Jan 1 

By Balaucrs 

b/d 

£ 

5,d[io 

1 

1,000 


Dr . T Caesar — Loan Cr . 








£ 




Jan I 

By Balancr 

b/d 

2,000 


(See also following pages ) 


The average due date method of computing interest might be 
employed — 

J Caesar — Interest on Drawings 

L Mos. £ 

240 X 9 = 2,I6d 

360 X 6 = z,i6o 
240 X 3 = 720 

£5.040 


Average date of drawings ^ months from 31st Dec = 30th June^ 

Interest on j£340 for 6 months at io% per annum = £^z. 


The calculation for M. Antony will be made similarly. 
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Dr. J. Caesar — Drawings Cr. 


ig. . 
Mar. 31 
June 30 
Sept. 30 
Dtc. 31 

To Cash , 

„ Interest 
count 

Ac- 

Mos. 

9 

6 

3 

Int. 

1 

la 

IB 

6 

£ 

240 

360 

240 

240 

42 

ig.. 
Dob. 31 

By Transfer to 
Current 
Account . 



£ 

1,122 


£i,I22 

£1,1 22 



Dr. 




M. Antony- 

—Drawings 



Cr. 




Mos. 

Int. 







19. . 




£ 

£ 

19.. 




£ ' 

Mar. 31 

To Cash 


9 

9 

120 

Dec. 31 

By Transfer to 




June 30 

■ ■ IP 


6 

3 

60 


Current 




Sept. 30 

IP IP 


3 

3 

120 


Account 



675 

Dec. 31 

IP PI 




360 







,, Interest 

Ac- 










count 

■ 



15 











_£ 675 _ 





£673 


Dr. Current Accounts Cr. 





J- 

Caesar 

M. 

Antony 




J- 

Caesar 

M. 

Antony 

19.. 
Dec. 31 

To Drawings 
„ Balances 

c/d 

£ 

1,122 

47B 

£ 

675 

B25 

19.. 
Dec. 31 

By Interest on 
Loan 

„ Profit and 
Loss Ap- 
propria- 
tion Ac- 
count 


£ 

lOD 

Ip50o 

£ 

1.500 





£yp 5 oo 




£ip6D0 

£1.500 






19. . 
Jan. I 

By Balances . 

b/d 

478 

B25 

Dr. 

Profit and Loss Appropriation Account 


Cr. 

ig. . 
Dec. 31 

To J. Caesar — 
Loan In- 
terest 

,, M. Antony — 
Salary 

„ Net Profit — 
J. Caesar: 

one-balf . 
M. Antony: 
one-balf . 


£ 

1,500 

1,500 

£ 

lOD 

300 

19.. 
Dec. 31 

By Balance 
,, Interest on 
Drawings 

b/d 


£ 

3.343 

57 





j.UUu 










£3.400 





_£ 3 ._ 4 ooi_ 





1 







Notes. I. There is no interest allowed on Capitals. 

2. If M. Antony's salary was to be credited to him instead of being paid 
throughout the year, his Current Account would have been credited with 
;^30D and debited as he made drawings against it. 

3. Interest on Drawings will be credited to a separate Interest Account, 
and thence transferred to Profit and Loss Appropriation Account as on the 
next page. 
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j}r. Interest Cr. 



To Profit and Loss Appro- 
priation Account. 


£ 

57 


By J. Caesar — Drawing 
Account 

,, M. Antony — Drawings 
Account 


£ 

♦a 

*5 



■ 

5*3 

■ 



£57 


Illustration. A, B, and C are partners with capitals at ist July, 
1952, of £5,000, £4,000, and £1,000 respectively. 

The partnership agreement provides — 

> [a) C shall be credited with a management salary of £500. 

(&) After providing for [a), extra remuneration as provided in this 
paragraph (6), and 5 per cent interest on capital, C shall be 
entitled to 10 per cent of all the profits in excess of £2,000 per 
annum. 

(c) B is to have one-third of the profits, after charging all provi- 
sions in (a), (6), and (c). 

(d) The balance to be divided between A and C in the ratio of 
4:1. 

The profits for the year to 30th June, 1953 [before making any 
provision for the above) were £4,320. 


Profit and Loss Appropriation Account 
Dr. FOR THE Year ended 3dth June, 1953 Cr. 


1953 

June 30 

To Salary — C 
,, Interest on Capital — 

A . . . £250 

B . 200 

C . . . 50 

„ Balance^ 

c/d 

£ 

500 

500 

3,320 

1953 

June 30 

By Balance . 

b/d 

£ 

4,320 




£4,320 




£4,320 

V 

To C rl, of £i,2do (i) 

II U i of £2,400 (ii) 

,, Balance — 

A 1 £1.920 

C it . 4H0 


120 

Boo 

2,400 


By Balance . 

b/d 

3,320 




£3,320 




£3,320 










^ The balance of is struck to make the subsequent division clear. 


Computations — 

(i) C obtains of ^£3,320 - /z.ooo) (ii) B obtains J of £3,200 
B is entitled to one-third of the prohts alter charging his remuneration and 
his one-third, i.e. J X [;^3,32o - ^120 - ^800]. 

Interest as Proportion of Profits. It will be a question of constnic- 
'hon of the partnership agreement as to the precise significance of 
such an agreement, e.g. as to whether the interest is or is not to 
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be treated as a charge’, if, for instance, A is to have one-fifth of 
the profits (as interest), whether he is to receive (or be credited^ 
with) one-fifth or one-sixth, the former being treated as an appropria- 
tion of the profits and the latter as a charge. 

Agreements may vary considerably in detail ; a frequent method 
being to allow interest on capital at a fiat rate in the ordinary way, 
but to treat advances on a "profit" basis, the proportion of the 
advances to the total capital of, and advances to, the firm being the 
basis of the calculations, consideration being given to the date of 
the advance. The loan or advance will be converted, if necessary, 
to an annual basis, and a simple proportion calculation made, e.g. 
if the advance of £i,ooo is made half way through the financial yea//^ 
it is equivalent to £500 for the year, and further supposing that the 
combined capitals of the firm are £3,500, then the "interest” on the 
advance, if deemed to be an appropriation of profits, will be 

^ X profits, or if the interest on advance is to be 

3,500 -|- 500 4,ODO ^ 

deemed a chsirge, X profits; in other words, one-eighth or 

one-ninth of the profits as the case may be. Again, each alternative 
may be based upon the profits either before or after interest on 

CAPITAL. 


Illustration. A and B are partners sharing profits equally. 
Their capitals, upon which interest at 5 per cent per annum ia 
payable, are £3,000 and £2,000 respectively. Any advance over 
and above capital made by a partner is to be remunerated on a 
profit basis, in the proportion that the advances bear to the total 
capital and advances. 

During the year, A advanced £zoo on 31st March and £1,000 on 
30th September; B advanced £l,zoo on 30th June. 

The profits for the year ended 31st December, 19. ., before charg- 
ing interest on capital, were £750. The "advance" remuneration is to 
be taken as an appropriation of profits (after charging interest on 
capitals). Show Profit and Loss Appropriation Account. 


Average Date of Advances 
A B 

200 X 9 -= I, Bod i, 2 do x 5 « 7,300 

1,000 X 3 » 3, (>00 

1,200 4, Boo 


4. Boo 

— 4 monthi 

1,200 


— 6 monthB 

1,200 


The Advances are equivalent to — 

A — £ j , 2 oo for 4 months — £400 
B — £ 1,300 for 6 months = £600 


A’s ratio of profits 


40D 

3,000 + 40D -J- 600 
600 

3,000 4- 400 -f- Boo 


400 1 

6,000 15 

600 1 

6/100 ID 


Bi „ 
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In this particular illustration the calculation can be done mentally, 
in the case of A — £ 

(1) £200 lor 9 montlis . . .150 per annum 

(2) 2 i,ooo for 3 months . 250 „ „ Total 


Profit and Loss Appropriation Account 
Dr , FOR the Year ended 31ST December, 19.. Cr . 



If the proportion were based upon profits after charging up both 
interest on capital and profits on advances, the calculations would 
be as follows — 


Let fl = A’s commission 

h = B's commission 

then a = (500 - b) and b = (500 - a) 

i6fl = 500 - b 
iib = 500 - a 

= £28 IIS. 5 d. 
and b = £\2 17s. id. 

Alternatively, as A and B jointly are entitled to one-sixth* 
"Advance" profits after charging them to Profit and Loss Account, 
the equivalent sum is one-seventh of £500 (divided between them in 
Sj^the ratio 2:3), viz. £71 Bs. fid. 

There is no need to make a separate calculation for B, for inasmuch 
as be receives onc-tenth of the net divisible profits as against A's one- 
fifteenth, he must receive half as much again as A ; and if A receive 
£28 IIS. 5 d., then B must receive £z8 iis. 5 d. plus 50 per cent of 
£28 IIS. 5 d., i.e. £42 17s. id. 


' If the proportion were based upon profits before charging Interest, the 
figures would be — £ 

A: AX /750 50 

B: I'n X £750 75 

Total £12^ 

divisible profits would be £375 (i.e. /500 - ;^I25), 

* iV + tV 

19 — (B.aoBj) 
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The Profit and Loss Appropriation Account will now be — 


Dr . Profit and Loss Appropriation Account Cr. 



Examination Problem. A and B were in partnership sharing 
profits equally after crediting interest at 5 per cent per annum 
on their capitals. No interest was to be charged or allowed on 
Current Account balances. 

On 31st December, 1949, their capitals in the business were 
£6,000 and £3,000 respectively. On the same date B owed A £300 
being the balance of an amount which B had agreed to pay A for 
an interest in the goodwill of the business. This debt carried no 
interest, and was to be discharged out of any surplus arising on 
B's Current Account at the end of each year, but was to be kept in 
the business as additional capital of A. 

Balance Sheets had not been prepared regularly, and the part- 
ners had not been credited with interest or their share of profits, 
but investigation disclosed that A had drawn £500 per annum 
on account of profits and B £400 per annum, and that the 
surplus of assets over liabilities, as shown by the books, was 
as follows — 


31st December, 1950 

1951 

195 ^ 

1953 


■ i9.450 

■ ^9.7°° 

. ;£id,IOD 


Y ou are required to show the relative positions of the partners on 
31st December, 1953. (Institute of Chartered Accountants Inter.) 


' It will be observed that tliese figuies are respectively /,tli and ol 
the final total divisibi.£ profits. Similar calculations would be made on 
^750 if the “ profits " on advances wexe to be after charging such " profits/' 
but BEFORE charging interest on Capital. 
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1954 Balances 



Br . Profit and Loss Afprofriation Accounts 



57 ° 


Profits are computed by subtracting the opening surplus assets over liabilities from tfao cJosmgr surplus, and addj„, r»j-awin^s 
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It is necessary to compute each year's profit so as to ascertain 
what amount is available for transfer from B's Current Account to 
^ A's Capital Account. Obviously, as no interest is allowed on Cur- 
rent Accounts, no question of interest thereon arises, whilst B's 
capital remains unchanged, so that the only alteration in interest 
arises on A's increased capital. 

Statement of Partners' Positions as at 3IST December, 1953 


Profits — £ 

Closing Net Assets . .10.100 

Less Opening Net Assets . . 9,000 


Increase of Net Assets . i.ioo 

Drawings, ^900 x 4 3.6 od 


Total Profits .... £^,^00 


Division 

Total 

A 

B 


£ 

5. 

d. 

£ 

5. 

d. 

£ 

s. 


Current Accounts — 










Interest on Capital 

1,800 

0 

D 

1,200 

0 

0 

6 od 

D 

0 

Interest increase for A 

1 27 

D 

8 

27 

0 

S 




Divisible Profits .... 

2,872 

19 

4 

1.436 

9 

8 

1.436 

9 

8 

k [-S'ce below] 

» 4,700 

0 

0 

2,663 

ID 

4 

2,036 

9 

B 

Less Drawings .... 

3.6OD 

0 

0 

2,000 

0 

0 

I, 6 dd 

D 

0 

Increase of Net Assets . 

1,100 

D 

0 

663 

10 

4 

436 

9 

8 

Transfer re Goodwill 

-JOO 

0 

0 




—300 

0 

0 


j£8do 

0 

D 

;£663 

ID 

4 

^136 

9 

8 

Capital Accounts — 

9 ,o 0 d 

0 

D 

6,000 

D 

0 

3 , 0 D 0 

0 

D 

Tiansfer re Goodwill 

*+ 30D 

0 

0 

2-1- 300 

0 

0 






0 

0 


0 

0 

;^3*000 

0 

0 













£ 

5. 

d. 

£ 

s. 

d. 

£ 

s. 

d. 

Interest on Capital 

I, Boo 

0 

0 

1,200 

0 

0 

6 oo 

0 

D 

Divisible Profits (before adju.stmeiit) 

2,900 

0 

0 

1,450 

0 

0 

1 . 450 

0 

0 


4,700 

0 

0 

2,650 

0 

0 

2,050 

0 

0 

Adjustment .... 




-b 13 

10 

4 

- 13 

10 

4 

[See above] 

i 4 . 70 ‘> 

0 

D 

£2,663 

10 

4 

£2,036 

9 

B 













^ As there is an increase of £-2.^ os. 8d, to A, the divisible profits are reduced 
by the same figure. A will suffer half of such reduced profits, hence there 
s a net gain to A of ;£i3 los. 4d., so that the above might have been shown 
-is in the summary at the top of the next page. 

* See footnote on next page. 
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Summary 


Current Accounts 
Capital Accounts 


Total A B 



s. 

d. 

i 

•s- 

d. 

i 


d 

800 

D 

D 

hbS 

10 

4 

136 

9 

8 

9.30D 

0 

D 

6,300 

D 

0 

3,000 

0 

0 

lo.loo 

0 

0 

^6,963 

ID 

4 

;£ 3 .I 36 

9 

8 


Illustration. A, B, and C are in partnership, the Head Office 
being in London, with branches at Bristol and Cardiff, managed by 
A, B, and C respectively. 

B is entitled to a salary of £^oo per annum and to 25 per cent 
the net profit of his Branch after charging (i) such salary and (ii) 
interest at 10 per cent per annum on the average net assets, excluding 
Cash, of the Branch. Similar arrangements exist for C in respect 
of his share of the Cardiff Branch profit. 

No interest is to be charged on drawings, but allowed on Capitals 
at 5 per cent per annum. 

The balance of profits is divisible as to onc-half to A, three-tenths 
to B, and one-fifth to C. 


The balances in the books at 31st December, 19. . are — 



Dr. 

Cf, 

Drawings and Capitals — 

£ 

£ 

A 

2,000 

10,000 

B 

1,700 

ID, ODD 

C 

1,200 

B,D 0 D 

Assets (except Cash) and Liabilitit'S — 

London ..... 

14,300 

2,200 

Bristol ..... 

9,2 00 

2,1 DO 

Cardiff ..... 

5,500 

1,800 

Cash ...... 

5,210 


Fi Dhts for year ended 31st Decembi'r, 1 1|. 

. (before 


foregoing adjustment.^) — 

Loudon ..... 


3,100 

Bristol ..... 


i,8do 

Cardiff 


I, no 

' 

4^,1 TO 

;^0,IID 


■ It will be .seen thrit there are the lollowing transfers from J3's Current 
Account to A’s Capital Account. [See page 570.] 


1^52 

1953 


This will increase the interest on capital to A — 

1951— 5% on £100 . . . . 

1952— 5% 00 4 * 7 * 10s 

1953— 5% on £a68 3s. pd. 


£ 

s. 

d. 

lUO 

□ 

u 

72 

In 

0 

95 

13 

9 

31 

I[| 

3 

£31^0 

D 

0 

£ 

f. 

d. 

5 

D 

0 

tt 

12 

b 

13 

B 

2 


£37 □ B 
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The net assets (as compared with the beginning of the year) have 
increased by and ^^400 at Bristol and Cardiff respectively. 

* Prepare Statement to show the division of the profits of £6,010 
(items above). Take to nearest £. 


A. B. AND C 

Statement of division of Profits for the Year ended 
31ST December, iq. . 



A 1 

B 

C 

lotal 

b-ihrips 

Iulki f*i»L on Capitals 
hi luclies' Remuneration — 
Bristol 
£ 

Profit . I, Boa 

Less Salary 500 

Cardiff 

£ 

1,110 

5 qo 

£ 

500 

£ 

5 f)[J 

500 

£ 

50D 

400 

£ 

1,000 

1,400 

1,300 

Less 10% on 

Average Net 

Assets 6B0 

fjio 

450 





25% £6'>o^ 25% £16^ 


155 

40 

195 

Balance of Profits — 

Bristol [)£i, 8 dd - jfSDo - 
Cirdifi [£i,iid - ? 50 D - £40] 
London 

£ 

1.145 

570 

3,100 





Less Interest on Capitals 

4.B15 

1,400 







(i) i,7oB 

(lU 1,024 

(I) b 83 

3.415 



£2,208 

£2,179 

£1,623 

£6,010 



... 

1 




^ Sec Note m on pat^e 574. 


The Balance Sheet is not called for, but is given below to show 
completion — 


B\lanck Sheet (summarizfd) at 31ST December, 19 . 



Notes, (i) Ab the profits are all brought into the Head Office books, the 
division will be made according to the amounts attributable to each partner 
as per statement. 

(ii) No actual debit will be made to the Branch in respect of the 10 per 
cent interest chargeable, as this is neceBsary merely for the calculation of 
the percentage due to B and C in respect of their Branch profits. If it were, 
it would merely decrease the remaining Branch profits and increase the 
residue of the profits, so cancelling out each other. 
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(iii) The average net assets of Branches are — 

Briiial Cardiff 

£ £ 

Closing [;f 9,2 DD - 2,1 □□] . . 7,iDD [;f6,5Do - ;fi,8DD] 4,700 

Opening ..... 0,500 4,300 

2)13,600 2)9,000 

4M00 /4.5P P 


The opening net assets must have been anil respectively less 

than the closing net assets. 

Adjustments Necessitated by Omission of Interest 
ON Capital or Shares, or by Alteration of Profit 
Sharing Ratios in One Year, or in Several Back 

Years 

Omission of Interest on Capital, (i) Where^ Capital Accounts are 
Fixed. Where by the partnership agreement partners are entitled to 
interest on capital and, owing to error, it has not been entered in 
the books, the necessary entries will be made if the discovery is 
"in time," that is before the Profit and Loss Account has been 
closed by the transfer of profit or loss to the partners' Capital or 
Current Accounts. Where, however, the books at the time of the 
discovery of the omission have been closed off, it is the practice to 
compute the difference between the amounts already credited in 
the books, and the amounts that would have been credited if the 
requisite transfer for interest on capital had been made, and adjust 
such difference by means of a Journal entry. 

The partnership agreement will ordinarily determine whether the 
interest on capital is to be made upon the fixed capitals, or upon 
the capitals as merged from year to year ; but in either case the 
capital upon which the interest is to be computed is almost invari- 
ably that at the commencement of the period. In addition, where 
the profits no more than approximately cover interest on capital, 
the question arises as to whether interest on capital is to be charged 
regardless of the fact that it may convert the profit (computed 
without charging interest on capital) into a loss. 

It will readily be understood that more than one year may call 
for adjustment, in which case there is superimposed a possible fur- 
ther point, viz. that there may have been alterations in the con- 
stitution of the partnership both as to personnel and as to 
PROFIT PROPORTIONS. 

Although the facts may create difficulties of detail, the under- 
lying principle is an extremely elementary one. As interest on 
capital is a special division of the profits of the firm (in absence 
of exceptional circumstances), it follows that unless the capitals of 
the partners are exactly in the same proportion as the profit or 
loss ratio, one or more of the partners has been overcredited at the 
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expense of another or others, so that the total amounts over- 
credited must equal those undercredited. 

Illustration. The profits of a firm for the year are £1,000, which 
have been credited to A and B equally per the partnership agree- 
ment, but interest on capital, £100 for A and £20 for B, had inad- 
vertently been ignored. Adjust. 

From the above it is clear that the division of profits should 
have been — 


Division 

A 

B 

Total 


i 


L 

Interest on Capital . 

loo 

20 

120 

Balance equally 

440 

440 

880 

Total . 

54D 

460 

1,000 

Division already made 

50D 

500 

1,000 

Adjustment . . . . 


0 

1 

— 


B has been overcredited with £40, A being similarly under- 
credited. A Journal entry is now required to debit B and credit A. 

Alternatively, the above adjustment may be carried out in the 
following simple way — 

I (i) To treat the omitted interest as a gain in favour of the 
partners ; and 

(2) To treat the omitted interest as a firm loss. 

Show the above in columnar form giving the adjusting figures. 
The preceding illustration would under this method of layout be as 
follows — 



Interest on 
Capital 

" Loss ” 

Difference 


(') 

(2) 



i 

L 

t 

A . 

J OD 

60 

+ 40 

B . 

20 

60 

- 40 


£120* 

;^I201 

— 






Thus the divisible profits in the “equal"' ratio are diminished by 
such interest (which is really profit divided in the capital ratio), 
so that there is £120 less “equal" profits and £120 more “Capital" 
profits, these counterbalancing each other. The above-mentioned 
alternative is paiticularly useful where the problem does not dis- 
close the firm’s profits ; for instance, the adjustment in the above 
example can be made by the alternative method, even if the 
question had not disclosed the profit of £1,000. 

' The above statements are memoranda, the double entry being effected 
W □ Journal entry. 
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Illustration. A, B, and C, partners, have omitted interest on 
capital for the three years ended 31st December, 1953. Their fixed 
capitals, upon which interest is based, were throughout: 

A, ^2,000 ; B, ;^i.6dd ; C, £ 1 , 4 ^^ : Interest thereon at 5 per cent per annum. 

They shared profits in the following ratios respectively — 

1951 :i, 2,2; 1952 :5, 3, 2 : 1953 :4. 5. i- Adjust. 

As the profit-sharing ratio differs in each year, a statement will 
be prepared for each of the three years. 


Year 


Interest 

□n 

Capital 

Katios 

” Loss ” 

Difference 



£ 


£ 

£ £ 

1951 

A 5 % on /2. ODD 

IDO 


50 

H- 50 


B — 5%Qn;ri,6oo 

80 


loo 

- 20 


C — 5%on;^i,40o 

70 


lOO 

- 3° 



Z250 


;^25 d 


1952 

A — As above . 

100 

A 

125 

- 25 


B — As above . 

80 


75 

+ 5 


C — As above . 

70 


50 

-f ZO 



£250 


^250 


1953 

A — As above . 

lOD 


lOD 

_ 


B — As above 

80 

A 

125 

- 45 


C — As above . 

70 

A 

25 

+ 45 



£250 


£250 



Alternatively, the layout may be drafted thus (omitting propor- 
tion figures) — 


Summary 


Adjustments | 

Difference 


Dr. 

Cr. 

Dr. 

Cr. 

A. 1951 

£ 

£ 

£ 

i 

50 

loo 



1952 

125 

lOD 



1953 

lOO 

lOO 




£275 

£300 


25 

B. 1951 

100 

80 



1952 

75 

8d 



1953 

125 

8d 




£300 

£240 

6d 


C. 1951 

100 

70 



1952 

50 

70 



1953 

25 

70 




£175 

;^2io 


35 




£60 

£60 
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J OURN AL 


1953 



£ 

£ 

Dec. 31 

B Current Account .... Dr. 


60 


To A Current Account .... 



25 


„ C Current Account .... 



35 


Being transfer to adjust omission of interest 




on capital for the three years to date. 





In either case the statements are purely memoranda explaining 
* the computation of the resultant Journal entry. 


Omission of Interest on Capital. (2) Where Capital Accounts are 
Merged. Where interest on capital is to be calculated on merged 
capitals, the Capital Accounts at the beginning of each year must 
be ascertained, so that it is necessary to know the amount of draw- 
ings and profits or losses for each year in order to compute the yearly 
capital figure upon which interest is to be calculated. 


Illustration. In addition to the facts presented in the preceding 
illustration, it is found that the annual drawings are £300 
for A and ^£200 each for B and C. The profits (before interest on 
capital has been dealt with) are £800 for the first year and £1,000 
for the second year. Interest is to be charged at 5 per cent per 
annum on merged capitals. 

Y ou are required to adjust the partners' accounts for years i and 2. 

So far as the first year is concerned, assuming the beginning figures 
of capital to be ''merged" at this date, the calculation for interest 
will not be affected because interest is computed on the capital at 
the commencement of the year. 


In the first year the Capitals will be — 


_ 

Balances ..... 
A dd Profits (ratios 1.2:2) 

A 1 

£ 

2,000 

160 

B 

£ 

i,boo 

320 

C 

£ 

1,400 

320 


2,160 

1,920 

1,720 

Less Drawings 

300 

200 

200 


1,860 

1,720 

1.520 

Adjustment for Interest (cf. 
previous illustration, page 37 b) 

+ 50 

- 20 

- 30 

2nd Year: Opening Balances 


0 

o 

£^A9o 



1 1 
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In the second year Interest will be based on these figures — 



Interest 

Ratios 

" Loss ” 

Difference 

Dr. Cr. 


£ 

J. 

i. 


£ 

S. 

d. 

£ 

S. 

d. 

£ 

5. 

d. 

A 

95 

ID 

D 

in 

127 

10 

D 

32 

0 

0 




B 

85 

0 

0 


76 

ID 

D 




8 

10 

0 

C 

74 

10 

0 

1^0 

51 

0 

D 




23 

10 

0 



0 

□ 


£255 

0 

D 

£32 

0 

D 

£32 

D 

0 
















In the second year the adjusting Journal entry is — 


J OURNAL 



£ 

s. 

d. 

£ 


d. 

A Capital ...... Dr. 

32 

0 

0 




To B Capital ...... 




8 

10 

0 

,, C Capital ...... 




23 

10 

0 

Being adjustment in respect of interest on 







capital omitted in books. 








In the second year, the Capitals will be — 



A 



B 

1 


c 




£ 

S. 

d. 

£ 

s. 

d. 

£ 

J. 

d. 

Opening Balances .... 

1,910 

0 

0 

1,700 

D 

0 

1,490 

D 

0 

A dd Profits (ratios 5:3:2) 

5OD 

0 

0 

300 

0 

0 

200 

0 

0 


2,410 

0 

0 

2,000 

0 

D 

1,690 

D 

0 

Less Drawings .... 

3OD 

0 

D 

ZOO 

0 

0 

ZDO 

D 

0 


2,110 

0 

0 

1,800 

0 

0 

1,490 

0 

0 

Adjustment for Interest on 
"Merged” Capital 

- 32 

D 

D 

+ 8 

10 

D 

+ 23 

1 □ 

0 

1 

£^.oi& 

0 

D 

;£i,BoB 

ID 

D 

£1.513 

ID 

0 












Cancellation of Excessive Interest. The converse rule will apply 
where interest has been either excessively charged, e.g. 6 per cent 
instead of 5 per cent, or where it should not have been charged at 
all. The result will be a diminution of interest to the partners, and 
an increase of profits arising from the adjustment of the interest. 
The former will be charged against the partners according to their 
capitals, whilst the latter will be credited to them in accordance 
with the manner of profit sharing. 

Illustration. After the accounts of a partnership have been drawn 
up and the books closed off, it is discovered that for the years 
1952 and 1953 interest has been credited to the partners upon their 
capitals at 5 per cent per annum, although no provision for interest 

1 See page 579. 



The accounts would have appeared thus had the interest on capital not been omitted — 



579 


As shown in preceding statement 
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is made in the partnership agreement, and no variation by a course 
of dealing can be inferred. 

The amounts involved are — 

Partners 

A 
B 
C 

3^660 ^£685 


Interest Credited 


1952 

1953 

£ 

£ 

350 

360 

200 

Z15 

IlD 

no 


You are required to put through adjusting entries as on ist./ 
January, 1954, assuming that the profits are shared in the following 
proportions — 

ABC 
1952 ■ ■ n if i 

*953 • - iV iV 


It may be assumed that the Capitals are "fixed.” The adjusting 
Journal entries are — 

Journal 


1954 



i 

5. 

d. 

i 

s. 

d. 

Jan. I 

A Current Account . . . Dr. 


86 

D 

0 




To B Current Account . 





64 

0 

0 


,, C Current Account . 





22 

D 

D 


Being adjustment for interest on capital 









improperly allowed for the year 1952 
as per memorandum adjustment. 









A Current Account . . Dr. 


154 

ID 

D 





To B Current Account . 




59 

0 

0 


,, C Current Account . 





95 

ID 

0 


Being adjustment for interest on capital 








improperly allowed for the year 1953 
as per memorandum adjustment. 









Memorandum Adjustment Statement 



1952 

>952 

Adjustment 

1953 

1953 

Adjustment 

Combined 

Result 

luterRst 

on 

Capital 

" Profit " 

Interest 

on 

Capital 

" Profit ” 


£ 

5 . 

d. 

£ 

5. 

d. 

£ 

s. 

d. 

£ 

s. 

d. 

£ 

f. 

d. 

£ 

5. 

d. 

£ 

s. 

d. 

A 

350 

D 

D 

Z, 264 

D 

0 

- B6 

0 

0 

360 

D 

0 

Pa 205 

Id 

□ 

- 154 

lo 

0 

- 240 

ID 

a 

B 

zoo 

0 

D 

) *64 

0 

□ 

+ 64 

D 

0 

215 

0 

0 

10 274 

□ 

0 

+ 59 

0 

0 

+ 123 

□ 

a 

C 

IID 

□ 

□ 

k >32 

□ 

□ 

+ 22 

□ 

0 

no 

0 

0 

in 205 

10 

0 

+ 93 

ID 

D 

f 117 

!□ 

0 


£66d 

□ 

□ 

£660 

0 

0 




£6B5 

0 

0 

£685 

D 

0 






























Omission of Interest on Capital. (3) Where Profit-sharing Ratio 
Varies with the Amounts of Profits. Where the ratios of profit 
sharing vary with the amount of profits, it becomes necessary for 
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the purpose of adjusting the partners' current accounts to ascer- 
tain what profits have been earned in each year, whether Capitals 
are fixed or merged. 

Illustration. A and B share profits as follows — 

First ;f4DD to A and the balance 2:1. 


The profits for the year are £580; the capitals being A £2,000, 
and B £1,800. Interest on capital had been omitted from the 
books, and is to be allowed at 5 per cent per annum. Adjust. 


The profits shared are — 


A 


B 


First 

Balance 2 : 


400 

120 




i 

5o 


;^6o 


The interest on capital should be — £ 

A — 5% on ;t2,ooo ..... lOD 
B — 5% on £1, Sod ..... qd 

The "loss” being £190, £180 of this will be debited to A and B 
in the ratio of 2 : i, i.e. scaling down the profits exceeding the first 
£400, and all the balance against A, thus — 


"Loss” 



Total 


A 


B 

Lxress of /4oo (2 i) 

Balance . . . . 

i 

i8o 

10 

f 

i 

120 

I D 

1 

£ 

60 

1^90 

£130 

£60 


The adjustment, therefore, is — 



Interest on 
Capital 

” Loss ” 

Difference 


L 

L 

£ £ 

A 

lOD 

130 

- 30 

B 

90 

6o 

+ 3° 


Thus, as a result of the above the division of profits is — 

i I 


A's Share of Profits . 


520 


Less Adjustment . 

. 

30 




— 

400 

B's Share of Profits , 

. 

bo 


Add Adjustment . 


3t> 




— 

90 


Total. 
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Illustration. A, B, and C are partners sharing profits in the ratio 
of 2 : 2 : I. C has advanced to the firm £z,ooo at 5 per cent per 
annum on 30th June, ig . . . During the year ended 31st December, 
19. . (i.e. before distribution of profits), the entry relating to interest 
has been inadvertently made as follows — 


Journal 


19. . 




£ 

£ 

Dec. 31 

A Current Account 

. Dr. 


50 



B Current Account 

. Dr. 


50 



To C Current Account 



100 


Beinf» interest at 5% per annum 

on C’s 





advance. 






Assuming the books have been closed off, make the necessary 
corrections. 

Memorandum Adjustment Statement 



A 

B 

c 

The true charge which is a Firm loss is 

i 

L 

£ 

£50 divided^ ..... 
The true credit to C is £50 

Dr. 20 

Dr. 20 

Dr. ID 

Cr. 50 

Leaving what ought to have been entered 

Dr. 20 

Dr. 2 0 

Cr. 40 

As against the al^ve entries . 

Dr. 50 

Dr. 50 

Cr. IDO 

Leaving the final adjustment of . .* 

Cr. £30 

Cr. iio 

Dr. £6d 


Readjustment of Profit Sharing Ratios over 
Past Years 

Illustration. C and D had been in partnership for three years, 
sharing profits and losses in proportion to their capitals, which had 
not changed during the period, and were £10,000 and £5,000 respec- 
tively. At the end of the third year (31st December, 1953) they 
agree to admit their Manager E into partnership as from the begin- 
ning of the partnership. E had been in receipt of a salary of £350 
per annum during the period, and had had £3,000 on loan to the 
firm since its inception, upon which he had received 6 per cent per 
annum interest. 

The Profit and Loss Accounts of the firm had shown the following 
results after charging partners’ interest upon capitals at 5 per cent 
per annum, and E's salary and the interest upon his loan — 

£ s. d. 

1951 E^rofit ..... 2.562 7 D 

1952 Eoss ..... 418 15 o 

1953 Profit ..... 1,762 14 o 

^ Interest on £2,000 at 5 per cent per annum for bali-yeoT. 

■ Journalized in the usual way. 
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The terms upon which E was to be admitted a partner were that 
he should have a salary of £250 per annum and a sixth interest in 
the business as from 1st January, 1951, and that his loan should be 
treated as his capital, upon which he should receive, from tlie com- 
mencement of the partnership, the same rate of interest as C and 
D instead of the 6 per cent already paid to him, C and D's ratio as 
between themselves to remain unaltered. 

You are required to adjust the results of each of the three years, 
and to show how they should be divided in accordance with the 
new arrangement. 

Under the new arrangement the divisions are as follows — 

Firat year, 1951 — 

Profit ;^2,56 j 7a. -|- Interest £^o and Salary £100 = Profit ^2,692 ys. 

£ s. d. 

C— ig 1.495 15 D 

^ 747 17 6 

E— A 448 14 6 


Second year, 1952 — 


£2,692 7 D 


Loss £418 15s. - Interest £30 and Salary £ido = Loss £288 15s. 

£ s. d. 

c — ..... 160 a 4 

1) . . . . . 80 4 2 

H— t's 48 2 6 


£288 15 o 


Third year, 1953 — ■ 

Profit £1,762 14s. + Interest £30 and Salary £ioo = Profit £1,892 14s. 

£ 

C ..... 1,051 lO D 

D— I'V, 5-15 15 D 

E — . ... 315 9 o 


£1,892 14 D 


By the above arrangement E receives the following — 

£ s, d. £ s. d. 
1951 . . . . . 448 14 6 


953 


315 

9 

D 



764 

3 

6 

Less 1952 Loss 

48 2 

6 



Reduction of £130 for 3 years 





= £30 interest (1% on £3,ooo) 





and £iuo salary 

390 0 

D 





— 438 

2 

6 

Credit to E . . 



I 

D 

Debit to C — § of £326 is. . 


Z17 

7 

4 

Debit to D — 1 of £326 IS. . 


id8 

13 

8 



£326 

I 

0 
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Alternative Method. A much shorter method may be adopted in 
examinations by taking the three years together, thus — 


Profits for the three years — 

£ 

5 . 

d. 

Profit, 31st Dec., 1951 

2,562 

7 

0 

Profit, 31st Dec., 1953 . . . . 

1,762 

14 

0 


4.3^5 

I 

0 

Loss, 3ibt Dec , 1952 . . . . 

418 

15 

□ 


3,906 

6 

0 

Add Augmented Profit m lespect of E — 




^130 per annum X 3 

390 

D 

0 


;^4.296 

6 

□ 

E's share = Va 

716 

1 

0 

Less Dixmnished Interest and Salary — 




£130 X 3 

39D 

□ 

0 

■. Credit to E . 

■\xrriir*ri nnne^" VinYrif* I-itf 


I 

0 

VVlAiUI.1 lUUiaL UC ULIlllb LJ V 

Debit to C — , of /^3z6 is . . . 

217 

7 

4 

Debit to D — J of ^326 IS . . . 

108 

13 

8 



I 

D 


It IS assumed that (i) interest on capital is to be charged whether thcie 
are profits or losses. 

( 2 ) Interest is based upon fixed capitals and not upon Current Accounts, 
otherwise the amount for each year -v^ould have to be separately computed. 

Partner's Salary Adjustments. Where one of the partners is en- 
titled to a salary and, owing to absence from duties, it is agreed that 
the absent partner shall forgo the whole or a portion thereof, the 
treatment depends upon the circumstances. The amount waived is 
obviously equivalent to an increase in partnership profits, and 
primarily in the absence of an agreement to the contrary enures to 
the benefit of the firm as a whole, that is, it is treated as partnership 
income ; but the partners may agree that such waiver shall operate 
for the benefit only of the remaining partners ; if so, it will be credited 
exclusively to them either in profit and loss sharing ratios, or if 
they themselves receive salaries, in their salary ratios. Tlje extra 
salary (if any) paid for the work usually undertaken by tlie absent 
partner may be set off against the amount waived. Alternatively, 
if a disproportionate amount of time is spent by the partners on 
performing the work, they may charge up a sum corresponding 
therewith (which may amount to more or less than the absentee's 
salary), and treat the difference as a firm profit or loss, or as a per- 
sonal profit or loss, either in old salary ratios or in profit and loss 
ratios. 

Illustration. Turbie, Grasse, and Vence are partners sharing 
profits and losses equally, receiving salaries of £600, £400, £500 
respectively. Vence agrees to waive his salary already credited to 
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him- The following are the methods of treatment according to 

agreement. 

(i) Where the whole of the work is undertaken by Turbie and Grasse. 


[a) As a FIRM profit — 





£ 

s. 

d. 

Debit Vence £500. 

Credit Turbie 

i . 

166 

13 

4 


Grasse 

1 • 

166 

13 

4 


Vence 

1 

166 

13 

4 

( 5 ) As a personal profit — 






(i) In Salary proportions — 






Debit Vence £500. 

Credit Turbie 

ill ■ 

3DD 

0 

0 

Grasse 

1 

1 ij • 

200 

D 

0 

(ii) In Profit and Loss proportions — 





Debit Vence £.';oo. 

Credit Turbie 

i ■ 

250 

□ 

D 


Giasse 

1 ■ 

250 

0 

0 

fill) On a charge basis (say) 






Debit Extra Salaiy 

Ciedit Turbie (say) 

1^0 ■ 

560 

D 

D 

Account £^ioo 

Crrasse (say) 

240 

0 

D 

Debit Vence £500 

Credit Extra Salary 



Profit and Loss 

Account 


Boo 

0 

0 


."^CCOUIlt 

(2) Where an expenditure of £100 has been incurred for extra 
salary paid to a temporary assistant the amount of £100 would be 
set off against the £500, leaving £400 to be dealt with by the above 
methods, e.g. (i) [a ] — 

Debit Vence £500, Credit Extra Salary £ s. d. 

Account . . Ido o 0 

Turbie i . 133 6 R 

Grabse ^ . 133 6 8 

Vence ^ . 133 6 8 

Adjustment of Profits and Interest on Capital Consequent 
UPON THE Omission of an Asset from the Books 

It sometimes happens that when a partnership is formed, one of 
the partners introduces an asset in the shape of a trade-mark or a 
patent of uncertain value. The usual basis of valuation of such an 
asset is a certain number of years' purchase of the average yearly 
sales over an agreed period. When at the end of this period the 
value of the asset is ascertained (no value appearing in the books in 
the meantime), the amount will be credited to the Capital Account 
of the partner who brought in the asset. If, over this period, interest 
on capital has been allowed, a corrective entry will be required to 
provide for interest on capital calculated on the value of the 
omitted asset. 

Illustration. X and Y are partners as and from 1st January, 1951. 
The value of all the assets, with the exception of a patent intro- 
duced by Y, is agreed. The patent is to be valued on the expiry of 

* AlU-inatively in propoitions shown in (t) (i) and (&) (ii). 
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three years from 1st January, 1951, at 10 per cent on the sales 


during this period. These were — £ 

Year to 31st December. 1951 ■ ■ 6,qoo 

1952 - . 3-50D 

1953 ■ ■ 5 PO 

^10,000 


The partners are to receive 5 per cent interest on their 
merged capitals, and are to share the balance equally. (Drawings 
are ignored for the sake of lucidity.) 


Statement of Capitals (as appearing in the books) 


Date 

Division | 


X 


1951 

Jan. I 

Capitals ...... 


£ 

3,000 

i 

^,000 

Dec. 31 

Interest on Capitals .... 


150 

loo 

1952 

Jan. I 

Profits ...... 


400 

400 

Balances ...... 


3,550 

2,500 

Dec. 31 

Interest on Capitals .... 


177 

125 

1953 

Profits ...... 


360 

360 

Jan. I 

Balances ...... 


4,087 

2,985 

Dec. 31 

Interest on Capitals .... 


205 

149 

1954 

Jan. I 

Profits ...... 


720 

720 

Balances ...... 


i 5 .Dl 2 

1^3,854 


(Interest taken to nearest £.) 
Journal 


1953 

Dec. 31 

Patent ..... Dr. 

To Y Capital 

Being patent introduced by Y on ist 
January, 1951, valued per agreement. 


£ 

I, ODD 

£ 

1,000 


X Capital ..... Dr. 

To Y Capital ..... 
Being adjustment of interest on capital 
relative to patent per Memorandum 
Adjustment Statement. 


79 

79 


(Interest to nearest £ to agree with Statement.) 


Notes, (i) As the initial capitals are in reality equal, i.e ;^3 ,dod each, and 
the appropriations are equal, no drawings being taken into account, the 
adjusted capitals as at ist January, 1954. should be exactly similar, viz. — 



1 ^ 

Y 

Capitals at 31st December, 1953 .... 

Add Patent ....... 

,, Interest on Capital^ . . . . . 

Less Interest on Capital ..... 

Capitals at i.st January, 1954 


£ 

5.012 

79 

£ 

3.854 

1,000 

79 

£4.933 

£4.933 


^ If the original interest on capital had been computed to the nearest 
shilling the adjustment required would be £'j^ 16s. 



Memofandum Adjustment Statement (Interest to nearest is. 
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(2) The profit earning capacity of the patent is clearly declining — as reflected 
in declining sales — hence the valuation is exaggerated. The question of 
depreciation also arises. As the true profit-sharing ratio has been disturbed, 
the allocation of income tax liability will be affected. Notes should be made 
on these points in examination work. 

‘‘Cash’’ Profits. It is usual in many professional business 
partnerships to take profits on the basis of receipts less pay- 
ments, that is to say, ^ outstandings, whether in favour or against 
the firm, are ignored. On the other hand, profits may be taken on 
a “receipts'* basis, but outstandings against the firm taken into 
account. Both methods are unsatisfactory as full account .should 
be taken of the following — 

(1) Debtors, including prepayments. 

(2) Uncompleted work. 

(3) Creditors, including — 

(а) Payments by clients in advance. 

(б) Accrued and accruing expenses. 

(4) Depreciation. 

(5) Stocks. (Although stocks are likely to be fairly constant in a 
non-trading business, nevertheless the value of stock should be 
brought into the accounts.) 

(6) Bad debts. (As receipts only are recorded, the accounts do not 
disclose the amount of bad debts.) 

Where the partners decide to bring the accounts on to an "earned" 
basis, the items introduced into the books, whether assets or lia- 
bilities, must be credited or debited to the partners either [a] 
directly to the partners who introduced them (less depreciation 
borne in profit and loss ratios), or otherwise (6) in the profit or loss 
ratios. No difficulty arises where no change has occurred in the 
constitution of the partnership; but the true position as at each 
change (if any) must be established (unless this has already been 
done) upon such change, whether by way of admission or retire- 
ment of a partner, or upon the alteration of ratios of profit and loss 
sharing. 

It is of importance to distinguish carefully between the assets 
specifically brought in by partners, and those created during the 
tenure of the partnership, as the former will be credited to the 
partners according to their respective contributions, and the latter 
in profit and loss ratio. 

The rules may be thus formulated — 

(i) Ascertain the undisclosed assets and liabilities at the com- 
mencing date, and credit in case of assets, and debit in case of 
liabilities, the partners, either in profit and loss ratios or rateably 
to contributions, for such amounts ; depreciation being charged in 
profit and loss ratios. 
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(2) Ascertain the increase or decrease in assets and liabilities 
treating them as ordinary partnership profits or losses; computing 
each year separately (if necessary, e.g. on changes in constitution 
of the firm), or treating the whole of the intervening years 
together. 

(3) Prepare the above information in schedule form, analysed 
into columns for each partner. 

(4) Debit assets ascertained by the total of (i) and (2), credit 
liabilities similarly obtained. 

(5) Credit or debit the partners as shown in the schedule accord- 
ing to the result obtained by (4), i.e. if increase of assets exceeds 
"increase of habilities a credit will ensue to the partners; the con- 
verse will apply on a decrease of assets. 

Illustration. A and B are in partnership, drawing up accounts on 
a cash basis. Up to 31st December, 1950, they shared profits in the 
ratio 3 ; 2, and at that date the debtors were £100, creditors £75 ; 
from that date till 31st December, 1953, profits were shared 
equally. 

No Interest on Capital was allowed. The debtors and creditors were : 


Year ended 

Debtors 

Creditois 

" Net" Assets 
Undisclosed 


£ 

£ 

L 

31st December, 1951 

250 

90 

I 6d 

M 1952 

IZO 

4D 

Bd 

M 1953 

30D 

II9 

iSt 


It was agreed on 31st December, 1953, that the last three years' 
accounts should be computed on an “earned" basis, with proper 
Double Entry Accounts for debtors, etc. Ignore all other considera- 
tions. 

The schedule will be constructed thus — 



Dr. 

Lr. 

1 A 1 

] 

B 


(Debtors) 

(Creditors) 

Dr. 

Cr. 

Dr. 

Cr. 


i 

£ 

£ 

£ 

£ 

i 

"Net” Undisclosed Assets at 







31st December, 1950 . 
Increase to 31st December, 

loo 

75 

45 

rj 6 d 

^ 30 

1 40 

1953— 







Debtors . ;^30o — ^loo 

Creditors . ;^n9 - jf75 

200 

44 

nH 

10 

N 

|lDO 

1 22 

iioo 


3 DO 

119 

67 

i6d 

52 

14D 

Balance .... 

iBi 

93 


BB 




£300 

£160 

£160 

£» 4 d 

'll 
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Alternatively — 



Total 

A 

B 


i 

£ 

£ 

Opening "Net” Undisclosed Assets 
Increase in "Net" Assets from 3i5t Dec., 

25 

i 15 


1950, to 31st Dec., 1953 1^181 less ^25]. 

156 

i 78 

i 78 


;^l8l 

£93 

£88 


The adjusting Journal entry will be — 

J OURNAL 


1953 

Dec. 31 

Debtors (detailed) 

To Creditors (detailed) 

A Current Account 
,, B Current Account 

. Dr. 


£ 

300 

£ 

I19 

93 

8S 


Being introduction of assets 
bilitie.s at this date. 

and lia- 


^300 

£300 







If the net assets at 31st December, 1950, of £25 represented 
original assets, the Journal entry (ignoring narrative) at 31st 
December, 1953, would be — 


J nURNAT, 


1953 



L 

i 

Dec. 31 

Debtors ..... Dr. 


300 


To Creditors. .... 



II9 


,, A Current Account . 



78 


,, B Current Account . 



78 


,, Capital Adjustment Account 



25 


The amount of £25 would be transferred to the credit of the 
partners’ Capital Accounts according to their original contribution, 
e.g. entirely to B if at the commencement of the partnership all the 
assets less liabilities were contributed by B. 

Adjustment of “Cash Profits” — “Cash” Basis to “Earned” Basis. 
Where a firm has been carrying on business on a “cash” basis, 
an occasion may arise which necessitates the precise ascertainment 
of profits, such as requirements of income tax authorities or the 
dissolution of partnership. It is both inexpedient and undesirable 
to interfere with the partners' capital or other accounts already 
in the books, so that a Statement or Memorandum Account is pre- 
pared showing the excess or diminished profits ascertained on a 
cash basis, the differences being allocated to each partner. Where 
no questions arise which demand the ascertainment of true profit 
or loss for each year the matter is extremely simple, as all that 

* If the practice had been to write back the debtors [cf. Receipts and 
Expenditure method), the adjustment would be to the debit of a Debtors' 
Reserve Account. 
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requires to be done is to have two columns, one for increase of 
profit and the other for decrease, for each year, the difference being 
the increased or decreased profit nr loss which is then allocated in 
total between the partners. It is clear that any difference in profit 
or loss must be reflected by an increase or decrease in asset or lia- 
bility, and this forms the reciprocal entry to that debited or credited 
to the partners* accounts. 

Illustration. A and B have shared profits and losses equally, but 
only on a " cash *' basis. It is now desired to adjust the profits and 
losses over the past years, and no occasion arises for obtaining each 
separate year's results. No mtere.st on capital is chargeable. It has 
V always been the practice to pay aU the expenses and creditors at 
the end of each year, but stock, debtors, and depreciation on 
machinery have never been brought into the accounts. 


The following are the figures for the above assets on — 



Debtors 

Stock 

Machinery 

"Cash" 
Profits and 
I-oss 


£ 

£ 

£ 

£ 

ist JfTnuary, 1951 

1,000 

300 

Son 


3ibt December, 1951 

QOO 

750 

900 

-h boo 

.. 1952 

1,300 

goo 

900 

- lOD 

M 1953 ■ 

1,200 

500 

900 

4- Boo 


Depreciation of machinery be taken at 10 per cent (diminish- 
ing balance) each year from 1st January, 1951, to be calculated on 
the balances at 31st December of each current year. 

Prepare Memorandum Adjustment Statement. 


MEMORANDUM Adjustment Staiemcn r 




Increase of 
"Net" Assets 

Decrease of 
" Net" Assets 

jist December, 1951 — 

£ 

i 

£ 

Debtors .... 

- 100 



Stock . . . . . 

+ 250 



Machinery ^ . 

+ 10 




— 

I bn 


31st Detember, 1952 — 




Debtors .... 

f 400 



Stock .... 

+ 150 



Machinery^ 

81 




— 

4 by 


31st December, 1953 — 




Debtors . . . . . 

- loo 



Stock .... 

- ^oo 



Machinery^ 

- 73 

1 





573 

Balance — Increase of "Net" Assets . 



5r> 




;£629 




— 


See p so*’ 
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In addition the assets, which ex hypothesi are not in the books 
at the commencement of the adjustment period, are — 

£ 

Debtors ..... i.ooo 

Stock ..... 500 

Machinery .... 800 


£2.300 


The figures must now be incorporated in the books, and the 
introduction of assets into the books will show an increase of capital, 
thus — 


Assets at 31st December, 1953— 



£ 


Debtors 

I, 20 D 


Stock . 

500 


Machinery ^ 

656 



;^2,356 made up of; 

Additional Profit for 



throe yeais . 


Undisclosed Assets at 

CDinmencement . 2,300 


1953 

Dec. 31 


J OITRNAL 

Debtors 


Dr. 

Stock 


Dr. 

Machinery^ 

To A Capital . 

B 


Dr. 

,, A Current Account 


B 




Being assets and adjustments of profits in- 
troduced for the three years to date as per 
Memur.indimi Adjustment Statuineut. 


£2,35t» 


£ 

1,200 

500 

656 


£ 


1. 150 

1. 150 

28 

28 


£2.356 


£2,356 


The amount of £2,300 represents as^>ets undisclosed at the com- 
mencement of jg5T, and if it represents accumulated earnings to 
that date it will be divided in the partnership ratio; if, on the other 
hand, it represents initial capital, it must be credited to A and B 
according to their respective contributions. 


^Machinery Account is as follows — 


ist Jan., 1951. Balance . . . . 

£ 

Boo 

31SI Di-c., 1951. Additions . 

IDO 


900 

Depreciation 

9D 

31st Dec., 1952. Balance 

Bio 

Depreciation 

Bl 

31st Dec., 195 3. Balance . . . . 

- 729 

Depreeiaticn 

73 

Balance . . . . 

. £656 
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The net profit for the three years on a cash basis is £600 + £800 
- £ioo = £1,300, already credited in the accounts, to which will be 
added £56, totalling £i, 35 ^i i-c- A, £678; B, £678. There is no 
necessity to add to or deduct from the *' cash ” profits or losses, but 
if desired (or required) the adjustment in detail will be as follows — 


Memorandum Adjustment Statement 



1 

j Total 

A 


B 


£ 

£ 

£ 

£ 

£ 

£ 

Profits for the Year ended 31st 







Dec., 1951 .... 

F 6od 


+ 30D 


+ 300 


Add Increase of ‘ ‘ Net” Assets 

-h t6o 

+ 760 

-j- 8 d 

+ 33 d 

+ Bo 

+ 380 

Increase of "Net” Assets to 31st 







Dec., 1952 .... 

+ 469 


+ 235 


+ 234 


Less Lo.ss for Year ended 31st 







Dec., 1952 . 

- 100 

-h 369 

- 50 

-h 185 

- 50 

+ 184 

Profits fur the Year ended 31st 







Dec., 1953 .... 

]- 800 


+ 400 


+ 4^0 


Less Decrease of " Net "Assets 







to 3 1st Dec,, 1953 

- 573 

-f 227 

- 287 

+ II3 

- 286 

-\ 1 14 

Revised profits 


1,356 


678 


678 

Lfi'is already credited . 


1,300 


650 


650 

Remaining amount to be credi- 

1 






ted in respect of profits 

1 

£56 


£28 


£^6 


Where the iufonnatlon may be required in respect of tach year, 
e.g. because (i) interest on capital is calculated on merged capitals 
(i.e. capital and juofits less drawings), or (2) for income tax pur- 
poses, or (3) by reason of alteration in profit-sharing ratios, or (4) 
wliore profit-sharing fl\ictuates according to amount of profits, each 
year's result must be s^eparately ascertained. 

Illustration. Assume the same figures as in the preceding 
example, but that the partners share profits and losses equally to 
1st January, 1951, after which the division is to be as follows — 
First ;t3Do to A 

Next £'21)0 to A and B in tlie ratio of 3 : 2 
Next £200 to A and B in the ratio of 3 : i 
Kemainder to A entirely. 

You are required to adjust the positions. 

The adjustment will be as shown already so far as it relates to 
adjusted profit or loss, but the allocation will require careful work- 
ing owing to the fluctuating rates of profit. 

It is therefore necessary to take each year and compute the effect 
of the adjustment upon the total profits, as any increase as shown 
in the adjustment must be allocated according to what is necessary 
to give effect to the partnership agreement- 
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(i) The first year's increase of £i6o. The "cash" profits have been 
divided as follows — 



1 Total 

A 

B 


£ 

£ 

£ 

First ;^3DO . 

30D 

300 

— 

Next £zoo .... 

200 

7 120 

r 80 

Balance (part of next 3^200) . 

lOD 

^ 75 

1 25 


£^00 

;^ 4 q 5 

£105 


The increase of £i6o is dealt with thus — 



Total 

A 

B 

Balance of j^zoo . 
Remainder . 

£ 

100 

60 

£ 

1 75 

f>D 

£ 

1 25 

£if.o 

;^I 35 

£-^5 




(2) The second year’s increase of ^40g. On a " cash " basis a los^ 
has been shown and charged to A. Th> increase of £469 will be dealt 


with thus — £ 

Increase of capital . . . . 469 

Less canuellAtion of loss previously debated to A . loo 

Balani e divi‘'ible . . £3(^9 


The increase of £469 is dealt with thus — 



Toted 

1 A 

13 


£ 

£ 

£ 

First ;;^3 00 . . . . 

300 

300 

— 

Balance 

6 g 

‘ 41 

^ zB 


369 

34 ^ 

z 8 

Cancellation of Loss 

lOD 

IDD 

— 



;^ 44 i 

£28 


(3) The third year's deerpase of £573. The "cash" profits of £Boo 
have been allocated thus — 

1st stage 
2nd stage 
3rd stage 
4th stage 


Total 

r 

A 

f 

B 

f 

t 

300 

t 

300 

t 

200 

120 

8o 

200 

150 

5 ° 

loo 

IDD 



£800 £670 £1^0 
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The decrease in profits must be allocated in order that the divi- 
sion between the partners of true profits shall conform to the 
partnership agreement, hence the allocation of the decreases must 
be resolved by the reverse process, for after each stage of profits in- 
crease is exhausted the next stage is taken so that the decreases 
will first affect the final stage. 

The decreases then will be dealt thus — 


4tli staj'B 
3rd stage 
2nd stags 
ist stage 


Total 

£ 

A 

£ 

B 

1 

100 

lUD 


200 

I5D 

50 

200 

120 

Bo 

73 

73 


jf573 

^443 

^130 


It is clear from inspection that the figures within the quadri- 
laterals eliminate each other, thus leaving A with iiis original 
profits of £300 less decrease of £73, i.e. finally with £227; or, taken 
from the total figures, the true profits are £600 less £573, giving 
£227, all of which must belong to A, he having the exclusive right 
to the first £300 of profits. 

Alternatively this may be shown thus — 



Total 

A 

B 


£ 

£ 

£ 

"Caah” profits 

800 

670 


Less decrease 

573 

443 

130 

Revised profits 



Nil 






The figures for adjustment are now — 


Memorandum Adjustment Statement 


Year 

Total 

A 

B 

1951 . . . . 

i £ 

+ i6o 

£ £ 
+ 135 

£ £ 

+ 25 

1952 . . . . 

+ 469 

+ 441 

+ 28 

1953 . . . . 

- 573 

- 443 

- 130 

Leaving revised profits . 

+ £629 - /573 

+ £576 - £443 

.+ £53 - £130 


+ £ 5 (> 

+ £133 

-in 


The original undisclosed assets will be dealt with as before, as 
they must belong to the partners as at ist January, 1951, and 
assuming that they represent undisclosed profits the division of the 
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increase of assets at this date \idll be made on the old basis, £1,150 
each for A and B. It wiU be seen that the only difference between 
the consequential entries in this illustration as compared with 
those in the preceding illustration lies in the allocation of the £56 
item. 

J OURNAL 


1953 



i 

i 

Dec. 31 

Debtors ..... Dr. 


1,200 


Stock ...... Dr. 


50D 



Machinery ..... Dr. 


656 



To A Capital ..... 



1,15*5 


„ B 



1,150 


,, Capital Adjublmcnt Accrmiit 



56 


Being assets at ist January, IQ51, enteicJ 





into the books. 





Capital Adjustment Account . . ])r. 

13 Current Account . . . Dr. 


77 



To A Current Account 


133 


Being adjustment of profits as shown by 




Memorandum Adjustment Statement as 
per agreement. 





The Capital Accounts, ignoring other assets or liabilities, anrl 
assuming that Capital and Cuirent Accounts are to be merged, will 
be as follows — 

Capital Accounts 

i 

A— -h ;^I33 1.283 

1.073 

Total Increase (as above) . . , 

Alternative Proposals as to Profit Sharing. 

Illustration. B is offered a partnership with A, and is given the 
following alternatives — 

(1) A salary of £450 per annum plus a fifth share in profits after 
charging up his salary, or 

(2) A quarter share of profits, without salary, but carrying a 
guarantee b3^ A of a minimum of £400 a year. 

Show which alternative is preferable. 

There are several preliminary factors which must be con- 
sidered before B is in a position to decide- — 

(t) The nature of the business, e.g. whether highly fluctuating 
profits. 

(2) The reasonable probability of the maintenance of profits in 
the light of all circumstances, e.g. the business may be almost 
entirely "personal,” and, consequently, the death or incapacity of 
A might cause a collapse or decline of the business. 
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(3) The profit curve in conjunction with capital employed. 

(4) The valuation of assets including goodwill. 

(5) Precise meaning of profits. 

(6) The price required for goodwill. 

(7) The treatment of goodwill in the books which will materially 
affect disposable profits, where interest on capital is to be charged. 

Assuming, however, that due allowance has been made for the 
foregoing points, it will be seen that where the profits are on a big 
scale there will be no need to invoke the aid of the guaranteed 
minimum, but if upon a small scale the guaranteed minimum may 
he a valuable right, although an intending partner will naturally 
exercise considerable caution if the permanent profit level is so 
meagre that it is likely to call for the continued assistance of the 
guaranteed minimum. Taking an extreme case, if the profit is, say, 
nil, the intending partner will normally employ business sense, 
and avoid being a partner in a concern unable to earn profits. 

Subject to the above, the advantages of one alternative over the 
other may be ascertained as follows — 

(a) Where the profit level is Ivw, so that the comparison is 
between salary plus profits as contrasted wdth the guaranteed 
MINIMUM, i.e. 


Let P = profits, then 

/’-45D 

45 D ^ = 400 

2,250 -f P - 450 = 2,000 
.-. P = ;^2 0O 


If profits are exactly £200, this amount will be divided as follows — 

Dr. Profit and Loss AppRorRiATioN Account Cr. 

To Salary . . 450 By Balance . . b/d 

,, A nf £250 . £200 

,, B - i of £250 . 50 

£450 

B obtains a sahiiy of £450 less share of loss of £50 = £400. 

This exactly equals the Guaranteed Minimum. 

Hence if the profits, before salary, are under £200, the guaranteed 
minimum is preferable. 

(ft) Where the profit level is high, so that the comparison is 
between salary plus profits as contrasted with the quarter share of 
profits without salary — 

Let P = profits, then 

^ = 450 + ^ F = 
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If profits are exactly £7, zoo, this amount will be divided as follows ; 
First alternative. 

Dr. Profit and Loss Appropriation Account Cr. 



To Salary (B) . 

,, A — nf ftDfit £6,730 . 
■1 B — i ol £6,750 


£ 

450 

5,400 

1,330 


By Balance 

b/d 

£ 

7,200 




£7,200 




£7,zdd 









B thus obtains £i,Boo. 
Second alternative. 

Dr. Profit ani 

) Loss Appropriation Account 


Cr. 


To A 1 . 

.. Bt . 


£ 

5 , 4 Do 
I, Boo 

£7,200 


By BalaJice 

b/d 

£ 

7,200 

£7,200 


If the profits arc exactly £7,200, both methods produce the same 
amount of gain to B. Hence, if the profits are less than £200 or 
greater than £7,200, the second choice, i.e. one-quarter of profits 
with guaranteed minimum of £400, is preferable, because if the 
profits are low, B enjoys tlie protection of the guaranteed minimum ; 
if high, he resorts to the quarter share of profits ; if the profits 
fall between £200 and £7,200, the first alternative is better, i.e. 
"salary plus profits." 

Guarantee of Profits to a Partner. Upon the admission of a new 
partner into a firm, the old partners may give a guarantee that he 
shall receive a certain minimum should the normal share to which 
he is entitled fall short of a stipulated amount. Such an inducement 
may be necessary, particularly where the new partner, in order to 
enter the firm, is sacrificing some other source of income, e.g, by 
resigning his post as a secretary to a limited company. Generally 
speaking, the old firm, i.e. the old partners, undertake this obliga- 
tion, although in certain circumstances one only of such partners 
may himself assume responsibility. 

The problems on this point may accordingly be divided into two 
sections : (i) where the guaranteed minimum is borne by all the 
remaining partners; (z) where the guaranteed minimum is borne 
by one partner only. 

The "shortage" made up to the new partner is treated as a loss 
between the guaranteeing partners, and may be adjusted in the 
Profit and Loss Appropriation Accomit, or by means of a Journal 
entry to the respective Capital or Current Accounts in profit ratios. 
An important matter to be settled — apart from the duration of the 
guarantee — is as to whether the principle of short workings applies, 
so that in a profitable year, subsequent to that in which the benefit 
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of the guarantee was applicable, the guaranteed partner must re- 
^ ^redit the guaranteeing partners for the amount made up by them. 
" In other words, the question at issue is whether the amount made up 
to the guaranteed partner should be carried forward against him, 
provided that he always receives his minimum, or whether each 
year is to be self-contained, and once the guarantee has been applied 
the amount paid thereunder is to be ignored in future years. 

The principle applicable is similar to that of short-workings. 

It is therefore extremely important that the partnership agree- 
ment shall deal clearly and unambiguously with this point, as well 
as that relating to the period during which the guarantee is to 
(fontinue in force. 

Illustration. Q and S share profits and losses in the ratio of 
3 ; 2, and as from ist January, 19. . they admit O, who is to have 
a tenth share of the profits, with a guaranteed minimum of £1,500, 
Q and S continuing to share profits, as between themselves, as before. 
The profits of the firm in respect of the year are £10,000. Prepare 
Profit and Loss Appropriation Account. 


Dr Profit and Loss Appropriation Account Cr 



ToQm) 

Less Transfer 
to 0 

g X £5 po . 


£ 

5,400 

300 

£ 

5,100 

3,400 

1,500 


By Balance 

b/rt 

£ 

10,000 


^ess Transfer 
to 0 

g X £500 . 


3 ,6 od 

200 






" ° liSid TrMBfcr' 

from g 

Add Transfer 
from 5 


1,000 

300 

200 


















£ 

10,000 



£ 

10,000 

Alternatively — 

Dr Profit and Loss Appropriation Account 


Cr. 


Td Q . 

„ s 

„ 0 . 



£ 

5,400 
3, 600 
1,000 


By Balance 

b/d 

£ 

10,000 




£ 

10,000 



£ 

10,000 


To □ — Transfer fnr Guar 
an teed Minimum 


1 

500 


By Q ■ 2 X £500 
„ S. gx £500 

1 

1 

300 
a Do 





£500 




£ 5 W 1 


Where there are partnership salaries and interest on capital to 
be charged which must be allowed irrespective of whether there is 
a profit or loss, the entries, should there be either a loss or insuffi- 
cient profit to provide fully for partnership salaries and interest on 
capital, are more involved, although the principle remains the same. 

* Or entered through the J oumal. 


ao— (B.2 oB3) 
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Junior Partners^ Shares of Profit and Salaries. Junior partners' 
shares of profit and salaries are frequently borne personally by one 
of the senior partners, particularly where the senior partner in 
question is a relative of the junior. 

There are various alternative methods of dealing with this type 
of problem, which are best explained by means of illustrations. 

Illustration. Q and S are in partnership, sharing profits 2:1. 
Q desires to admit his son M as and from 1st January, 19... 
It is agreed that M shall have a twelfth share of the firm’s profits, 
such share to be borne by his father. 

The profits for the year ended 31st December, 19. are £7,200. 
Show Profit and Loss Appropriation Account. ' 


Profit and Loss Appropriation Account 
Dr. FOR THE Year ended 31ST December. 19.. Cr. 



Illustration. Q and S, partners sharing profits equally, agree as 
from 1st January, 19. . , to admit M as a partner. He is to have a 
tenth share of the profits, after being credited with a salary of £800. 
Q, in consequence of his partial retirement, agrees to bear one- 
quarter of the profits, and all the salary, of M. The profits (after 
charging salary) for the year to 31st December, 19. ., were £8,000. 

Show division of profits by means of a Profit and Loss Appropria- 
tion Account. 


Profit and Loss Appropriation Account 
Dr. FOR THE Year ended 31ST December, 19. . Cr. 


To M— of 




£ 


By Balance 

b/d 

£ 

B,ooo 

/B.odo . 
,, Balance 


c/d 


Boo 

7,200 








£B,doo 




£B,doo 

Td Q — 4 of 






By Balance 

b/d 

7,200 

£6.200 . 

■ 1 s — 4 




4,100 


Q-- 

M: Salary . £Bod 
£ of Profit 200 



£B,2 do . 




4,100 



i,0oo 





£8,200 




£B,2 do 


Alternatively 


To Q— 


£ 

d.m 

1,000 

£ 

3.100 

4.100 


Dy Balance 

bid 

s— 

4 of£a,BOO . 









£7,200 







\oo 


£r,goo 
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In dealing with the guaranteed minimum the length of the 
accounting period is important. Many instances arise in which the 
guaranteed partner wiU be entitled to a proportion only of the annual 
guarantee, as in the first and last years of a partnership. If, for 
example, A is the guaranteed partner and he enters into the firm 
on ist September, and the accounting period runs to 31st December, 
he will, unless otherwise agreed, be entitled to the guarantee to 
the extent of four months, that is, if the accounting period is for 
one year, to four- twelfths of the annual guarantee. 

Various Junior Partner’s Agreements. Agreements similar to the 
above may take varying forms according to the particular circum- 
'^stances, but the underlying principle in all cases is the same, viz., 
to find (i) what portion of the profits accruing to the junior partner 
is to be considered as a charge to the firm, and to see that this is 
properly debited before the normal shares of the other partners 
are ascertained ; and (2) what portion of the profits accruing to the 
junior partner is to be considered as a personal adjustment between 
him and another partner, that is, constituting a charge to be borne 
personally by the latter. 

An arrangement frequently adopted is to give to the junior part- 
ner a CHOICE between "Salary plus Profits” or "flat rate of Profit 
without Salary,” whichever be greater, the excess of the latter 
over the former to be considered as a personal debit to one or other 
of the partners. The whole problem is that of finding (i) the 
"normal” profit and (2) the "alternative” profit, after which the 
amount of the difference between (2) and (i) will be adjusted against 
one of the partners personally. Should the "alternative” profit 
NOT be greater than the "normal” profit there is no amount to adjust. 

Illustration. Henty senior, Wrey, and Henty junior are partners 
sharing profits as to Henty senior three-quarters, and as to Wrey 
one-quarter. Henty junior is entitled to receive a salary of £400 
per annum plus 10 per cent of the profits after charging up both 
salary and such 10 per cent share of tlie profits, or one-fifth share 
of the profits, whichever is the greater; should the latter exceed 
the former, the excess is to be borne by Henty senior alone. 

The profits for the year ended 31st December, 19. . , after charging 
the salary were £4,400. Ignore interest on capital. The salary has 
been paid. Show accounts. 

It will first be necessary to discover which is tlic preferable alter- 
native so far as Henty junior is concerned. 

As the profits divisible are "after charging salary,” the latter 
must be added for the purpose of ascertaining the flat share due 


to Henty junior, thus — £ 

Profits .....■■ 4.40^^ 
Plus Salary ....-■ 4°° 

Profits before Salary .... 


Henty Jnr.’s share = J X /4.B00 = £960 
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Under the ordinary arrangement he would be entitled to one- 
tenth of the prohts after charging (i) salary and (2) such one-tenth 
share of prohts, thus — £ 

Salary ....... 400 

Plus share of Profits : ^ X ^4,400 . 400 

^Soo 


It follows, therefore, that the "excess” profit share for Henty 
junior is £160 (£960 less £doo). This excess, under the partnership 
agreement, is to be borne personally by Henty senior. 

The division is as follows — 

Dr. Profit and Loss Appropriation Account Cr 


To Henty Jnr. — 
i X Z4.B00 
„ Henty Senr. — 

1 X £4>«ia £3.aoo| 

Lhj Excess Profit 
due to Henty, Jnr. i6a 


£ 

960 


3,840 


By Balance 
„ Salary added back 


•I 


Wrey— 

t X £4,000 


X,OCXl 

£4,800 


b/J 


I 

♦,400 

400 


£4,800 


Dr. Hknty Jnr. Current Account Cr. 


To Salary added back 
,, Balance 

c/d 

£ 

400 

560 


By Profit and Loss Appro- 
priation Account 


£ 

960 



£960 




£980 





By Balance 

b/d 

560 


Henty, Junr., will thus obtain from the firm plus the salary 

already paid to him. 

The Profit and Loss Appropriation Account may alternatively 
be drawn up thus — 

Dr. Profit and Loss Appropriation Account Cr. 


To Henty Jnr. — 

A X £4,400 
„ Balance 

c/d 

£ 

400 

4,000 


By Balance 

b/d 

£ 

4,400 



£4,400 




£4.400 

To Henty Jnr. — 

Further Share oi Profits 
„ Henty Senr. — 

1 X £4.000 £3,000 

Ltss Share above 
due to Henty Jnr. i6o 

„ Wrey— 

\ X £4.000 


i6d 

3,840 

1,000 


By Balance 

b/d 

4,000 



£4,000 




£4.000 


With the necessary changes, the same principle is applied if a loss 
ensues. 



PARTNERSHIP ACCOUNTS — GENERAL PRINCIPLES 


603 


Another alternative is the “ hotchpot method thus — 

(1) Profit divisible as if no special arrangement existed. 

(2) Add amount to be charged personally to partner(s). 

(3) Divide the total of i and 2 in profit ratios. 

(4) Deduct (2) from the share of partner(s) to be charged. 
Illustration. Working of previous illustration 




Total 



£ 

(I) 

Profit 

3,840 

(2) 

"Charge” . 

i6d 

( 3 ) 

Division 

4,000 

(4) 

Deduction . 

160 


Henty, senr. 

Wrey 

£ 

£ 

i 3.000 i 

1,000 

160 

— 


;£3.84P /2,B4 o ^i.ddo 


Illustration. X and Y share profits in the following way — 

[a) Salaries £500 and £250 respectively. (6) Balance equally. 

X, wishing to take a less active part in the affairs of the firm, 
agrees with Y that the latter shall in future receive £500 and X 
£250, the ratio of interest in the firm remaining as before, subject 
to Z being introduced as a partner at a salary of £750 and one- 
seventh share in the profits and losses of the firm (after charging 
interest on capital and all salaries), all of which was to be charged 
to X with the exception of £500, the amount of salary Z had for- 
merly received as manager. X and Y each had £5 >000 capital in the 
firm, upon which they were entitled to 5 per cent interest, and Z 
was admitted a partner without capital on ist January, 19. .. The 
profit for the year ended 31st December, 19.., before charging 
interest on capital or partners* salaries, was £1,370. 

Prepare Profit and Loss Appropriation Account of the firm. 


Profit and Loss Appropriation Account 
Dr. FOR THE Year ended 31ST December, 19.. Cr. 






£ 




£ 

£ 

Tn Interest on 

Capital 

1 


500 


By Balance 

b/d 


1.370 





,, Loss for the pur- 




,, Salaries 


1 


1,230 


pose of comput- 
ing Y's Share . 

c/d 


380 





£1.750 





£1.730 

To Balance 


b/d 


380 


By Loss for the pur- 




,, Salary Z 

(£75 D - 



pose of computing 
Z’s Share 

c/d 


630 

£500) 



250 







£630 





£630 

To DalancB 


b/d 


630 


By Y: i X £380 



190 






Z: 1 X £630 . 

.. X:ix£ 3 ao ■ 


Z90 

go 








^ Add, Z's extra 










Share of Pro- 










fiU . 


160 

330 





£630 





£630 


' Per question. ■ ^250 less ;^9o (see page 604I. 
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Recoupment of Minimum in Subsequent Years. It has been seen 
that if the profits are insufficient to give the guaranteed partner his 
normal share of profits, the shortage is made up by the guaranteeing 
partners. If it is agreed that the amount necessary to give the 
guaranteed partner his minimum shall be recoupable in succeeding 
years, such carry forward may be shown as a Suspense Account 
rather than as a debit against the guaranteeing partners' Capital 
Accounts ; and in the subsequent years surplus profits will be credited 
back thereto. When the recoupment takes place, the guaranteed 
partner's account will be debited and the Suspense Account credited. 
Summarized, the entries are — 


(A) (i) For the "shortage” year — 

Debit Capital or Current Accounts of guaranteeing part- 
ners in profit and loss ratios. 

Credit Capital or Current Account of guaranteed partner, 
(z) In the year of recoupment the entries will be the reverse 


or 


» of:(i). 

r 


(B) (i) Debit Suspense Account. 

Credit Capital or Current Account of guaranteed partner, 
(z) Reverse of (l). 

If the opportunity to recoup has gone by, owing to effluxion of 
time or from any other cause, the balance in (B) on Suspense 
Account must be debited to the Capital or Current Accounts of 



PARTNERSHIP ACCOUNTS— GENERAL PRINCIPLES 605 

the guaranteeing partners in their profit and loss ratios ; and if such 
ratios have changed during the period in which the guarantee is 
'operative, the amount of shortage must be debited in the propor- 
tions applicable to the years in which the constituent shortages 
making up the balance arose. 

It will be seen that the latter method may be extremely trouble- 
some should profit-sharing ratios change during such a period, and 
consequently in such cases method (A) is preferable. 

Where a Loss is incurred, the guaranteeing partners, in addition 
to bearing their normal share of loss, incur a further liability by 
paying the guaranteed minimum, so that the two figures, i.e. loss 
and guaranteed minimum, must be added together in dealing with 
the problem involved. 

Illustration. A and B share profits in the ratio of 3 : i. C is 
admitted on the basis of one-fifth of the profits, the balance between 
the old partners remaining in the old ratio. Under the partnership 
agreement C is to have a guaranteed minimum for four years to the 
extent of £5^0, A and B to have the right of recoupment out of C's 
sliare of profits for five years only, that is, any balance to be avail- 
able for recoupment until, but no longer than, the end of the year 
subsequent to the expiry of the "guarantee" period. 

The results were — ^ ^ 

Year i Profit . 1,800 Year 4 — Loss . 400 

Year 2 Profit . . 2 ,iod Year 5 — Profit . . 4,000 

Year 3 Profit . . 3,000 

The eftect of the above may be best shown in statement form, 
the double entry being elementary once the figures are ascertained. 



Profit 


A 

B 

C 

Recoup- 

able 

Ypar I 

L 

l.Boo 

Ratio! « 

Guarantee 

3 

£ 

ipOBo 
- 105 

I 

£ 

360 

- 35 

1 

£ 

360 
+ 14D 

£ £ 

140 

Total . 

£i,Boa 


£975 

£325 

£500 


Year z 

2,100 

Guarantee 

1,260 
- 60 

420 

- zo 

420 
+ Bo 

Bo 

Total . 

£2,100 


£i,20O 

£400 

£500 


Ycai 3 

3,oOa 

Guarautee 

Recoupment 

i,Bdo 
- 1- 75 

5oo 

+ 25 

6od 
- loo 

100 

Total . 

l3,ooo 


£i.B 75 

£6 z 5 

£500 


Y Par 4 

— 400 

Guarantee 

— 240 

- 435 

- Bo 

- 145 

- Bo 
+ 5B0 

580 

Total . 

-£400 


-£675 

- £225 

+ £500 

£Boo £ido 







Balance — 
£700 

(See year 5) 


In Year 5 the guarantee ceases and the sum of £^0[y is recoup- 
able from C, but only out of his profits ; that is, if his share of profits 
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is less than £700, only such share of profits is available for appro- 
priation against the carry forward, the balance being a loss against 
A and B in the ratio of 3 : i. 



Pttifit 


A 

B 

C 

YBai 5 

£ 

4,DOO 

RhUds 

Guarantee 
Recoupment . 

3 

£ 

3,400 

+ 525 

1 

£ 

Boo 

+ 175 

1 

£ 

Boo 
- 700 

Totil . 

£ 4,000 


£2.925 

£975 

£zdo 








In the above illustration the guarantee has been dealt with each 
year against the partners' Capital Accounts, and the end column^ 
inserted as a note to show the amount capable of being recouped. 

As there is a sufficiency of profits in favour of C to enable A and 
B to recoup their guarantee payments, the total of the profits to 
each partner will be precisely the same as if no guarantee had 
existed. 

If the Suspense method had been used, the partners' and Suspense 
Accounts would be (eliminating details) — 



Suspense Account 

A 

B 

C 


Dr. 

Cf. 

I>r. 

Cf. 

Dr. 

Cf. 

Dr. 

Cf. 


£ , 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

Year i 

140I 



i,oBo 


360 


360 

140* 

2 

Bo^ 



1,260 


420 


420 









Bo* 

•» 3 


IDO^ 


I, Boo 


600 

100* 

600 

II 4 • 

5Bd‘ 


240 


Bo 


Bo 

5 Bo* 

.. 5 


7 ihj' 


2,400 


Boo 

700^ 

Boo 


£Boo 

£Boo 

240 

6,540 

Bo 

2,1Bo 

BBo 

2,980 


(as on Pi 

ii^e 6oj) 

6,300 


2,100 


2,100 





£6,54° 

£6,540 

£2,180 

£2,180 

£2,980 

£2,980 


If the profits for Year 5 had been, say, ;f2,ooo, C's share thereof 
would be £400 only; hence of £700 unrecouped, £400 only would 
be available, and A and B would be involved in a final loss on 
guarantee to the extent of ;f3oo, divided as to £225 and ^^75 to A 
and B respectively, being their ratio (as between themselves) of 
losses. 

If interest on merged Capital and Current Accounts is to be 
credited to partners, or where profit and loss ratios are constantly 
changing, the first method is preferable. 

It is impossible entirely to cover the infinite range of problems 
that arise on (i) guaranteed shares of profits, (2) guaranteed 
profits from the particular portion of the business brought in by 
one partner, and (3) shares of profits and losses and salaries paid 
to junior partners which are borne entirely by one of the senior 
partners. 

^ These items show the creation and elimination of the Suspense Account. 
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Further illustrations are given below and on page 610, not so 
much with a view to exhaust the whole scope of different variations 
that are encountered, but rather to provide a firm basis of principle 
which will serve to establish a technique for the solution of all 
problems of this nature. 

Illustration. A, B, and C, each carrying on business as accoun- 
tants, decided to amalgamate; the sharing of profits and losses to 
be 4, 3, and i, provided — 

[а) That C is to have a guaranteed minimum of £400. 

(б) That the gross fees earned by B on the average of the last 
three years are to be guaranteed to the firm by B. 

The profits of the first year of the new partnership were £2,400 
before any adjustments had been made. 

The gross fees earned by B in the three years prior to the amalga- 
mation were — 

Year i, £i,’2.qq. Year 2, /i,3oo. Year 3, ;£i,loa. 

The gross fees attributable to B's connection in the first year of 
the partnership were £800. 

Show Profit and Loss Appropriation and Current Accounts. 

Dr. Profit and Loss Appropriation Account Cr. 


To Capital Accounts — 

S:i; ; 

C: t . 


£ 

1,400 

1,050 

350 


By Balance 

„ Fees guaranteed by B . 
[£1,200 - £Bod] 

b/d 

1 

1,400 

400 



£2,600 




£2,600 









Dr. Current Accounts Cr. 




A 

B 

c 



A 

B 

C 



£ 

£ 

£ 



£ 

£ 

£ 

Td C for Guar an- 





By Profit and Loss 





teed Mtmmum 


4 29 

21 


Appropriation 





[to nearest £] 

„ Profit and Loss 





Account 


2,400 

1,050 

330 

Appropriation 





,, A and B for 





Account Fees 





Guaranteed 





Guaranteed . 



400 


Mxnxmum 




60 

,, Balances . 

c/d 

1.371 

621^ 

40D 

per CLrntra 






£1,400 

£1.050 

£400 



£1.400 

£1.050 

£400 






By Balances. 

b/d 

1,371 


400 


Typical Examination Problems 
Appended are a few typical examination problems which are 
based upon the principles already formulated. 

Illustration. A and B formed a partnership on ist January, 19. 
as professional coaches, sharing profits in proportion to the time 
spent as follows — 

(1) On constructive work in preparation of courses at 73 6d. an hour. 

(2) On tuition -work at los. an hour. 

And (3) Balance equally. 
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You are supplied with the following information — 

The Fees earned during the year were . 

Expenses ........ 

Cost of Courses, including Partners’ time 

Fees Paid in Advance ...... 

Estimated Value of Courses ..... 

Capitals: A ....... 

B 

Current Accounts, after being credited with Con- 
structive Fee and debited with Drawings: A 

B 

Cash in Bank ....... 

Fixtures ........ 

Debtors ........ 


i 

1,620 

300 

250 

120 

50 

200 

IDO 

510 

380 

3OD 

100 

200 


The time spent was — 

On Constructive work. A — 240 hours. B — i6d hours. 

On Tuition work. A — 600 hours. B — 1,200 hours. 

Interest on Drawings at 5% per annum to be charged to the partners 
(assume at a mean date of 30th June, 19. .). 


Prepare Trial Balance, Profit and Loss Account, and Balance 
Sheet as at 31st December, 19. .. 


Trial Balancs, 31ST Decsmber, 19.. 



JVd^c. (a) The item "Fees paid in advance” is a credit balance and must be 
included in the Trial Balance, the Fees Account being earned fees, so that 
the adjustment in the books has been made — if the abridged double entry is 
employed — by debiting Fees Account and bringing down below the line: if 
the full Ledger and subsidiary books are used, the amounts received will have 
been posted direct to the credit of clients’ accounts in the ordinary way, and 
will thus appear as creditors. 

(6) The Value of Courses at the end must be excluded from the Trial 
Balance, being equivalent to “Stock on hand.” The phrase "Cost of Courses" 
is ambiguous, and might be the adjusted cost after the end value has been 
credited thereto, but as the Trial Balance agrees without the inclusion of the 
item, the inference must be drawn that Value of Courses figure is not a 
balance. 
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Profit and Loss Account 

Dr. for the Year ended 3ISt December, 19.. Cr. 


To Construction of 
Courses . 

„ Expenses 
,, Tuition 
„ Net DivisibU 
^ofit — 

A : i Share 
B : { Share 


£ 

£ 


200 


300 


9D0 

123 


123 



246 


£1.646 


ByFpcs . 

„ Interest on Draw- 
ings— 

A (seeNote i) 
B (see Note r) 


i £ 


l,6ao 


*5 

IX 


96 


£1.646 


Dr. Current Accounts Cr. 





A 

B 




A 

B 




£ 

£ 




£ 

£ 


To Balances (see below). 

b/d 

510 

380 


By Tuition Salary 


300 

600 


,, Interest on Drawings 



11 


„ Profit and Loss 





,, Balance . 

c/d 


332 


Account 


123 

123 







,, Balance 

r/d 

ID2 





£525 

£723 




£325 

£723 












To Balance . 

b/d 

102 



By Balance . . 

b/d 


332 


Balance Sheet as at 31ST December, 19. . 



£ 


£ 

Clients for Fees in Advance . 

120 

Cash in Bank 

300 

Capital — 


Debtors .... 

200 

A ... £200 


Courses at Valuation 

5° 

B ... 100 


Fixtures .... 

loo 

— 

300 

Current Account — A 

102 

Current Account — B 

332 




£752 


£752 


Note I. As the time charges for the preparation of the courses have 
already been credited to the Current Accounts, the Drawings must be the sum 
of the debit balances appearing in the Trial Balance and the amounts of the 
charges for preparation of the courses. The latter are A, 240 hours at 7Sji 6d. 
an hour = ;^9 d, and B, 160 hours at 7s. 6d. an hour = /6 d. The Drawings, 
therefore, must be A, ^boo (;^5io plus £9^), and B, £^^o (;f3So plus £to). 
Interest for half-year on ;^6oo at 5 cent per annum is £1$, that on ]^44° 
is ;^ii, as shown in the Profit and Loss Account. The Current Accounts would 
appear thus (before extraction of Trial Balance) — 


Dr. Current Accounts 





A 

B 




A 

B 


To Drawings 


£ 

600 

£ 

440 


By Course Pi eparation . 

,, Balances 

c/d 

£ 

90 

51D 

£ 

60 

3B0 


To Balances 

[prr Trial Balance] 

b/d 

£600 

5X0 

£440 

380 




1 1 

<>ii 1 

II 
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NoU 2. Although fees paid in advance by students are usually not return- 
able, in the absence of data to that effect or as to what amount included in 
the £i-2o represents pa3rments by students who have abandoned the course, 
the proportion to be treated as profit cannot be estimated. 

Note 3. If provision is made for "Guarantee till Successful" or other forms 
of guarantee, a proportion of fees would be carried forward to Guarantee 
Account by the usual entry, e.g. if {,"200 is considered reasonable the Fees 
Account would be closed thus — 

Dr. Fees ^ Cr. 


To Profit and Loss Account 
,, Guarantee Suspense 


£ 

1,420 

200 


By Balance 

b/d 

£ 

1,620 



£1,620 




£1,620 









Dr. 

Guarantee 

Suspense 

Cr. 






By Fees Account 


£ 

200 

A Iternaiively — 

Dr. 



Fees 


Cr. 


To Profit and Loss Account 
,, Guarantee Provision 

c/d 

£ 

1,420 

200 


By Balance 

b/d 

£ 

1,620 



£1,620 




£1,620 





By Balance 

b/d 

200 


As will be obvious to students, both methods have the same effect, 
and £200 will be shown in the Balance Sheet as a liability. 

Note 4. For the purpose of income tax the charge made by the partners 
is analogous to partners' salaries, and would be added to the prohts 
accordingly. 

Illustration. A and B are equal partners. On 3 i 5 t March, 1952. 
the following balances stood to the credit of the partners — 

A — Capital Account . ;£3 o,odo B — Capital Account . £i’z,boo 

A — Current Account . ;^2 ,o8d B — Current Account 

The partners agree that A junior (A*s son) shall be admitted into 
the firm as and from ist April, 1952, it being provided that — 

(a) Partnership salaries to be credited : B £750 and A junior £600. 

(&) A junior to have a tenth share of the profits, such share being 
borne by A, 

(c) Interest on Capital and Current Accounts at 5 per cent per 
annum. 

(d) Interest to be charged on drawings of A and B. 

On 1st April, 1952, B transferred his rights in a patent to the 
firm, and it was agreed that £3,000 should be credited to his Capital 
Account therefor. 

On ist October, 1952, A paid £5,000 into the firm by way of 
additional capital. 



FARTNEHSHIP ACCOUNTS — GENERAL PRINCIPLES 6ll 

The partners' drawings were ; A £2,600 (interest £65), B £1,800 
(interest £40), A junior £500. 

In addition to the accounts necessary to give effect to the above, 
the following balances were extracted from the books of the firm as 


on 31st March, 1953. ^ 

Factory 20,566 

Sundry Creditors . . . . . .4,081 

General Expenses ...... 14,737 

Stock, 3i5t March, 1953 ..... 10,224 

Provision for Bad Debts, 31st March, 1952 . 400 

Sundry Debtors ...... 12,860 

Furniture, Plant, and Machinery, . . 21,506 

Cash in Bank ....... 4,048 

Shares in “X," Ltd. (2,000 of £1 each fully paid) . 2,000 

Gross Profit ....... 35,820 


After making the adjustments as required below, prepare Profit 
and Loss Account for the year ended, and Balance Sheet as at, 
31st March, 1953. 

[a) The furniture, plant, and machinery were revalued at £17,388 ; 
shares at £1,500. 

(h) Expenses outstanding at 31st March, 1953, £226; prepay- 
ments £658- 

(c) Provision for Bad Debts to be increased to £700. 

The second portion of the account on page 612 is the appropriation 
section of the Profit and Loss Account, as every item contained 
therein is an "internal” matter and, as such, affects not the dimen- 
sion of the profits, but their allocation as between the partners. 
Unless otherwise stated, profits should always be split before any 
"internal" adjustments, e.g. Interest on Capital, are made, the 
latter being as clearly appropriation items as those comprising the 
formal division of profits. 


Trial Balance as at 31ST March, 1 

953 

Dr. 

Cr. 



£ 

£ 

Capitals — 




A 



35,000 

B 



15,600 

Current Accounts — 




A 



3 , 0 Bd 

B 



B60 

Drawings — 




A 


a, 600 


B 


I, Boo 


A Jnr. ........ 


500 


Sundry Creditors. ....... 



4,d8i 

Factory 


20,566 


Patent ......... 


3,000 


Fiuniture, Plant, and Machinery ..... 


21,506 


Stock. 


10,224 


Shares in “X," Ltd. ....... 


2,000 


Sundry Debtors 


I2,B6o 


Bad Debts Provision ....... 



400 

Bank 


4.04B 


Gross Proht 



35,Bao 

General Expenses ....... 


14.737 




jf 03 .fi 4 X 

£93.841 
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Profit and Loss Account for ths 
Dr. Year ended 31ST March, 1953 Cr. 


To General Expenses 
,, Depreciation 
,, Bad Debts 
,, Loss on Invest- 
ments . 

,, Balance 

c/d 

£ 

£ 

14.303 

4,iiB 

300 

500 

16,397 


By Gross Profit 

b/d 

£ 

£ 

35 .B 20 



£ 

35,820 




£ 

35,Bao 

To Salaries — 

A Jnr. . 

B . 


too 

750 

1.350 


By Balance . 

„ Interest on 
Drawings — 

b/d 

65 

40 

16.597 

,, Interest on 
Capitols — 

B ‘ 




B 


105 


1,625 

7B0 

2,405 

147 

xa.Boo 





,, Interest on Cur- 
rent Accounts — 
A 

B 


104 

43 






„ Balance: Profit 
divided — 

A 

£12, Bdd £6,400 
Less A Jnr. i.aBo 

B 

1 X £12, Boo. 

A Jnr. 
i^F X £13, Boo 


5.130 

6,400 

1,280 
















£ 

16,702 




£ 

16,702 











[The Balance Sheet is shown on page 613.] 


Receipts and Expenditure Accounts. Reference has already been 
made to this method of drawing up accounts, so that no difficulty 
should be encountered in the case of professional partnerships. 

Illustration. A and B share profits in the ratio of 3 : 2, on the 
basis of fees received. The first year's Trial Balance dated 30th 
September, 19. . is as follows — 

Trial Balance Dr. Cr. 




/ 

£ 

Capitals (after adjustment of Drawings) — 




A 



400 

B 



340 

General Expenses ..... 


300 


Furniture and Equipment 


250 


Bank ....... 


920 


Debtors ...... 


23D 


Fees Account (per Bills Delivered Book) . 



960 



^1,700 

£i. 7 °o 


^ Interest on Capitals — £ £ 

A: ^30,000 at 5% per annum for one year . . 1,500 

^5000 at 5% per annum for six months 125 


B ; £15,600 at 5% per annum for one year 


1,625 

780 
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Show Profit and Loss Account and Balance Sheet. 


Profit and Loss Account for the 
Dr. Year ended 30TH September, 19.. Cr. 



^ This account may be shown thus — 

Dr. Fees Cr. 


To Debton Reservu . 

,, Probt and Loss Account 


£ 

330 

730 


By Sundries 




£g6a 





To save time in examination work, the details may be inserted in the Profit 
and Loss Account itself as an inset column, e g. — 

Fees /960, less Debtors Reserve £230, equals £730. 


Balance Sheet as at 30TH September, 19. . 



£ 

£ 


£ 

£ 

Capital Accounts — 



Bank ..... 


920 

A: Balance . . . . 

400 


Debtors ..... 

230 


Plus Profit .... 

2^8 


Lfss Debtors Reserve 

23D 

nil 



65B 




B: Balance . . . . 

340 


Furniture and Equipment 


230 

Plus Profit .... 

17a 







512 






£i,i 7 D 



£x,I 7 d 


Preparation of Partnership Accounts by Single Entry. If accounts 
are prepared on the single entry system, the methods already 
explained apply, except that separate capital and current accounts 
will be kept. 

Illustration. A and B are partners keeping their books on the 
single entry system. 

The assets, less liabilities at ist January, 19. were £8,000. 

The assets, less liabilities at 30th June, 19. ., were £6,800. 

Drawings, A £1,000, B £820. 

B has used £100 firm goods for private purposes. 

The charge for interest on capital is A £125, B £75, being at the 
rate of 5 per cent per annum. 

They share profits equally. No interest is charged on drawings. 

Provide £300 depreciation. Show Statement of Profits and State- 
ment of Affairs at 30th June, 19. .. 
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Statement of Profits for the Half-year 
Dr, ENDED 30TH JuNE, 19. . Cr. 


0^ 

Xo Commencing Capitali — 


£ 

£ 

By Closing Capitals . 


£ 

6,^00 

A ... 


SjDoo 


„ Drawings — 




B ... 


IjOnn 


A: Cash . 


1,000 





B,ooo 

B : Cash . . £820 




, Depreciation 



3D0 

Goods xoo 


920 


Balance 

c/d 


420 

— 



1,920 




£8,720 




£8,720 

To Interest on Capitals — 




By Balanre 

b/d 


42a 

A . 


123 






B . 


75 









2 DO 





Net Profit— 








A * . ■ 


!!□ 






B k . 


IIO 









220 








£420 




£420 










Statement of Affairs, as at 3dth June, 19. 


£ £ 



£ 

£ 

£ 

Capital Accounts — 

Sundry Assets (less 

Lia- 




A 5,000 

bilities) 



6, Boo 


B . . . . . 3iOoo 

Less Depreciation 


300 


8,000 

Current Accounts — 




,300 


A : Drawings 


X.odO 




Less Profit 

£110 





,, Interest on 






Capital . 

125 






— 

3 J 5 







763 



B : Drawings 


920 




Less Profit 

£110 





,, Interest on 






Capital . 

75 







1B5 

733 

1,300 

£8,000 





£8,000 


- 






Note. Detailed assets and liabilities eliminated. Interest for half-year is 

lOD , , -r. r r 

2^ per cent. The capitals are : A X £125 = i ® X£75 — £3iO°°- 


" Illustration. Denholme and Wilsden were partners sharing profits 
3 : I, there being no interest on Capital, partnership salaries, etc. 
On 1st January, 19.., Cullingworth was admitted a partner. 
Goodwill was valued at brought into the books. 

The new basis of profit sharing was Denholme one-quarter, Wilsden 
one-half, CuUingworth one-quarter. No interest on Capital nor 
salaries are to be charged, except that Wilsden is to receive £200 
per annum as from 1st April, 19. .. i -n 

Wilsden and CuUingworth paid Denholme their share of goodwill, 
the money being left in the business as additional capital of Den- 
holme at 4 per cent per annum as from 1st January, 19. .. Culling- 
^^orth paid in cash capital of £3,000. 

The last Balance Sheet of the old firm as at 30^^ J^ii^ prior to the 
change was — 
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Balance Sheet at 3dth June, 19. . 


Creditors 

i 

L 

4-171 

Fixtures, etc. . 

i 

z,i6d ’ 

Accruals 


187 

Motor Vehicles 

1.750 

Capitals — 

Denholme . 

8,359 

Debtors .... 
Stock .... 

6,230 

4-167 

Wilsden 

4-713 


Bank .... 

3-123 



13-07^ 

/17.43P 


_;^I7.43P 


The following information is disclosed by the books- 

To 31st Dec. 

i 

To 30th Jun^ 
£ 

Cash received Irom Debtors 

7.432 

8,622 

Cash paid : Expenses 

1,84s 

2,290 

Creditors 

3,269 

7.567 

Drawings: Denholme 

520 

33° 

Wilsden 

400 

700 

CulUngworth . 

— 

360 

Sales ...... 

8,310 

io,8od 

Purchases ..... 

4.230 

8,180 

Bad Debts ..... 

270 

nil 


Expenses outstanding at 31st December and 30th June were 
£173 and £123 respectively. Stock at 30th June, 19. was £3,200. 
No Stock was taken at 31st December, but it was agreed that it 
should be estimated at a figure consistent with the total rate of 
gross profit earned for the whole year. Depreciation is to be pro- 
vided on the Motor Vehicles at 20 per cent per annum. 

Prepare Trading and Profit and Loss Account for the year ended 
30th June, ig. . and Balance Sheet at that date. Ignore tax. 


Trading and Profit and Loss Account for the Year ended 
30TH June, 19.. 



To 

31st Dec. 

To 

30th June 

Total 


To 

31st Dec. 

To 

30th June 

Total 

To Stock 
,, Purchases. 

„ Gross Profit c/d. 

£ 

4,167 

4,230 

2,4y3‘ 

1 

2,580 

8,180 

3,240 

£ 

4,i07 

12,410 

5,733 

By Sales 
„ Stock . 

£ 

8,310 

2,580 

£ 

10, Boo 
3,200 

£ 

15,110 
3, 200 

w 


£io,Hgo 

£14,000 

jf2Z,3IO 


£lD,SqD 

£14,000 

£22,310 

To Expenses'. 

„ Bad Debts 
„ Depreciation 
„ Balance c/d 

1,834 

*70 

175 

Z14 

2,240 

175 

8=5 

4,074 

270 

350 

1.039 

By Gross Profit 

b/il 

2,493 

3,240 

5-V 


)Cz,493 

£3,240 

_£5,733_ 


_ £2,493_ 

£3,240 

£5,711 

To Salary 
,, Interest on Cap- 
ital 

Profit — 
Denholme 
Wilsden 
CuUm^orth . 

161 

53 

50 

48" 

182 

363 

1B2 

50 

48 

343 

416 

iBz 

By Balance b/d 

ZI4 

H25 

1,039 


)C2I4 

£825 

£i.oI 9 


£214 

£825 

£^,o 4^. 








j 


For Notes ■ and * see page 617 
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Balance Sheet as at 3dth June, 19. . 


Jetfjtors— 
fioods . 

txpeases 


apii-al’ — 

Balance, ist July, 

19 ■ 

Cash introduced 
Goodwill - ^ ■ 

Interest on Capital 
Salary . 

Profit . 





£ 

£ 


5,745' 



123 




5,B68 

D 

w c 


£ 

£ £ 


8,359 

4,713 



3,000 


2,400* 



48 




50 


343 

41G 1B2 


11,150 

5,179 3 ,iB 2 


850 

1,100 360 


;[io,3Do £ 4 , a 7 g £ 2,^22 

17,201 


^23,069 


Fixtures, etc 
Motor Vehicles 
Less Depreciation 

Stock . 

Dcbtore 
Bank . 


£ 


£ 

2,160 


■ 350 


1,400 

3,200 

9 ,di 6* 

7,293' 


£23,069 


Notes : 


Stock at 31st Ubc ember automatic- 
ally £2,580. 


(2) Expenses 



£ 


£ 

T D Cash .... 

1,848 

By Balance b/d 

1B7 

„ Balance c/d 

173 

„ Profit and Loss Account 

1.834 




£2,021 

Tu Cash .... 

2,290 

By Balance b/d 

173 

„ Balance c/d 

123 

„ Profit and Loss Account 

2,240 


;^z. 4 I 3 


£2.413 



By Balance b/d 

123 


(3) 4 per cent p.a. for 6 mos. on £2,400 (see Note 5 below). 

(4) Creditors 


To Cash (i) . 

£ 


£ 

3.269 

By Balance b/d 

4 .* 7 i 

Cash (2) 

7.567 

„ Purchases (i) 

4.23° 

„ Balance c/d. 

5.745 

,, Purchases (2) 

8 ,iBo 


£16,581 

By Balance b/d 

£16,581 

5 i 745 


(5) 

Goodwill 



D 

W 

c 

Old Shares 

i 

i 

— 

N ew Shares 

i 

i 

i 


Sells i 

Buys J 

Buys ^ of £4,800 


Cr. £2,^00 Dr. £1,200 Dr. £1,200 

[For explanation of method used in ad]ustment of goodwill, see pages 627 (ab) and 6ag.] 
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Not^s : — (contd.) 

(6) Bank 


To Balance b/d 
„ Debtors (i) . 

„ Debtors (z) . 

„ Goodwill 
„ Cullingworth 

To Balance b/d 

£ 

3.123 

7.432 

8,622 

2,400 

3,000 

By Expenses (i) 

„ Expenses (2) 

,, Creditors (i) 

„ Creditors (z) 

„ Drawings (i) 

,, Drawings (2) 

,, Balance c/d 

£ 

1,848 

2,290 

3.269 

7.567 

920 

1.390 

7.293 


£m.577 

7.293 

- 

(7) 

Debtors 



£ 


L 

To Balance b/d 

6,230 

By Cash (i) . 

7.432 

,, Sales (i) ■ 

8,310 

,, Cash (2) . 

B,6zz 

„ Sales (2) . 

ID, 8od 

,, Bad Debts . 

270 



,, Balance c/d 

9,016 


;^25,34d 


;£25.34d 

To Balance b/d 

9,016 




Division of Profits. The methods of division of profits are un- 
limited, but the principles involved are usually simple, depending 
upon the method of computing the particular figure. As an illustra- 
tion, the following may be considered as typical. 

Illustration. A and B are partners sharing profits 3:2. Their 
capitals are £3,060 and £1,000. On ist November, 19. ., C enters 
the partnership, the terms being that he shall pay £500 for his share 
of the goodwill (which sum will be paid out to the other partners in 
their profit-sharing ratio) and introduce £500 capital, and that the 
profit and loss-sharing ratio be so adjusted that between A and B 
the former ratio is maintained, while between B and C there shall 
be the same ratio as between A and B. 

The capitals are to be adjusted in cash (without disturbing the new 
total capital) so as to correspond with the new ratio, and interest 
on capital is to be taken at the rate of 5 per cent per annum through- 
out the period. The profits for the year before adjusting interest 
are £1,900, the proportion due to the period before and after the 
admission of C being found on the basis that profits are in uniform 
ratio to sales, the average monthly sales for the first eight months 
being twice as high as for the latter four months (i.e. ist September 
to 31st December). 

Show the partners’ accounts and the Profit and Loss Appropria- 
tion Account for the year ended 31st December, 19. .. Entries are 
to be made to nearest £. Ignore Draw'ings. 
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Cr. 





A 

B 

C 




A 

B 

C 

~19 ■ 
Kov. I 
Dec 31 

To Cash 
„ Bal- 
ances . 

c/d 

1 ^ 
900 

2, 160 

£ 

1.440 

£ 

960 

19.. 
Jan. 1 

NoV. 1 

By Bal- 
ances 
Cash . 


£ 

3,d6o 

£ 

1,000 

440 

£ 

300 

460 




£3,060 

£1.440 

£960 




£3.060 

£1.440 

£960 







19.. 
Jan. 1 

By Bal- 
ances 

b/d 

2,t6o 

1,440 

960 


Dr. Current Accounts Cr. 





A 

B 

C 




A 

B 

C 

19.. 
Dec. 31 

To Balances 

c/d 

£ 

1,142 

£ 

71B 

£ 

40 

I9-. 
Dec. 31 

By Interest 
on Capital 


£ 

146 

£ 

54 

£ 

B 








,, Profits — 
(id months) 
( 2 months) 


924 

72 

616 

4B 

3* 




£1,143 

£71 B 

£40 




£1,143 

£7iB 

£40 

1 






ig.. 
Jan. 1 

By Bal- 
ances 

b/d 

1,142 

71B 

40 


Dr. 


Profit and Loss Appropriation Account 


Cr. 


19. . 
Dec. 31 


To Interest on Capitals 

A (10 months) . laBl 
(a - IB 


B (id 

( a 


42 


C(a ,. ) 

Profits (id months) 


A: ^ 

924 


6i5 

rofits (2 months) 


A: ^ 

72 

B; . 

48 

C: . 

32 


£ 

£ 

19 

Dec. 31 

146 



Ul 

20 B 


1 

1,540 


■ 

153 



£1.900 



By Dalaace 


b/d 


£ 

1,900 


£1.900 


£1,710 less Interest on Capital £170 = £*. 54 °- page 6zd.) 
£190 less Interest on Capital £38 * £152- (See page 620.) 
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The interest is calculated as follows (to the nearest £) — 
5% per annum on — £ £ 


A — ^/3,d6d for id months 

izB 


B — ^^1,000 ,, 

42 



' 

170 

A — ^;^z,i6d for z months 

18 


B— ;^i,44o 

12 


C — £ 960 

8 



— 

38 



£20% 


The profits are split up ; 

(а) As regards partners — 

For the first ten months : A, tJ ,* B, 

For the latter period this ratio must be maintained, and a similar 
one put into force between B and C. Thus — 

A : B : C = g ; 6 : 4 

For the last two months : A, ; b. -a: c. a 

(б) As regards time — 

In the first eight months, the average monthly sales are twice as 
heavy as in the last four. Therefore, as the gross profits vary 
directly with sales, the profits will be apportioned thus — 

8X2 = 16: 4X1=4 Total, 20 

In the first period of ten months = If) ^^e profits 

have been earned, i.e. £1,900 X ij, == £1,710, and in the latter period 
of two months i.e. £1,900 X = £190. 

These amounts are split amongst the partners in the ratios shown 
above, less interest on capital for the appropriate period. 


SECTION B. ADMISSION OF A PARTNER 

The most important adjustments necessitated by the admission 
of a partner are those involved by the revaluation of the assets and 
liabilities at true values in place of book values. 

Revaluation of Assets and Liabilities on 
AN Admission 

(i) Values to be Altered in Books. It has been seen that upon the 
admission of a partner it is necessary to make a revaluation of all 
the assets and liabilities so that the true position of the partners at 
the date of such admission may be ascertained. 

Method I. The entries are as follows — 

(i) The assets at book values are debited to a Revaluation 
Account, corresponding credits being made in the Assets Accounts. 
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(2) The assets at REVISED values are debited to the Assets 
Accounts and credited to the Revaluation Account. 

1 • (3) The liabilities at book values are debited to the Liabilities 
Accounts and credited to the Revaluation Account. 

(4) The liabilities at REVISED values are debited to the 
Revaluation Account and credited to the Liabilities Accounts. 

(5) Depreciation in such assets as debtors, investments, and stock 
is ticated by creating an appropriate provision, that is, the book 
Viihies remain constant and are not passed through the Revaluation 
Arrniint, or, if desired, may be shown on both sides at the same 
value. The amount of provision required, either new or to the 
(i»Mcnt of an increase, if any, is debited to Revaluation Account and 
rredited to Provision Account, e.g. Investment Provision. If the 
jiri^vision is to be reduced or eliminated, the entries will be the 
reverse. 

(6) The balance of Revaluation Account is treated precisely like 
a Profit and Loss Account balance, viz. — 

[а) If there is an excess of debits over credits, the Revaluation 
Account is credited to balance off and the partners' Capital (or 
Capital Adjustment) Accounts are debited. 

(б) If there is an excess of credits over debits the Revaluation 
Account is debited to balance off, and the partners' Capital (or 
Capital Adjustment) Accounts are credited. 

Illustration. A and B are partners sharing profits equally. They 
I decide to admit C as a partner. It is necessary to adjust the values 
of assets and liabilities in the books before C's admission. 


Balancp. Sheet, as at 31ST December, 19. 



£ 

£ 


£ 

£ 

Creditors 


i,ooo 

Cash in Bank . 


6od 

Capitals — 



Debtors . 


1.50D 

A . 

1,700 


Stock 


1,400 

B . . 

1,200 


Fixtures . 


400 



2,900 









£i. 90 o 


At this date (when C is to be admitted) it is found that the 
estimated value of the debtors is £1,200 and fixtures £250, whilst 
an investment not recorded in the books previously taken over in 
part payment of a debt is worth £400. 

You are required to prepare (i) Journal entries; (2) Revaluation 
Account; and (3) Balance Sheet after giving effect to the above. 
Tor the purpose of this illustration, goodwill may be ignored. 
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Journal 





i 

i 

Revaluation Account 

. Dr. 


70D 


To Fixtures 

. 


400 

,, Bad Debts Provision 




30D 

Being transfers to Revaluation 

Account at 



date of C's admission. 





Investments 

. Dr. 


40D 


Fixtures .... 

. Dr. 


250 


To Revaluation Account 




650 

Being items revalued at date of C's admis- 



sion. 





A Capital 

. Dr. 


25 


B ., ... 

. Dr. 


25 


To Revaluation Account 




30 

Being loss on revaluation transferred to 



Capital Account 






Dr. 


Dbc. 3X 


Revaluation Account Cr. 




i 

19.. 




£ 

To Fixtures 


4DO 

Dec. 31 

By Fixtures 



230 

,, Bad Debts Provision 


JDO 


„ Investments 



4110 





„ A Capital 

. £25 







B „ 

33 








— 


59 



£700 







Balance Sheet (after giving effect to the above) 



£ 

£ 


£ 

£ 

Creditors 


1,000 

Cash in Bank . 


6 dd 

A Capital 

1,700 


Debtors . 

I JOO 


Less Loss on Revalua- 



Less Bad Debts 



tion 

25 


Provision . 

30D 




1.675 



1,200 

B Capital 

1,200 


Stock 


1,400 

Less Loss on Revalua- 



Investments 


4or 

tion 

25 


Fixtures . 


250 



I.I75 






/3.S50 



/3.B51 


Alternatively the entries may be made as below- 
Method 2. 

Debit Revaluation Account with^ — 

(а) Increased Liabilities (credit Liabilities). 

(б) Decreased Assets (credit Assets).^ 

^ In the case of Investments, Debtors, and Stock the old book value will 
be undisturbed and the credit will be to a Provision, e.g. Investments Provision. 
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Credit Revaluation Account with — 

{a) Decreased Liabilities (debit Liabilities). 

(d) Increased Assets (debit Assets). 

The balance will be treated as profit or loss exactly as (6) in the 
previous set of entries. The entries for the foregoing revaluations 
will be — 


Journal 


19. . 



£ 

£ 

.Dec. 31 

Investments ..... Dr. 


40D 



A Capital ...... Dr. 


25 



B Dr. 


25 



To Fixtures ...... 



1 . 5 ° 


„ Bad Debts Provision . 



3 DD 


Being adjustments of values of assets and 





liabilities at date of C's admission. 







£450 

£450 


The resultant Balance Sheet will be identical with that shown 
above. 

(2) Values to Remain Unaltered in Books. Where the new firm 
desire to keep the old values of assets and liabilities unchanged 
in the books, the following procedure is adopted — 

(а) The old firm credits the increase in value of assets (and/or 
decrease in amount of liabilities) to a Memorandum Adjustment or 
Revaluation Account and, instead of being posted to the Ledger 
Accounts, the items are brought down on the opposite side, in the 
manner of balancing an account. The credit in the top portion is 
closed by a transfer to the credit of the old partners' Capital or 
Current Accounts in the old profit ratio ; whilst the debit below the 
line is treated as a LOSS to the NEW firm and closed by a transfer to 
the debit of Capital or Current Accounts of the new partners, just 
as if the increase in worth to the old firm has been actually lost at 
the very inception of the new firm. 

(б) The converse procedure is followed in the case of a decrease 
in value of assets (and/or increase in amount of liabilities). 

From the above figures the appropriate Journal entries are made 
and posted to the Ledger. 

Illustration. If the altered values in the example on page 621 
were not to be permanently recorded in the books (and assuming 
new profit-sharing ratio to be: A B and C J) the adjustment 
would be — 
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Dr. Memorandum Revaluation Account Cr. 


19.. 




£ 

19 - • 



£ 

Dec. 31 

To Decreage in Value 

of 



Dcc.ji 

By Increase in Value of 



AsBets: 





Assets: Investments 

c/d 

40D 


Fixtures 

/fi 5 o 




,, Capital Accounts: 


Debtors 

3D0 

c/d 



A:*. . . 03 





— 

450 


B: } . *5 









— 


50 














£450 




£450 

19- . 





19.. 




JdU. 1 

To Reversal of Entry . 


b/d 

40a 

Jan. 1 

Dy Reversal of Entries 

b/d 

450 


„ Capital Accounts: 







"bII; : ; 

£20 








ao 








C: ^ . 

10 









— 


30 










£450 




£430 











Dr. Capital Accounts Cr. 




A 

B 

c 



A 

B 

C 

To Loss on Revalu- 


£ 

£ 

£ 

By Balances 

b/d 

s 

£ 

I, 2 DD 

£ 

ation . 


*5 

25 


,, Loss on Reva- 



„ Balances 

c/d 

1.695 

1.195 

10 

luation written 
back 


20 

20 

in 



£i. 73 a 

£ 1,220 

£10 



£1,720 

£i, 22 D 

£10 






By Balances 

b/d 

1,695 

I.I 95 

10 


Goodwill. It is not essential to the present purpose to enter into 
elaborate detail as tf) the precise significance of goodwill, nor into the 
numerous points connected with it, which are largely matters of 
academic discussion and argument ; but none the less a clear con- 
ception of the basic idea is imperative. 

Goodwill is an intangible, but not necessarily a fictitious, asset 
representing the value — however difficult its appraisement may be 
— to its owner of benefits arising from the business in question, 
such as the sole right to enjoy the profits of the business, and, where 
goodwill has been acquired, the sole right of succession to the advan- 
tages of the business which have been built up in the past. Goodwill 
arises mainly [a) by personal reputation of the owner, (6) by reputa- 
tion of the goods dealt in, (c) by site monopoly or advantage, {d) by 
access to sources of supply, e.g. large quotas, and [e) for patent and 
trade-mark protection. 

The purchaser of goodwill acquires the trade marks, patents, 
copjoights, etc., of the business as well as the benefits of contracts 
and all the benefits accruing from the location, reputation, connec- 
tion, organization and other exceptional features of the business. 
The purchaser will seek to express the sum payable in terms of the 
compounded or capitalized value of an annuity of future differential 
or “super"' profits, that is those profits in excess of the marginal 
return normally arising. 
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No formula can be laid down for the accurate measurement of 
the value of goodwill, and in practice a purchaser will be prepared 
to pay a sum representing a number of years* purchcise of recent 
annu^ average profits, e.g. three years’ purchase, according to the 
estimated worth to the buyer of the future earning capacity of 
the business, the risk of the discontinuance or diminution in such 
future profits being duly considered. Obviously, if the nature of 
the business is such that the profits are likely to decline, or that 
there is an abnormal risk of a discontinuance of reasonable earn- 
ings, the buyer will naturally reduce his buying price accordingly. 
Such circumstances as the business being largely successful owing 
'"to (i) the personality of the past proprietor, (z) the particular 
situation of the premises held on a short lease, (3) monopoly con- 
ditions which are not likely to continue, or (4) a temporary fashion 
or craze will also influence the goodwill estimate. 

In the same way as a prospective purchaser is prepared to make 
a payment for goodwill in acquiring a business, so is a prospective 
partner prepared to lay out a sum for a share in a business. The 
principle is the same in both cases ; in the first payment is for the 
whole, in the second for a share of the business. In both instances 
the owner, or owners, will require ct)mpcnsation for loss of benefits. 

Following this rule, a retiring partner will naturally expect to 
receive compensation for the surrender of his rights in the partner- 
ship, whether a new partner be admitted or not. 

The books of account may or may not record a figure for good- 
will ; in fact, unless arising by purchase, goodwill does not usually ap- 
pear in the books, it being regarded as contrary to good accounting 
practice to write up a created goodwill. 

Even if the record be made it may not represent the true value 
because of the inherent difficulties of valuation, particularly as 
from time to time the asset is susceptible to extreme fluctuations. 
Hence it is always necessary to find the true (or nearest possible 
approximation) value of goodwill, and for that matter of any other 
ASSET and liability upon any change in the constitution of the 
firm — whether in respect of personnel or of profit proportions. 
Nor is the valuation less essential merel}^ because at the time of 
change no record appears in the books of account. 

The circumstances usually calUng for the ascertainment of the 
true value of goodwill are — 

(1) The admission of a new partner. 

(2) The death or retirement of a partner. 

(3) A combination of (i) and (2), i.e. where a new partner is 
substituted for an old partner. 

(4) A dissolution of partnership, which includes the sale of the 
business to any other individual, firm, or company. 

(5) A change in the ratio of sharing profits and losses by what- 
ever name such shares are designated. 

(6) A change in the mode of ascertaining profits and losses. 
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Calculation of Value. For the purpose of a sale, goodwill is gener- 
ally valued on the basis of a number of years' purchase of the annual 
net profits calculated by reference to recent years and having regard 
to the probable maintenance of such profits in the future. No fixed 
number of years is used, but it will generally be from three to five, 
depending upon all the circumstances. When this method is used, 
the purchase-price will be either — 

(а) the figure arising from the multiplication of the average 
profit by the number of years chosen, without modification, or 

(б) that figure less deductions for — 

(i) reasonable remuneration of management ; 

(ii) interest on capital, divided between [a) "pure” interest^' 

and (&) "risk” interest, or 

(c) that figure used as the basis of a return from an investment, 
less the net assets other than goodwill. 

Illustration. Goodwill is to be valued at two years' purchase of 
the average profits of the last five years, viz. — 

;fl,2Do; /i, 8 do; ;£ 3 .ooo; ;£ 8 do; /z,40d; Total ;f9,2Do. 

Q 2DD 

(1) Average profits = -- — = £1,840 

(2) Two years’ purchase = 1,840 X 2 = £3,680 

Illustration. The net assets of a business belonging to S are £6,ooo, 
exclusive of goodwill, and the profits arc £^1,500 per annum before 
charging any proprietorship salary, or interest on capital. 

Assuming that these profits may reasonably be expected to con- 
tinue and that the owner expects a minimum return of 4 per cent 
for "pure” interest — equiv^ent to that obtainable on a British 
Government Stock — and per cent for risk, together with a re- 
muneration for service of £500, the super-profits will be — 


Profits of business ....... £1,500 

Less (i) "Pure” Interest on £6,odo at 4% p a. . £240 

(2) "Risk” Return on £6,ddo at 8^% p.a. . 510 

(3) Remuneration ..... 500 

1.250 

Super profits ....... £250 


As the proprietor expects a minimum return of 12^ per cent per 
annum on his capital invested in the business, the maximum 
valuation of goodwill is the sum invested at this rate that will 
produce a yearly return of £250, i.e. ^ X £250 ^ £2,000, although 
the valuation is often made by taking a certain number of years' 
purchase of the super profits. 

Looking upon the business as the equivalent of an investment, 
the value of the business (having regard to risk involved and the 
return expected of businesses of a similar nature) taking a mini- 
mum return of 12^ per cent will be the sum invested at 12 J per 
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cent per annum, that will produce a yearly return of £1,000 [i.e. net 
profits of £1,500 less remuneration of management £500]. Such 
a sum equals ^ X £1,000 = £B,ooo. As the net assets of the 
business, excluding goodwill, are £6,000, the value of goodwill is 

£z,ood. 

Thus, a purchaser of the above business would, given normal 
circumstances, be prepared to invest £ 8 ,ooo therein, in order to 
derive an annual income of £1,500, the purchase price being com- 
prised of two parts, viz. for net tangible assets, £6,000; and for 
goodwill, £2,000. 

In respect of professional businesses where the earning capacity 
is largely based upon the individuality and personality of the 
proprietor, the saleable goodwill is normally less than that of a 
non-professional business. Usually the basis is two years' purchase 
of the annual recurring fees. 

In all cases, ruling rates of interest will exert a strong influence 
on the question of the number of years to be taken for the calculation, 
the lower the ruling rate, the greater the number of years. 

It is sometimes suggested that, when there are available profits, 
goodwill should be written down, but it will be seen that the higher 
the profits of a business, the higher is the goodwill value and if the 
profit trend is upwards so will be the goodwill value, and vice versa. 
Thus it is in adverse times that goodwill should really be written 
^down. 


GOODWILL ON ADMISSION OF A NEW PARTNER 

Goodwill is dealt with on the introduction of a new partner as 
follows — 

(i) Where Goodwill is to be brought into the Books at the Revised 
Value, Goodwill Account is created or adjusted to represent the 
value of the whole asset, the necessary credit being made to the 
Capital Accoimts of the old partners in their old profit-sharing ratio. 
The total sum paid by the incoming partner, including that paid 
for his share of goodwill, is credited to his own Capital Account. 

^ (2) Where Goodwill is not to be brought into the Books. 

[ a ) Memorandum Revaluation Method. The created or 
adjusted goodwill is credited to the old partners in their old profit- 
sharing ratio and debited to the new partners in their new profit- 
sharing ratio. The total sum paid by the incoming partner, includ- 
ing that paid for his share of goodwill, is credited to his own Capital 
Account. 

(&) Purchase and Sale Method. The fractions of goodwill 
bought and sold by the partners are found, and adjustments qre 
made between the partners for the sums represented by these 
fractions of the total goodwill. The total sum paid by the in- 
coming partner, including that paid for his share of goodwill, is 
credited to his own Capita Account. 
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(c) Premium Method, (i) The sum paid by the incoming partnet 
for his share of the total goodwill, being the same proportion of the 
whole goodwill of the firm as is his share of the total profits, is" 
divided between the old partners in their old profit-sharing ratio. 
This receipt may be dealt with — 

(a) As a private transaction — no entries being made in the 
firm's books. 

(jS) As a firm transaction, the cash being immediately with- 
drawn. 

(y) As a firm transaction, the cash being retained in the business, 
(ii) Where there is an alteration in the profit-sharing ratio between ,, 
the old partners, a further adjustment is called for in respect of th^?^ 
share of goodwill passing from one old partner to another. 

The premium method is convenient only when the profit-sharing 
ratio of the old partners remains undisturbed, because it entails a 
further adjustment. [See page 629 (c)(ii).] 

Illustration. A and B were partners sharing profits in the ratio of 
3:2. They agree to admit C as a partner, the new ratio of profit 
sharing to be 4 : i : l. For the purpose of the change, goodwill is 
valued at £2,400. No figure for goodwill appears in the books. 
Make the necessary entries in Journal form. 

Methods of Record, (i) Where Goodwill is to be brought into 
the Books. Journal 





£ 

£ 1 


Goodwill ...... Dr. 


2,400 



To A — Capital: . 


1,440 


.. B — ,, ^ ■ 



960 


Being Goodwill at thf' date of C's admission. 





(2) (a) Memorandum Revaluation Method. The whole goodwill is 
brought in at the old ratio and written out in the new ratio. 

J OURNAL 


Goodwill ...... Dr. 

To A — Capital : ^ . 

,, B — ^ . 

Being Goodwill at the date of C’s admission. 


£ 

2,400 

£ 

1,440 

960 

A — Capital ; f . . . . Dr. 

B— .. i Dr. 

\ Dr. 

To Goodwill Account .... 

Being the elimination of Goodwill from the 
books at the date of C’s admission. 


1,600 

400 

400 

2,400 


Net result is A in debit for . i6d 

C in debit for . 400 

B in credit for . . 560 

(&) Purchase and Sale Method. A schedule must be drawn up 
to ascertain the fractions of goodwill purchased or sold by each 
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partner, from which are obtained the requisite amounts for the 
appropriate Journal entries. 

SCHBDULB OF ShARBS OF GOODWILL 


[GoodwiU = 

/2,4D0] 




A 

B 

c 

Old Shares Sold ..... 


2 

Fi 

— 

New Shares Purchased .... 

t 

i 

i 

Differences ...... 

Huy 

Sell ^ 

BuyJV 


^160 

£560 



Dr. 

Cr. 

Dr. 


Journal 




£ 

£ 

A — Capital ...... Dr. 


160 


C— „ Dr. 


400 


To B — Capital ..... 



560 

Being adjustments in respect of purchase and 




sale of Goodwill on C’s admission. 





(c) Premium Method. C will pay a premium of £400 on admission 
as a partner to take one-sixth share of the profits. This will be 
credited to A and B in their old profit-sharing ratio. As goodwill 
is not to be brought into the books, it is necessary further to adjust 
between A and B for the transfer of one-fifth of the remaining five- 
sixths goodwill belonging to A and B (after the sale of one-sixth to 
C), the ratio of sharing such five-sixths being altered from A ? : B § 
to A } ; B *. The remaining goodwill is £z,ood. 

(i) Journal 


C — Capita,! Account^ .... Dr. 
To A — Capital : {f - 

M B— i . . . 

Eeing premium of ^^400 charged to C on hi3 
admission. 


(ii) J OURNAL 


A — Capital ..... Dr. 

To B — Capital .... 

Transfer of | of the total Goodwill, being j| 
of A and B's combined share of such total 
from B to A on the alteration of the ratio 
in which they share their combined pro- 
portion of total profits from A g : B ^ to 
At : B J.> 


^ This debit might be made direct to Cash or C's Loan Account. 
■ [i.B. ^ X ;£2,odo]. 


£ 

400 


£ 

400 


£ 

400 


240 

160 
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The combined result of the above entries is the same as that pre- 
viously obtained. 

Old Goodwill Figure to be Undisturbed 

Problems frequently arise where the old goodwill figure is re- 
corded in the books, and although the revised amount of goodwill 
must be utilized as the basis for the premium of a new partner, the 
old figure is to remain unaltered in the books. 

The undisclosed goodwill must be treated just as if it were the 
true goodwill, methods (2) [a), (&) and (c) shown on pages 627 and 
628 being applicable thereto. If the bare goodwill is less than that 
disclosed, converse entries should be made. 

Illustration. A and B are partners sharing profits in the ratio of 3 : 2. 
Goodwill appears in the books at 3f4,ooo. C is admitted a partner for 
one-fifth share, paying therefor a premium of £1,000. Show the 
Journal entry in respect of the above, utilizing the "premium" 
method, assuming that the ratio of profit sharing as between A and 
B remains unchanged. 

J OURNAL 



C — Capital ^ . . . . . Dr. 

To A — Capital ..... 

.. B— 

Being premium charged to C for one-fifth share 
of the undisclosed Goodwill. 


£ 

200 

£ 

120 

Bo 


Cash ....... Dr. 

To C — Capital ..... 

Being payment by C of the premium for one- 
fifth share of Goodwill. 


1,000 

1,000 


Illustration. Q and 5 sharing profits and losses in the ratio of 
3 : 2 have been in partnership for several years. 

O is to be admitted a partner to pay in cash for capital £600, and 
to have a one-tenth share in profits and losses. The premium for 
acquiring such share is £200. but he is unable to bring in cash. 

Show how the position may be dealt with. 

It is clear that the whole goodwill is £z,ooo, i.e. £200 X 10, 
which belongs exclusively to Q and S. Accordingly, a Goodwill 
Account will be opened therefor and credited to the old partners' 
Capital Accounts in their old ratios. The Goodwill Account will 
either remain in the books or be written back by the reversal process. 

^ As C is acquiring one-lifth share of the Goortwill for ^^i.ddo, the whole 
Goodwill is ^5,000, of which £4,000 already appears in the books of the 
firm. Hence the value of the undisclosed Goodwill is £i,ooo, C's share thereof 
being £200. As a result of being debited with £200 and credited with £i,ooo, 
C's Capital Account is credited with £8dd. If Goodwill realized £5,000, C 
would receive the £800 aforesaid, plus his one-fifth share of the profit on 
book value, such profit being £1,000. 
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Alternatively, the premium may be charged to O by way of loan 
^with or without interest — to be reduced out of profits. If the old 
partners change, as between themselves, their profit-sharing ratios, 
an adjustment of their Capital Accounts is necessary, as shoyvn 
under Method (c) (ii) on page 629. 

Distinction Between Contribution and Purchase of Share. A point 
of importance must now be considered, viz. the distinction between 
an actual contribution to the firm’s assets and the purchase of a 
partner's share, and in both instances the question of goodwill arises. 
In the former case the firm's assets will be augmented by the amount 
naid in, whilst in the latter the only alterations will be in the shares 
W the partners inter se, the combined capitals as a whole remaining 
unchanged. 

Illustration. A and B share profits equally and have equal 
capitals. Their Balance Sheet on C's admission (who is to pay in 
sufficient to give him a third share in the partnership) is — 


A AND B Balance Sheet 



£ 


£ 

A Capital .... 

3,DOO 

Sundry Assets 

6,000 

B 

3,OOD 




^6,000 


£6,000 


C would contribute the sum of £3,000, the resulting Balance Sheet 
being — 


A, B, AND C Balance Sheet 


A Capital .... 

£ 

3,000 

Sundry Assets 

£ 

6,000 

B 

3,000 

Cash ..... 

3,000 

C 

3,000 

£9,000 


£g,DDO 


Where he is to purchase his third share from a partner (say B), 
the assets side (where goodwill is ignored) will remain unchanged, 
thus — 


A, B, and C Balance Sheet 



£ 


£ 

A Capital .... 

3,000 

Sundry Assets 

6,000 

B 

1,000 



C 

2,000 




£6,000 


£6,000 


ai— (B.aoBa) 
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Illustration. Taking the same facts as shown on page 631, with 
the addition of goodwill, on the assumption that C, on his admis- 
sion, is to pay into the firm £5,000 for a third sliare in the partner- 
ship, the obvious inference is that A and B's combined share in 
the partnership must be twice that of C, and hence the total assets 
are £10,000. Goodwill, therefore, is £4,000 divided between A and 
B equally. The resultant Balance Sheet is — 


A, B, AND C Balance Sheet 


A Capital 

Add Goodwill . 

L 

3,oao 

2,000 

1 

5.000 

5.000 
5,000 

Sundry Assets . 
Goodwill 

Cash 


i 

6,000^ 

4,0GiIb 

5, ODD 

B Capital 

Add Goodwill . 

3,000 

2,000 


C Capital 






L 

15,000 


i 

15,000 








If C is to purchase a portion of a partner's share for £5,000 — in 
this case, a third sliare in the partnership from B — the inference is 
that the combined worth of the assets of A and B is three times 
£5,000, viz. £15,000. Hence the goodwill is £9,000, which will be^^ 
divided equally between A and B, 


A, B, AND C Balance Sheet 



i 

i 


i 

i 

A Capital 

A dd Goodwill . 

3,000 

4.500 

7,500 

Sundry Assets . 
(Goodwill 


b.DOO 
9, ODD 

B Capital 

A dd Goodwill . 

3,000 

4.500 

1 



Less Sale to C . 

7.500 

5,000 

1 

2,500 









C Capital . 


5,000 





i 

15,000 


L 

15,000 








The same principle occurs on the formation of a partnership as 
distinct from the admission uf a partner. 

Illustration. A and B commence partnership as equal partners, 
A bringing in cash £2,000, and B sundry assets £3,000. 

The assets would be debited in the ordinary way, A and B respec- 
tively being credited with £2,000 and £3,000, but if they are to 
have an equal share in the partnership the entries will be — 
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Debit Cash 

2,000 

Credit A 

. 3,000 

Goodwill. 
Sundry Assets. 

1,000 

3,000 

B . 

■ 3,000 

If goodwill be ignored, the entries will be — 

L 

i 

either (a) Debit Cash 

2,000 

Credit A 

2,500 

Sundry Assets . 

3,000 

B . 

2,500 

or (b) Debit Cash 

2,000 

Credit A 

2,DOO 

Sundry Assets. 

2,000 

B . 

2,000 


If the respective interests were z : i, A is to be assumed to 
Vhring in an equivalent of twice the assets of B, viz. ^£6,000, of which 
cash is £z,ooo, and, therefore, goodwill £4,000. The entries will be — 

i L 

Debit Cash . . 2,ood Credit A . 6, odd 

Goodwill . 4,000 D . 3,000 

Sundry Assets . 3.000 

If goodwill be ignored, the entries will be — 

L L 

eitlit r (a) Debit Cash . . 2,000 Credit A . 3,333 to nearest 

Sundry Assets . 3,000 B 1,667 

or (b) Debit Cash . . 2,000 Credit A . 2,000 

Sundry Assets. i,ooq B . J.non 

Adjustment of New Partner's Capital Account 

An incoming partner may be required to contribute capital in the 
same proportion as his proposed profit sharing ratio ; for instance, 
if he is to have one-quarter share of profits he must contribute one- 
quarter of the capital. This question is one largely of arithmetic, 
and students are apt to become confused in examination work be- 
cause of neglect of obtaining proficiency in dealing with questions 
of this type so frequently presented to the examinee in an ambigu- 
ous manner. Leaving aside all other considerations, the various 
phases of this type of problem will now be considered. 

(1) Incoming Partner to Contribute his Due Proportion of Capital, 
, and the ORIGINAL Total Capital is to Remain Unchanged. 

The rule in this case is that the incoming partner's capital con- 
tribution must be his profit proportion based upon the total capital 
existing at the date of his admission. 

Illustration. A's and B's capitals are £3,000 and £2,000; they 
share profits in the same proportion. C is to have one-fifth share of 
the profits; A and B continuing to share as between themselves 
as before. C's capital to be proportionate to his profit-sharing ratio. 
The capital of the new firm is to remain at £5,000. Show Capital 
Accounts. 

As C is to have one-fifth of the capital and the combined capital 
of the new firm is to remain at £5,000, he must contribute the sum 
of £1,000, and this sum will be taken out by A and B proportion- 
ately, thus — 
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A 

B 

C 

Total 


£ 

£ 

£ 

£ 

Original Capitals 

3, ODD 

2,000 

nil 

5,000 

Revised Capitals^ 

2,400 

i,6oo 

I, ODD 

5,000 

Cash Adjustments 

Receive 

2^600 

Receive 

£400 

Pay 

£1,000 



(2) Where the Contribution by the Incoming Partner is to Remain 
in the Business. The proportionate contribution will be arrived at 
by taking the profit proportion and deducting from the denominator 
the amount of the numerator, e.g. one-fifth proportion becomes 
one-quarter, one-seventh becomes one-sixth, two-sevenths becomes 
two-fifths, and so on. 

Illustration. Same facts as in the preceding illustration, except' 
that the amount of C's contribution is to remain in the business, 
i.e. the new combined capital is to be increased by C's contribution. 

The amount of capital C must introduce is i.e. i X £5,000, 
viz. £1,250- ^ 

The capitals, after C has contributed the £1,250, will appear — 

ABC Total 

£ £ £ £ 

3,000 2,000 1,250 ^^,250 

C thus has one-fifth of the combined capital. 

A's share of profits is now X ^ = ijq- 

B's share of profits is now r x 1 

As the original capitals of A and B were proportionate to their 
profit ratios, they should so remain after the above introduction of 
capital by C. 

Thus A's capital is jrl X £6,250 = £3,000. 

Thus B's capital is X £6,250 = £2,000. 

In problems of this nature the fact that the other partners' 
capital ratios are not equal to their profit ratios must be ignored, 
unless the question requires adjustment of all the capitals ; in any 
case, in determining the amount of the incoming partner's capital 
the disproportionate ratios of capitals of the old partners may be 
ignored. Reverting to the preceding illustration, C must bring in 
either £1,000 or £1,250, as the case may be, quite irrespective of 
the composition of the old capital of £5,000. 

If the capitals of A and B were disproportionate as between them- 
selves, it would be advisable to adjust the position, e.g. if A's capital 
was £2,350 and B's capital was £2,650, A would pay and B would 
receive £650. 

Restriction of Drawings until Capital Subscribed. On the admis- 
sion of a new partner it is frequently stipulated that his drawings 

^ C thus ha.s one-hfth oS the combined capital. 

■Withdrawals are "proportionatB" if the original capitals arc " propor- 
tionatc.” 
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shall be restricted to a certain amount until his capital has been 
.augmented to an agreed figure. 

The important feature is that the balance of the new partner's 
Current Account or Drawings Account is transferred at the end of 
each year to his Capital Account in pursuance of the agreement to 
bring it to the required amount. 

Illustration. A admits his two sons B and C as partners. He 
placed to the credit of their Capital Accoimts the sum of £3,200 
and £800 respectively, representing a profit on revaluation of assets. 
The capital of A is £7,000. The partnership agreement provides — 

(1) Interest on capital at 5 per cent per annum. 

(2) Profits and losses to be shared in the ratio of 3 : z : i. 

(3) Drawings of B and C to be limited to £500 and £330 respec- 
tively, until their capitals become proportionate to their profit- 
sharing ratio. 

The net profit of the first year after interest on capital was 
;f5,400. The drawings were A £250, B £40, and C £25 per month. 

Prepare Appropriation Account, Capital and Current Accounts of 
the partners. 



Dr 


Partners" Current Accounts 


Cf 




A 

B 

c 1 

1 



A 

B 

c 

To DrawingB 


£ 

£ 1 

£ 1 



£ 1 

£ 

£ 


3,000 

480 

300 

By Interest on 



x6o 


.1 Trdusier lo 


1 

Capitals 


350' 

40 

Capital 

Accounts 



1.467 

640 

,, Profit 


2, 700 

i,Bdo 

goD 

>■ Balances 

c/d 

50 

13 








£3.05° 

£1,960 

£940 



£3.050 

£1,960 

£940 






By Balances 

b/d 

50 

13 
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Capital Accounts 


Cr. 




A 

B 

1 

c 



A 

B 

1 

C 

To Balances 

L/d 

£ 

7,000 

£ 

4,667 

£ 

1,440 

By Balance 
„ Revaluation 
Account 
,, Current 
Accounts 

b/d 

£ 

7,000 

£ 

3,300 

1,467 

£ 

Boo 

640 



£7.000 

£4,667 

£1,440 



£ 7 ,ddo 

£4,667 

£1,440 






By Balances 

b/d 

7,000 

4.667 

1,440 








.. . 

... . _ 

— 



The capitals to be proportionate to profit-sharing ratios should 
be, taking A’s to be the basic capital, A £7,000, B £4,667, C £2,333. 
B, having reached his capital quota, will be free from the original 
restriction on drawings, but C is short of the required quota by 
£893, i-e. (£2,333 -£1.440). 

Illustration. A and B are partners sharing profits and losses 
equally. On ist September, 19. they admit C as a partner. The 
new profit ratios are 2:2:1. The profits for the year ended 31st 
December, 19. . , are £3,000. 

Interest on capital is 5 per cent per annum as and from ist 
September, 19. ., the capitals being: A, £1,800; B, £1,200; and C, 
£1,200. 

A reserve is to be created of £100 at 31st December, 19. . . 

C is to have a guaranteed minimum of £510 per annum, excluding 
interest on capital. 

The profits are to be apportioned on a time basis. Goodwill is to 
be ignored. Show Profit and Loss Appropriation Account. 


Profit and Lnss Atppopriation Account 
Dr . FDR THE Year ended 31ST December, 19.. Ct 



It is assumed that the reserve represents undistributed profits 
and is debited against the new firm, because, if and when it is 
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restored, it will be credited to all the partners in the ratio of 2 : 2 : i, 
assuming no further change in the constitution of the partnership. 

C is entitled to a guaranteed minimum of £170 for the four months 
ended 31st December, 19. . ; but as his proportion of reserve is ;f20, 
his real share of profits is £186/50 that no adjustment is necessary. 
If, on the other hand, the partners agree to increase C's share of 
the profits as shown by the Profit and Loss Appropriation Account 
to £170, there will be a transfer of £4 to the credit of C and £2 
each to the debit of A and B ; but in this event, when the reserve 
is recredited to the partners, a reversing adjustment of £4 will be 
^required. 

* The position may be shown by assuming that the reserve is to be 
eliminated on the ist January following. 



(I) 

Where riD 
Reserve 
was created 

I2) 

When* Reserve 
created .and L 
credited with jfi 66 
and Reserve 
cancelled 

Total 

(3) 

Where Reserve 
Lfeated and L 
credited with £170 
and Reserve cancelled 

Total 


i 

£ £ 

£ 

£ £ 

£ 

£ 

A- . 


33 ^+ 40 

- 372 

330 4- 4 

2 

^ 372 

Ji— . 

372 

332 4 40 

= 372 

33d4 404 

2 

= 372 

- 

186 

ibb 4 20 

== 186 

17D 4 - 

4 

= i86 

J otal 


/830 £ic»o 

£930 

4 £ioo 

^ 93 ° 








If the reserve is in respect of a liability,^ it will be charged accord- 
ing to the time or period when the necessity arose ; or apportioned 
between the old and the new firm on a time basis, i.e. £66 13s. 4d. 
^Tid £33 6s. 8d. In the latter case the balance of profits would be 
13s. 4d., of wliich C's share is £179 6s. 8d., which exceeds his 
guaranteed minimum. 

If the reserve was in respect of sl liability existing on ist September, 
the old partners might have dealt with it by debiting their accounts 
equally and crediting reserve. Further, they might have decided 
to reverse the above entry and charge it as a new firm (i.e. 2:2:1) 
loss, in wliich case the debit to Profit and Loss Appropriation 
Account would be against the new firm. C would thus have been 
credited with one-fifth reserve at 1st September and £166 at 31st 
December, i.e. £186 being one-fifth of the profit of £930, no adjust- 
ment being required for the guaranteed minimum. This has the 
same effect as if the reserve at ist September had not been brought 
in till 31st December, and charged in the Profit and Loss Appro- 
priation Account entirely against the old firm. 

If the reserve is in respect of a liability arising since the ist 
September, the Profit and Loss Appropriation Account gives the true 

^ I.B. ;^i 66 -}- /20 
■ l.P. ;^I,000 - 
* I.e. A provision 
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profit necessitating an adjustment of £4 for guaranteed minimum, 
that is, to bring C's share of profit up from £166 to £170. 

SECTION C. AMALGAMATIONS AND ACQUISITIONS 
OF BUSINESSES 

Amalgamation 

Where a new partner brings into the firm assets with or without 
liabilities, it is usually in consequence of an amalgamation of two 
businesses, and the question of valuation of the assets and liabilities., 
of both businesses will require settlement before the introductioii 
of the new partner into the firm, so that the true capitals are shown 
at the date of such amalgamation. 

The entries are similar to those occasioned by a purchase of a 
business, viz. — 

Debit Assets acquired. 

Credit Liabilities assumed. 

Credit Vendor (i.e. new partner’s capital). 

The entries in Journal form therefore are — 

J OURNAL 

Date Sundry Assets (detailed) . . . Dr. 

To Sundry Liabilities (detailed) 

,, New Partner's Capital 

Being assets and liabilities introduced by 

at this date as per agreement dated 

Illustration. A and B are partners sharing profits equally. 


Balance Sheet as at ist January, ig . . 



£ 

£ 



£ 

Capital — 



Cash 


3OD* 

A . . . 

1,500 


Debtors . 


1,200 

B . . . 

1,000 


Stock 


1,500 



2.500 




Creditors 


500 






£3.000 



£3.000 


C is to be admitted as partner to have one-quarter share in profits 
and losses; and to contribute the assets less liabilities of his own 
business, which for this purpose are valued at £800, goodwill to be 
ignored. The assets and liabilities of C as revalued are Stock £450, 
Debtors (Book Value £692) £550, Cash £100; Creditors £300. 

Show Journal entries and resulting Balance Sheet of new firm. 
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A, B, AND C Journal 








rg. . 




£ 

£ 

Jan. I 

Stock ...... 

Dr. 


450 



Debtors ...... 

Dr. 


692 



Cash ...... 

Dr. 


100 



Td Creditors .... 




300 


,, Bad Debts Provision . 




142 


,, C Capital .... 




Bod 


Being assets and liabilities introduced by C 




Lj 

at this date as per agreement dated . . 



£1,242 

£1,242 


Balance Sheet as at ist January, 19. . 



£ 

£ 


£ 

£ 

Capital — 



Cash 


400 

A . . . 

I JOO 


Debtors . 

1,892 


B . . . 

I.DOO 


Less Bad Debts Pro- 



C . . . 

Sod 


vision 

142 




3.300 



1,750 

Creditors 


Boo 

Stock 


1.950 



£4, >00 



^4.100 


Illustration. A and B with a London office share profits 3 : 2, 
and amalgamate with C with a Manchester office, on the following 
terms — 

ABC 

Profits of London . ^ ^ i 

Profits of Manchester . i 

The Goodwill of A and B is ^4,000 and C f 1,600 and an adjustment 
is required in respect of the goodwill attributable to each but the 
asset is not to appear in the books. Show the necessary entries. 


Dr. Revaluation Account — A and B Cr. 


To A — il 

.. B— .... 

£ 

2,400 

i,6od 

By Goodwill intro- 
duced c/d 

£ 

£ 

£4,000 

To Goodwill cancelled b/d 

£4,000 

By A-i 

2,000 


„ B-i. . 

.. c^l- 

1,ODO 

l,OO0 

£4.0°° 
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Dr. 


Revaluation Account — C 


Cr. 


To C 

0 

0 

H 

By Goodwill intro- 
duced c/d 

£ 

£ 

;^I,6oD 

To Goodwill cancelled b/d 

^i,6od 

By A . 

.. B . 

.. c . 

480 

32D 

8od 

;^I,600 


Admission of Partner or Amalgamation during a 
Financial Period 

Where a partner is admitted or an amalgamation takes place 
during the financial year, it is necessary to agree upon some mutually 
acceptable basis of arriving at prohts prior to, and subsequent to, 
the date of admission, e.g. on a turnover or time basis, or other 
reliable data. Care should be exercised in the division as interest 
□n capital (being an appropriation of profits) must not be charged 
before the ascertainment of the profits; whilst should a guarantee 
be given to the incoming partner the amount in the first account^i^ 
(as with interest on capital) will be proportionate to the period in^ 
which the new partner has been a partner. 


Illustration. A and B, who made up their accounts yearly to 
31st December, decided to amalgamate with C and D, who made up 
their accounts to the 30th June of each year. The amalgamation 
was to take place as from ist July, 1952, and the first accounts of 
the new firm A, B, C, and D were to be drawn up to 30th June, 
1953- As stock had not been taken at the date of merger, it wa^ 
agreed that A and B should have 10 per cent of their net sales for 
that period in lieu of their actual profits. 

Profits were shared as follows — 

A and B: A, ^ ; B, 

C and D ■ C. \ \ D. 

and in the new firm it was agreed that as between A and B, and C 
and D the same ratios were to continue, A and B taking half of the 
profits and C and D half. 

The Trial Balance of the new firm at 30th June, 1953, is as 
follows — 
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Trial Balance 

Dr. 

Cr. 

Capital — 


£ 

£ 

A 



6,000 

B 



4,000 

C 



3.DOD 

D 



3,000 

Sundry Assets ..... 


20,000 


Sales — 




A and B: ^ yr. to 3Qth June, 1952 



5,000 

A, B, C, and D ; year to 30th June, 1953 



24,000 

Purchases ...... 


iS,ooi> 


Stock — 




AandB: ist January, 1952 


5,000 


C and D; ist July, 1952 . 


3,DOD 


Selling and Administration Expenses 


6,ooo 


Creditors ...... 



7,000 



^52.000 

2,000 


Assuming the closing stock to be £10,000, show the Trading and 
Profit and Loss Account of A, B, C, and D for the period to 30th 
June, 1953, and the Balance Sheet at that date. Show the division 
of the profit in a separate section. 


IRADINU and PKOFir AND I. OSS ACCOUNT 
Dr. FOR THE Period ended 30TH June, ii;53 Cr. 




£ 

To Slock — 



A aud B . 


5,000 

C and D . 


^,000 

,, PurckcULS 


16,000 

,, Gross Profit . 

r/d 

13,000 

To Selling and Administra- 

£ 

39,000 

tiou Expenses 


6,000 

„ Balaiirf 

c/d 

7,000 

To A and B: 10% of^jiooo — 

A. . £300 

B. t . aoo 

£ 

13,000 

,, A and B: J of £6,500 — 

A. J . £1,950 

B. 1 . 1,300 


50O 

„ CandD: | of £6,500 — 

C. i . £1,625 

D i 1,625 


3,850 



3 , *50 

£ 7,000 


1 

£ 

By Sahb .... 

29,000 

,, Slock .... 

ID, DOS 

£ 

39,odd 

By Gross Profit . b/d 

13,000 

£ 

13,000 

By Balancp . b/d 

7,000 


£7,000 
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A, B, C, AND D Balance Sheet as at 3dth June, 1953 



i 

£ 



£' 

Capital — 



Sundry Assets . 


20 , OOD 

A . . . 

6,ooo 


Stock 


10,000 

B . . . 

4,000 





C . . . 

^.ODO 





D . . . 

3 ,DOD 







i6,ooo 




Current Accounts — 






A . . . 

2,250 





B . . . 

1.500 





C . . . 

1.625 





D . . . 

1.625 







7,000 




Sundry Creditors 


7 ,DOO 





L 

30,000 


£ 

30,000 


Illustration. A and C decided to amalgamate their businesses on 
1st January, 19. .. Their Balance Sheets were — 


Balance Sheets as at ist January, 19.. 



A 

c 


A 

C 

Creditors 

Capitals 

£ 

2,500 

3.780 

£ 

1,700 

1,380 

Sundry Assets . 

Stock 

Debtors . 

i 

5,000 

480 

8od 

£ ^ 
2,000 
660 
400 

;£ 6 , 28 o 

;^3.o8o 

;^6,2 8o 

£3.08“ 






Assets are to be taken over on the basis that sundry assets and 
stock are worth book values, debtors of A worth £620, of C £320. C 
to bring in cash £2,000. Goodwill to be valued, A £500 and C £300, 
and to be brought into the books at the combined value. Profitu 
to be shared 3 : 2. Show opening entries in Journal form and com^ 
bined Balance Sheet of the new firm. 


Journal 


19. . 




£ 

£ 

an. I 

Sundry Assets .... 

Dr. 


5,000 



Stock ..... 

Dr. 


480 



Debtors . . . . . 

Dr. 


600 



Goodwill . . . . . 

Dr. 


500 



To Bad Debts Provision 




iBo 


„ Creditors 




2,500 


,, A Capital 




4,100 


Being assets and liabilities introduced 





by A into the partnership on 

this 





date, as per agreement dated.... 



£6,780 

£6,780 


1 
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Journal (Contd). 


19. . 
-Jan. I 

Sundry Assets .... Dr. 

Stock ..... Dr. 

Debtors ..... Dr. 

Goodwill ..... Dr. 

To Bad Debts Provision 
,, Creditors . . . . 

„ C Capital .... 

Being assets and liabilities introduced 
by C into the partnership on this 
date, as per agreement dated 


L 

2,000 

680 

400 

300 

£ 

So 

1,700 

i,6od 



:£3.3 Bo 

£^.^^o 


Cash ...... Dr. 

To C Capital .... 

Being cash introduced on this date as 
per agreement. 


2,000 

2,000 


A AND C Combined Balance Sheet as at ist January, 19. . 



£ 

£ 


£ 

£ 

Creditors 


4,200 

Sundry Assets . 


7,000 

Capital — 



Goodwill 


Boo 

A . 

4,100 


Stock 


1,160 

C . . . . 

3, boo 


Debtors . 

1,200 




7.700 

Less Bad Debts 






Provision . 

260 







940 




Cash 


2,000 

1 

/ 

11,900 


£ 

11,900 


If goodwill is not to be retained in the books, it is necessary for a 
transfer of £20 to be made to the credit of A and to the debit of C, 
as A sells two-fifths of his goodwill to C, and buys three-fifths of 
C's goodwill, viz. — ^ 

Sale: | x /500 .... 200 

Purchase: ^ x ;^30o . . . 180 

Net Sale by A . . ^zo 

' This can be seen by the fact that if the goodwill was ignored in 
the opening entries of the partnership, (the respective capitals 
Jeing proportionately less than shown in the foregoing entries) and 
subsequently introduced into the books, there would be a book 
profit of £800, shared as follows — * £ 

A: ii = ^^480 as against true share . 500 
C: g = ;£3 zo as against true share . 300 

Assets and Liabilities Not Taken Over. Where a business is ac- 
quired it not infrequently happens that certain assets and liabihties 
are not taken over by the purchaser, e.g. an insurance policy. If 
a Balance Sheet is prepared at the date of acquisition from which 
'^^ntries are made in the new books, the non-acquired items do not 
appear amongst the opening entries, so the exclusion is automatic ; 
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but where the same set of books is continued it is necessary to 
make eliminating entries through the Vendor's Account or Pur- 
chase of Business Account, and for this purpose it will be necessary 
to prepare a Balance Sheet or a statement of assets and liabilities 
as at the date of acquisition, so as to ascertain the amount due to 
the vendor. 

The adjustments required for eliminating the non-acquired items 
are best explained by the emplo5anent of an illustration followed 
by the formal rules. 

Illustration. The following is the position at ist May, 19.., of 
A, who sells his business to X and Y on this date. ,, 


A Balance Sheet as at ist May, 19.. 


Creditor? 

T 

i 

1.500 

Sundry Assets 

T 

1,400 

Bill Payable . 

R 

240 

Debtors 

T 

1.350 

Capital .... 

R 

I,JQ 0 

Car .... 

R 

420 



£3.240 

Loan .... 

R 

70 

£3.240 


X and Y take over at book values, ignoring goodwill. Items 
marked T are taken over, and items marked R are retained by 
vendor. X and Y equctUy contribute the sum of £2,000. Show the 
necessary entries. 

(i) If new books are opened the Journal entries are — 


] OL RN AL 


19. . 
May I 

Sundry Assets 

Debtors .... 

To Creditors 
,, Vendor 

. Di 
. Dr, 


£ 

T.400 

1 350 

£ 

1.500 

1,250 


Cash ..... 
To X Capital . 

.. Y 

. Dr. 


2,000 

1,000 

I ODD 


Vendor ..... 
To Cash .... 

Dt. 


1.250 

1,250 


Cash haus been journalized in order to present the whol^ 
transactions together, and narrations have been excluded. The 
Balance Sheet will be — 


X AND Y Balance Sheet a*; at ist May, 19. . 



i 

£ 



£ 

Creditors 


1.500 

Sundry Assets . 


1,400 

Capital — 



Debtors . 


1 , 35 ° 

X . . . 

1,000 


Cash 


75 ° 

Y . . . 

1,000 







z,ooo 






£3.500 



£3.500' 
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(2) If the old books are continued the accounts are — 


£)f. Purchase of Business Account Cr. 



To Vendor 1 
„ Car . 

„ Loan .... 


£ 

420 

70 


By Dill PayaUs 
„ Capital 


i 

S40 

1.500 




£1.740 




£1.740 











Dr. Vendor Cr. 


To Cash .... 


£ 

1,250 


By Purchaae of Bnslneaa 
Account 


£ 

1,350 









Dr. Cash Cr. 


To X 

.. Y . . . . 


£ 

1,000 
I, OCX) 


By Vendor 
„ Balance 

c/d 

£ 

1,350 

750 



£a.ooo 




£ 2,000 

To Balance 

b/d 

750 






The Balance Sheet may now be drawn up in respect of the items 
remaining which will be precisely the same as in (i). 

It is obvious that if every item in the Balance Sheet at the date 
nf acquisition of the business is in the books, then those not ac- 
quired must be eliminated as T = R, i.e. 


" 7 items 

£ 

"7? ” items 

L 

Sundry Assets 

T,40D 

Bill Payable 

240 

Debtors 

1.35*^ 

Capital 

1.500 


Z .750 


1,740 

Less Creditors . 

1.500 

Less Car . . £420 




,, Loan 70 




— 

490 

Net DEBITS 


= NH CREDITS . 

£1,250 


The italicized items are eliminated through the Purchase of Busi- 
*iiess Account. 


^ Alternatively, the Purchase of Business Account may be dispensed with, 
in which case all tlie items contained in such account and Vendor will appear 
in one account under the heading of Vendor, except the transfer between 
the two accounts (e.g. the transfer of ^ 1,250 from Purchase of Business Account 
to Vendor) ; the transactions would be recorded thus — 


Dr 


'] 0 Car 
I. Loan . 
n Balance c/d 


Vendor Cr. 


~ 

£ 1 


£ 


420 

By Bill Payable ... - 

240 


70 

„ Capitol ..... 

1,500 






£i, 74 p 


£1,740 


£1,250 

By Balance b/d .... 

£1.250 






To Bank . 
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Where the precise position is ascertained and dealt with as out- 
lined, the profits or losses up to the date of acquisition are auto- 
matically reflected in the statement drawn up at such a date, other- 
wise it will be necessary to apportion the profits or losses of the 
business to and from the date of the sale thereof through the Pur- 
chase of Business Account. In practice, moreover, goodwill will 
usually have to be dealt with and this, again, will be adjusted 
through the Purchase of Business Account. Reverting to the pre- 
ceding illustration, if the purchase price had been ;fi,35o (i.e. £100 
for goodwill), the Purchase of Business Account would have been 
debited with £1^350, leaving a debit balance of £100 after making^ 
the entries as shown in that account. Hence, an entry to the debiri 
of Goodwill Account (£100) and a credit to Purchase of Busines.s 
Account (£100) are required. 

The entries required for disposing of items not taken over in the 
case of the whole assets, liabilities, and capital appearing in the 
books at the date of acquisition, that is, where the old books are 
continued, may now be summarized — 

(1) Debit Purchase of Business Account [abbreviated below to 
P.B.) and credit vendor with the purchase consideration of the 
business acquired. 

(2) Debit P.B. with assets not taken over (i.e. retained by vendor) 
and credit Asset Accounts. 

(3) Debit liabilities not acquired (i.e. to be discharged by the 
vendor) and credit P.B. 

(4) Debit Profit and Loss Account with profit to date of acquisi- 
tion, and credit P.B. ; or debit P.B. with loss to date of acquisition, 
and credit Profit and Loss Account. 

(5) Debit goodwill and credit P.B. for goodwill, 

(0) Debit P.B. and credit assets or provision (or reserve) in 
respect of reductions in book value of assets, and conversely for 
increase in book value of assets. 

(7) Reverse entries to (6) in respect of alterations in amounts of 
liabilities. 

(8) Debit Vendor’s Capital Account and credit P.B. to eliminate 
Vendor’s Capital Account.^ 

(9) Debit vendor and credit cash upon payment of purchase 
consideration. 

The principles involved in dealing with such circumstances will 
now be illustrated. 

Illustration. On page 647 is the Balance Sheet of A and B on 
31st December, 1952. 

On 30th April, 1953, X acquires the business, taking over 
debtors £1,800, fittings £300, stock £700, less creditors £1,300, 
i.e. net assets of £1,500, and agrees to pay therefor the sum of 
£1,800. 

^ Alternatively, the Vendor's original Capital Account can be utilized 
instead of Vendor Account, so that this transfer will not arise. 
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Balancs Sheet as at 315T December. 1952 



£ 

£ 



£ 

Creditors . 


1,250 

Debtors . 


1,500 

Bank Loan . 


45 ° 

Stock 


55 ° 

Capital — 



Fittings . 


300 

A . . . 

1,000 


Investments 


650 

B . . . 

700 


Insurance Policy 


400 



1.700 






:£ 3 , 4 oo 



;^ 3 . 4 DD 


On 31st December, 1953, the Trial Balance is — 

Dr. Cr. 




£ 

£ 

Stock ...... 


55 ° 


Fittings ..... 


30D 


Investments . . . (a) 


650 


Insurance Policy . . . (b) 


400 


Purchase of Business Account . 


1,800 


Bank Loan . .(c) 



450 

Capitals ; A . . . - (^) 



1,000 

B . . . . (,) 



700 

X 



2,300 

Bank ...... 


B90 


Debtors ..... 


1.B30 


Creditors ..... 



1,230 

Purchases ..... 


7,200 


Sales ...... 



8,180 

Expenses ..... 


240 




;il3,86o 

^13.860 

Closing Stock j^48o. 


1 

1 



Between ist January, 1953, and 3otli April, 1953, there have 
been no alterations to the amounts shown in the books in 
respect of the items which are not to be acquired by X from 
A and B. 

Prepare final accounts showing in detail the Purchase of Business 
Account. 

The Trial Balance, it will be observed, includes the whole of the 
assets and liabilities ; consequently, eliminating entries are required 
in order to exclude assets and liabilities retained by the vendor, 
applying the rules outlined on the previous page. 

These will be — 

Dr. Purchase of Business Account Cr. 


To Dalaoce 

b/d 

£ 

i ,6 do 

650 


By Loan .... 

(c) 

£ 

w 

,, luvestmeiitl . 

(a) 


,, Capital A 

(rf) 

1,000 

„ liiBurance Policy . 

\b] 

400 


,, Capital B . 

(•) 

700 



£2,830 


Goodwill' 

„ Profit and Loss A ccount 


300 

iOO 

£0,830 


^ Goodwill Account will be opened in the usual way. 
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Profit and Loss Account 

Dr. FOR THE Year ended 31ST December, 1953 




1 




1 

Td Stock .... 


550 


By Sales .... 


B.iBo 

„ Purchases 


7,200 


„ Stock .... 


4B0 

„ Gross Profit . 

c/d 

910 







£B,66o 




£B,66o 

To Expenses 


24D 


By Gross Profit . 

b/d 

910 

,, Profit — 







X . . . £270 







A and . 400 







— 


670 







£910 




£910 










X. Balance Sheet as at 31ST December, 1953 



i 

£ 



£ 

Creditors 


1,230 

Bank 


B90 

X Capital 

2.300 


Debtors . 


I.S30 

Add Profit per Profit 



Stock 


480 

and Loss Account . 

270 


Fittings . 


300 



2.57^> 

Goodwill 


300 








The profits arising prior to the sale of the business may be con- 
firmed by showing a Statement of Affairs on 30th April, 1953, viz. — 


Statement of Affairs as at 3dth April, 1953 


LiabiliHes 

£ 

Assets 

£ 

Creditors . . . . 

1,300 

Debtors . . . . 

1,800 

Bank Loan .... 

450 

Stock .... 

700 

Capital at 31st December, 1952 

1,700 

Fittings . . . . 

300 

Profit ..... 

400 

Investments 

650 



Insurance Policy . 

400 


Z3.S50 


£3.^50 


SECTION (D) RETIREMENT OF PARTNER 
Retirement or Death of Partner. Upon the retirement or death of 
a partner, the balance due to him or his estate is the first matter 
that claims attention. Just as it has been seen that prior to the 
introduction of a new partner, the old partners will usually adjust 
their Capital Accoimts by revaluation, so in the case of retirement 
or death of a partner a revaluation — subject always to the provi- 
sions of the partnership agreement — will take place in order to 
arrive at the true balance due to the ex-partner. 

Where no adjusting entries are required, a simple transfer will be 
made by debiting Capital Account and crediting Loan Account of 
the retired or deceased partner; in addition, if other accounts 

^ Credited to Purchase of Business Account. 
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relating to the latter exist, e.g. Drawings Account and Current 
Account, they must be transferred to the Loan Account. 

In the event of the accounts being drawn up to the date of death 
or retirement, no departure from the normal procedure arises, but 
it will be necessary to see that every revaluation required by the 
terms of the partnership agreement is made. It has been laid down 
judicially that, in the absence of contrary agreement, all assets and 
liabilities must be taken at a "fair value," not merely a "book 
value" basis, thus involving recording entries for both appre- 
ciation and depreciation of assets and liabilities. This rule is 
applicable, notwithstanding the omission of a particular item from 
the books, e.g. investments, goodwiU [Cruikshank v. Sutherland). 
Obviously, the net effect of the revaluation will be a profit or loss 
divisible in the agreed profit- or loss-sharing ratios. 

Goodwill will be payable to the outgoing partner, always subject 
to the terms of the partnership agreement, e.g. in McLeod v. Dowling 
(sec page 557). 

Just as upon the admission of a new partner, so in the present 
circumstances the revaluations made for the purposes of dissolu- 
tion may be written back, but clearly such procedure cannot affect 
the amount due to the retired or deceased partner. It will be recol- 
lected that the rule of procedure is to take the result of the revalua- 
tion as a profit (or loss) to the old firm, and the reversal as a loss (or 
profit) to the new firm, so that if A, B, and C are partners sharing 
profits in the ratio of 3 : i : i and C retires, any profit on revalua- 
tion will be divided in that ratio, and, if reversed, debited against 
A and B either as to 3 : i or in some other ratio, if upon C's retire- 
ment a change of profit sharing is agreed upon. 

Illustration. Q , S and O are in partnership sharing profits and losses 
in the ratio of 3 ; 3 ; i. 


o 


Capital — 

Q 

s 

0 


S AND C) Balance Sheet as at jisi Deccmeir, iq . 


£ 

r 

Cas 


£ 

2 Z , 0 DD 

10,000 





8,000 

4 , 0 f >0 

22,000 








£ 

22,000 


i 

22.000 

' 


1 _ 




At this date Q decided to retire, and goodwill is valued in accord- 
ance with the partnership agreement at £8,000. In addition, the firm 
holds 3i per cent Conversion Loan to the cash equivalent of £2,500. 

S and O decide to carry on the business, sharing profits equally. 
You are required to show the amount due to Q and to give the 
necessary Journal entries to record the above transactions, and to 
show the new Balance Sheet of 5 and O. 



630 


ACCOUNTANCY 


J OURN AL 


19. . 
Dec. 31 

Goodwill ..... Dr. 
3j% Conversion Loan . . Dr. 

To Q Loan ..... 
,, S Capital .... 

..0 

Being the insertion in the books of 
unrecorded assets at this date. 


£ 

B,ooo 

2,500 

1 

4.500 

4.500 

1.500 


Q Capital ..... Dr. 

To Q Loan ..... 
Being transfer of Capital Account to Loan 
Account ...... 


10,000 

10,000 


Q ^ Loan ..... Dr. 

To Cash ..... 

Being the discharge of liability to Q. 


I 4 . 5 DI 3 

14,500 


S AND O Balance Sheet as at ist January, 19. . 


Capitals — 


S (;^8,ooo + /4,5oo) 
O (£4.000 H- ;fi,5oo) 



£ 


£ 



Cash ..... 

7.5OD 


12,500 

3i% Conversion Loan . 

2,500 


5.500 

Goodwill .... 

8,000 

£ 

18,000 

£ 

18,000 






Illustration. A, B, and C are partners sharing profits in the ratio 
of 3 : 2 : I. At 31st December, 19. B retires. 

It is agreed that all the assets and habihties shall be revalued. 
The following are the material facts — 


Goodwill ...... 

Reserve ...... 

Workmen's Compensation Fund esti- 
mated claims ..... 

Debtors ...... 

Creditors ...... 

Joint Life Policy .... 

Hire Purchase Machinery . 

{All paid for. except £^o agreed to he 
brought in as a liability and paid on 
the day after B's retirement) 
Investments ..... 

(Investments Provision stands at £400) 
Accrued Income on Investments . 


Revised 

Values 


£ 

2,000 

£ 

in the books at Nil 

500 

" 

,, 50D 

190 

1 1 

,, 420 

1,000 

i 9 

,, 1,250 

900 

9 1 

,, 8do 

300 

1 1 

., 400 

300 


,, Nil 


1,500 

,, 3,000 

IDO 

.. Nil 


A and C are to continue the business with profit-sharing ratio of 
3 : 2 — the book values to remain unchanged. Prepare Memorandum 
Revaluation Account. 

^ Actually this entry would not be journalized, but posted direct from the 
Cash Book. 
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Memorandum Revaluation Account 


651 

Cr. 


19. 

Dbc. 31 


19.. 
Jan. I 


To Bad Debts Provisinn . 
,, Creditors (or Pro- 
vision ) 

„ Life Policy 
,, Creditors [re H. P.) 

,, Investments Provision 
,, A Capital 

Acrount; ^ . £ 7 ^^ 

, , B Loan 

Ac[x>unt: I 51 q| 

„ C Capital 

Account: i ass 


To Reversal of Items 


c/d 

£ 

250 

19.. 

Dec. 31 

- 

100 

100 

50 

l,lDO 



1,530 



£3.130 

rg.. 
Jan. I 

b/d 

3,130 


£3,130 



By Goodwill Introduced < 
„ Reserve . 

„ Workmen's Compeu- 
sation Fund 
„ Machinery*^ 

„ Dividends Accrued . 


By Reversal ol Items 
,, A Capital 

Account; g . (CgxB 
,, C Capital 

Account ; . 6 xs 


c/d 


b/d 


I 

2,000 

SOD 

230 

300 

xoo 


£ 3»130 

x,6oo 

■»53o 


£3.130 


It sliDiild be remembered that whilst the reserve is not altered, if 
the item indicates, not a liability, but undistributed profits, it 
belongs to the partners. In other words, in the Balance Sheet the 
reserve will have appeared on the liabilities side, but as in reality 
it is not a liability it must be brought to the credit of revaluation 
account, so that the retiring partner duly obtains his share thereof. 

Further provision for depreciation of investments is £i,ioo, as 
there already exists a provision of £400. 

The effect of the above is that it provides the basis for the Jour- 
nal entries, either showing the adjustment of the profit in one set 
and the adjustment of the reversal in another set, or consolidated 
into one set of entries only. 

The same principles apply where some of the revaluations are 
brought into the books permanently and the others written back. 

Illustration. A and B are partners sharing profits equally. B 
retires, and it is agreed to bring into account for dissolution pur- 
poses — 

(a) Capital expenditure on fixtures £300 (depreciation £40). 

(&) Pension Fund liability, £1,000. 

(c) Bad Debts provision of £200. 

A writes back the Pension Fund and the Fixtures. 

Show Memorandum Revaluation Account. 

^ The true value will be considerably less than £300 owing to depreciation, 
but seeing that no inlormation is given as to date of purchase and rate of 
depreciation, the amount of ;£30o will be inserted and a suitable footnote 
made. If the depreciation has been, say, £^o, the figure of ^£260 would be 
substituted for ;£3oo. 
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Dr. Memorandum Revaluation Account Ct. 


To Bad Debts Provision ^ 

,, Ftu*yon Fund 

c/d 

£ 

aoo 

1,000 


By Fixtures . 

,, Balance — 

A. i . 

B. 4 . 

£470 

470 

c/d 

£ 

260 

940 



£i.2O0 





£1,200 

To Reversal ol Item 
,, Baldnce— A 

b/d 

26a 

740 


By Reversal 0/ Item 

L/d 

1,000 



jfi.ono 





£1,000 







. 



Last Balance Sheet Basis of Determining 
Partner's Share 

Share of profit of outgoing partner. It frequently happens that 
a partner retires during the course of a normal accounting period. 
He will be entitleil in the ordinary way to his share of profit, includ- 
ing interest on capital, if any, to the date of retirement. This will 
be ascertained by — 

(1) drawing up accounts to the actual date of retirement, or 

(2) drawing up accounts for the full normal accounting period 
and splitting them into the (u) pre- and (6) post-retirement period. 

The former method is the more satisfactory, but circumstances 
may prevent this being carried out. In regard to the second method, 
the procedure is — 

(1) Prepare the Profit and Loss Account for the whole period 
excluding those items, whether debit or credit, which are not appor- 
tionable on a normal time basis. 

(2) Apportion the balance of the account in (i) on a time basis 
into — 

{a) pre- and (&) post-retirement. 

(3) Debit or credit, a.s the case may be, any of the remaining items 
which lefer to one sj^ecific period. 

(4) Debit or credit, as the case may be, any of the remaining 
items which, tliough related to the whole year, are not apportionable 
on a time basis. 

(5) Where assets are revalued, depreciation should be apportioned 
between the two periods and any profit or loss on revaluation dealt 
with through the partners' accounts in the usual way. 

(6) Bring down the balance into the Appropriation section, 
divided between the two periods. 

(7) Debit the Appropriation section with the usual appropriations, 
viz. partners' salaries, interest on capital and share of profit appor- 
tioned on a time basis, and similarly with the usual credits, subject 
to — 

[a) No entries being made in respect of the retired partner after 
the date of retirement, i.e. in the second period column. 

^ This item will he posted to the credit of Bad Debts Provision 
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[b) If one partner alone remains there will be no point in entering 
up interest on capital, etc., in the second period. 

(c) An amount representing interest on the amount due to the 
retired partner will be debited in the post-retirement column. 

In regard to (i), an alternative method of arriving at the same 
result is to prepare the accounts for the whole period, and then to 
add back debits and deduct credits which have been included but 
which are not apportionable on a time basis. 

Illustration. The profits of A, B, and C, equal partners, for the 
year ended 31st December are 3^4,800. C retires on 30th September, 
it being agreed that C shall have his proportionate share of profits 
‘to date of retirement calculated on a “time" basis. Interest on 
capital is chargeable at the rate of 5 per cent per annum. The 
capitals are £6,000, £2,000, £1,200. Show Profit and Loss Appro- 
priation Account, assuming that A and B continue to share profits 
and losses equally. 

Dr. Profit and Loss Appropriation Account Cr. 




9 inus. 
to 

3D Sept., 

19 ■ 


3 mus 
to 

31 Dec., 

19 • 



9 mos. 
to 

30 Sept., 
19.. 

3 mcs. 
to 

31 Dec., 

ig.. 

To Interest 

on Capital- 
A . £225 

75 

C . 45 


£ 

345 

£ 

75 

25 

Nil 

£ 

100 

By Net Profit . 

b/i 

£ 

( 1 ) 3 , boo 

£ 

(i)l,200 

Balance : 

A: i £1,085 
B: 1 1,085 

C: 1 1,085 


3,255 

i 550 
i 550 

Nil 

1,100 







£3,600 


£1,200 

1 


£3,600 

£1,200 



" ' 









Illustration. A and B were partners sharing profits and losses — 

(1) Interest on capital 5 per cent per annum on £4.200 and £1,200 
« respectively. No interest on drawings. 

(2) Balance in the ratio of 3 : 2. 

On 31st October, 19. ., B died, and according to the partnership 
agreement his executors were entitled to — 

(1) Capital at the last Balance Sheet subject to normal provisions 
for losses. 

(2) Goodwill on the basis of profit-sharing ratio of the average 
trading profits of the last two completed years, and the last year or 
part thereof prior to death. 

(3) Bad debts arising within one year from death on debts exist- 
ing on the date of a partner's death to be considered as bad on the 
date of death. 

Drawings of B to 31st December, 19 . . , were £500, of which £150 
were since death, and drawn by his executor. 
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The profit for the year ended 31st December, 19. was £940, 
after charging interest on capital and making all provision for 
known or likely losses. 

The profits for the two years to 31st December prior to B's death 
were £i,zoo and £600 respectively. 

During the following year £300 balances in respect of debtors in 
the books at 31st October, 19. ., were written off as irrecoverable, 
against which £35 previously written off was received. 

Show the necessary accounts. 

Ignore interest on the balance due to B's estate at date of 
death. 

Dr. B Capital Cr. 


To Cash — Drawings 


£ 

35D 

19 ■ 

Jan. I 

By Balance . 

b/d 

£ 

1,200 

,, Balanoe, transierred to 
Exois of B Loan 
Account 


1,605 

£1,955 

Oct 31 

,, Interest on Capil il . 
,, Share of Profits 


3 D 

310 

395 

£1.953 


Dr. Exfxutors df B Loan Cr. 


*9 

Dec. 31 

To Cash 
,, Balance 

c/d 

£ 

150 

1,455 

19 1 

Oct 31 

By Transfer from B’s 
Capital Account 


£ 

1,605 




£1,605 

Jan 1 








By Balance . 

b/d 

1.455 


Dr. Profit and Loss Appropriation Account Cr 


ig 

Oct. 31 

To Interest on Capital — 
A: 

5 % on >£4,200 
foriomos £175 


£ 

19 

Dec 31 

By Balance . . | 

b/d 

£ 

1,200 


5% on £i,zdo 
foriomos 50 

,, Balance — 

A;^ . .£465 

B: ^ . . 310 

,, Balance 

c/d 

225 

775 

200 








£x, 20 D 




£1,200 

Dec. 31 

To Interest on Capital — 
A: 5% on £4,200 for 
2 moB. 

,, Balance to A . 


35 

165 

Dec 31 

By Balance . 

b/d 

aoo 




£zoo 




£200 










Alternatively, this division may be ascertained in tabular form, 
and the Profit and Loss Appropriation Account presented in the 
ordinary way, thus — 
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Proportion 
prior to 

B’b death, 
i.e. ID months 

Proportion 
subsequent to 
B’b death, 

I.e. 2 months 

Total 

Net Profit for Year 

Add IntereBt on Capitals on — 
£4,200 at 5% for DDB 

year . £2X0 

£1,200 at 5% for ID 

months . >50 

£ 

940 

260 

£ 

£ 

£ 

Profit prior to Charging Interest 

£i,zoo 

(}§) 1,000 

(j“i) aoo 

1,200 

Less Interest on Capital — 

£4,2Do at 5% for 10 months (a) 
do. for 2 months (6] 

£1,200 at 5% for 10 mouths (c) 


(a) £175 

(c) 50 

223 

ib) 35 

A £2x0 

B 50 

260 

Division of Not Profit . 


775 

A >^£465 

310 

^775 

165 

A £163 

B — 

— _£i^_ 

940 

A £630 

B 310 

£940 







Dr. Profit and Loss Appropriation Account Cr. 





£ 

19.. 



To Interest on Capitals — 



Dec. 31 

By Balance . 

b^d 

A . 

. £2x0 






B . 

50 







— 


260 




„ Profit — 







A . 

. £630 






B . 

. 3x0 







— 


940 







£x,2oo 





lotal profit for Goodwill purposes is ^^2,800, i.e. ;fi,2oo plus ^6 do plus 
of ;^i,2oo. B’s share of Goodwill = £2,800 x X ? = £395 [to uearest £]. 


Adjustments in Respect of Bad Debts, (i) It is a question of con- 
struction whether the bad debts recovered should be set off against 
the bad debts written off. It is purely a legal question, which is 
-for the legal adviser to answer, but where the question is ambiguous 
it is advisable to take the fair view (that is, what appears to the 
student as such), adding a footnote that where expedient legal 
opinion would be sought, and at the same time observing whether 
persons of ordinary intelligence and mind would, having regard to 
the amount at stake, incur such an expense ; whilst reference might 
be made to arbitration (again if the occasion warrants it). It is 
assumed here that the £35 is to be set off against the £300 written 
off, leaving bad debts referable to ten months ended 31st October, 
^9* ‘ I of £265 ; although the executors would doubtless require some 
evidence that the debts were in fact bad. 

(2) The ten months' profits are, therefore, diminished by £265, 
of which B's share is two-fifths, that is, £106. 

(3) As a result, the profits for the 34 months to 31st October, 
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ig. being diminished by £265, B's share of goodwill is reduced 
by £265 X t 4 X ^ = £37 (to nearest £) ; hence B’s executors will be 
debited with £106 and £37 and A's account credited, thus reducing 
the credit to the account of B’s executors of £1,455 by £143 = 
£1,312. This may be shown by the following statement. 


Statement of Account of Executors of B with A 


19 • 

Jan. I 
Oct. 31 

Credit balance of Capital Account 

Interest on Capital ...... 

Profits (to 31st October, 19. .) . . ;£i,ddd 

Less Bad Debts (net) , . . 265 

,, Interest on Capitals of A and B. 

£ 

735 

225 

£ 

1,200 

50 


Divisible profits [i.e.;^775 less ^265] 

£ 5^0 



^ thereof ........ 

Goodwill : 

Profitsllast two completed years prior to B's 
,, j death 

,, 19.. (1 0 months, as above) . 

1,200 

boo 

735 

204 



£2-535 



Average = ...... 




;* thereof ....... 


35 B 


Less Cash (/3 50 plus 50) . . . .1 


1,812 

500 


Credit balance of Executors of B Loan Account 


£l^\^ 


Illustration. The following is the Trial Balance of X, Y and Z 
for the year ended 31st December, 19. .. 



£ 

f 

Sundry Assets (excluding Stock) and I.iahilities . 
Capital and Drawmgs — 

12,000 

5,000 

X 

boo 

3,000 

Y . . . . 

840 

(j,OOD 

Z 

ybo 

4,000 

General Expenses ... . . 

1,1 60 


Gross Profit ....... 


3,200 

Repairs ........ 

43 » 


Bad Debts ....... 

3bo 


Stock (closing valuation) . . . . 

4.850 



£21,200 

;^2I,Z00 


Profits were shared in the ratio of 2 : i ; i, after providing for v 
interest on capital at 5 per cent per annum, annual salaries of £500 
each to Y and Z, and interest on drawings at 6 per cent per annum. 
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Drawings were made monthly as follows : X £^ 0 , Y £70, and Z £80. 

Z retired on the 30th September, 19 . and his drawings continued 
with the consent of X and Y to 31st December, 19 .. 

You find that — 

(1) Sundry assets at 30th September were worth £10,600 and de- 
preciation is to be provided at £400 for the year. 

(2) There was an opening Bad Debts Provision of £zoo, Bad 
Debts at 30th September were estimated at £150 and at 31st Decem- 
ber nil. Bad Debts actually written off to 30th September were £490. 

(3) Repairs were incurred of £370 prior to 30th September. 

(4) Interest on Z's balance after 30th September, less drawings on 
account, to be at the rate of 4 per cent per annum till 31st December 
when settlement was to be made. 

(5) X and Y continue to share profits as between themselves in 
the old ratio and Y's salary continues unchanged 

(6) Goodwill, not 111 the books, is to be valued at 30th September 
at £4,000. 

Show- (1) Profit and Loss Account for the year to 31st December, 
ig , (11) Balance Sheet at that date and (111) Z's account showing 
the final balance clue to him Work to the nearest £ and ignoie tax. 


Dr Pkoiir and J oss Accouni toR the Year lnded Cr 

3 1 ST Delcmbcr 19 


— 

— 

— 

— 


— 


£ 

£ 

1 


£ 

lo beneral Fxpienses^ 


1,160 

By Dross Profit b/d 


3,200 

Balance cyd 


2 040 






£^ 00 



£3.200 


(I) 

(2) 

1 

(i) 

, 1=) 


(y « 

(l nil s ) 


(g mos ) 

(3 raoa ) 

1 Krp iirs 

170 

fo 

By P d Hire b J 

I 530 

5ID 

Had Debts 

1 140 


„ B id Debts recovered 


80 

DcprLuiLion , 

300 

lUO 

1 



L m Interest 


4 Z 

1 



N t Piofit L/d 

420 

_ .^1 

1 


_ 


1 

/CQO 1 


£1 ■530 


"I Iiilenst on Capitals | 

1 


1 liy Ntt \ roht L/d 1 

420 

36H 

* \ 

1 

2'* 1 „ liittre^t on 13 r iwmgs - 1 



Y 

221 

67 |l A 1 

ID 

1 

Z 

110 1 


Y 

14 

2 

Salines 

1 


z 

lb 



37 ^ 

I 2 S 

, L il inn 



/ 

37 *) 



3H9 


Bdl incp 



Y 

194 


1 


Il8 

/ 

195 


Y 1 


59 





_£i_z 3 N 1 

£391 


j;i_ 23 ^ 

£391 


^ Alternatively, instead of apportioning tbs balanue after takin;^ into account all tbe items which 
are apportionablc dii a time bisis, the whole account iiu, bt shown m two columns, staitmg with 


the mdividual items m the Trading Arcount 
Account will begin thus — 


ItJ Cjcneral Expenses, etc 


£ 

870 


(2) 


If this method is adopted the Proht and Loss 

(2) 


£ 

ZQD 


By Dross Profit, etc 


(i)_ 

£ 

z 400 


i 

Boo 
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Balance Sheet as at 31ST December, 19. . 


Simdiy Liabilities .... 
Loan — Z ..... 

Capitals — 

X 

Y 

5,000 

4,iai 

Sundry Assets 

Less Drpreciation (9 mos.) . 

£ 

Z 2,000 

300 

£ 

1.7B3 

5.392 

Loss on Revaluation . 

11,700 

1,100 




Less Depreciation (3 mos.) . 

id,6do 

100 

10,500 

4.850 

946 



Stock ..... 
Current Accounts — 

X . . . . 

Y . . . . 

747 

199 






^^16,296 



£16,2916^ 






Dr. 

Z Ddan 


Cr. 

To Current Account .... 
„ Balance c/d .... 

£ 

406 

4.319 

By Capital Account . 


£ 

4,725 


_£^ 725 _ 



_£ 4,725 

To Drawings ..... 
,, Interest thereon .... 
,, Balance c/d .... 

240 

I 

4,121 

By Balance b/d 
,, Interest thereon . 


4,319 

43 


£4,362 

By Balance b/d 


£4.362 




4,121 


Notes, (i) Interest on Drawing's (in the absence of exact dates of with-^ 
drawals) are taken at an average due date of 4J and months respectively. 

(2) Assumed that X and Y calculate interest on capital on the revised 
capitals after the retirement of Z, and not for the whole year on the capitals 
at ist January, 19. .. 


(3) 

Dr. Bad Debts Cr. 


To Bad Debts written oil . 

£ 

490 

By Opening Provision b/d 

£ 

zoo 

„ Provision, 30th September 

15 ° 

„ P. and L. Account (9 mos. to 3Dth 



September) ..... 

440 


£640 


£640 

To Bad Debts written off . . . 

70 

By Provision b/d . . 

150- 

,, P. Sl L. Account (3 mos. to 3l5t Dec.) 

6d 



£150 


£150 






(4) 

Dr. Capitals Cr. 



X 

Y 

Z 


X 

1 ^ 

Z 

To Loss on Sundry Assets 
„ Goodwill (2:1). 

,, Transfer to Loan. 

,, Balances c/d 

£ 

6 £i 7 

1,783 

£ 

275 

333 

5,392 

£ 

275 

4,725 

By Balance b/d 
.. Goodwill (J) . 

£ 

3,000 

£ 

6,000 

£ 

4 ,dOd 

1,000 


£3.000 

£ 6,000 

£ 5 ,opo 


£3,000 

£ 6,000 

£ 5 ,dou-* 





By Balances b/d . 

1,783 

5.392 

- 
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Current Accounts Cr. 


* 

X 

Y 

z 


X 

Y 

Z 


£ 

£ 

£ 


£ 

£ 

£ 

Td Drawinfjs (g iiios.) 

450 

630 

720 

By Salaries . 


375 

375 

Iftlerest thereon . 

10 

14 

16 

„ Interest on Capital . 

113 

225 

150 

” Loss (to 3Dth Sept.) . 

389 

194 

195 

,, Transfer to Loan Ac- 








count . 

— 

— 

406 





„ Balances c/d . 

736 

23 8 

— 



_^ 38 __ 

£931 


£849 

£838 

£931 

To Balances b/d 

736 

238 



By Salary 



125 



„ Drawings (3 mos.) 

150 

210 

— 

„ Interest on Capital . 

22 

67 

— 

Interest thereon . 

1 

2 

— 

„ Profit (to 3i5t Dec.) 

118 

39 

— 





,, Balances r./d 

747 

199 

— 






£887 



To Balances b/d 

747 

199 







Retired Partner’s Balance as Loan. Upon the retirement or death 
nf a partner, arrangements are frequently concluded whereby the 
final amount due to the ex-partner shall be paid by instalments, 
or even retained in the business in the form of a permanent loan. 
In either case, the agreement usually provides for interest to be 
paid either at a flat rate per cent, e.g. 6 per cent ; or at a rate of 
interest varying with profits, e.g. B per cent of the net profits, or 
a rateable proportion of profits calculated by taking the ratio of 
the loan to the capitals and loans of all the partners; or both 
methods may be employed. However ascertained, the amount of 
loan interest is debited to the Profit and Loss Accoimt of the firm 
and credited to the account of the ex-partner. There will be a 
deduction from such loan interest at the current rate of income tax. 
(See Chapter XXI.) 

It is necessary in order to ascertain the amount due to the ex- 
partner to transfer to his Loan Account all his interest in the 
lirmp so that the account will contain all or some of the following 
items according to the particular circumstances, e.g. 


*Or. 


Y Loan 


Cr. 


19.. 



Dec 31 

To Drawings . 


r 

,, Interest on Drawings . 



,, Balance 



£ 


19.. 
Dec. 31 


By BalaDre of Capital 
,, Share of Goodwill 
,, Profit^ on Revalua- 
tion of Asseti and 
Liabilitieg 

,, Profits^ to date of 
Retiiement . 

„ Advance Account 
„ Current ■ Account 
„ Salary ■ Account 
,, Interest on Capital . 
,, Interest on Advance 
,, Interest” on Current 
Account 

,, Reserves written back 


£ 


^ If losses these entries will be debits. 
■ Debits if overdrawn. 
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Illustration. On ist January, 1951, X retires from a firm, and 
the remaining partners agree to give him 5 per cent interest on th^ 
balance due to him, and to discharge the debt and interest in three 
equal instalments. The amount due on ist January, 1951, is £720. 


Dr. X Loan Cr. 


1951 



£ 

s 

d. 

1951 



£ 

s. 

d 

Der. 31 

To Cash and Income 





Jan. X 

Transfer from 





Tax 


264 

7 

9 

Capital A L count 


720 

0 

0 


,, Balance 

c/d 

49 * 

73 

3 

Dec. 31 

„ Interest at 5% 












per annum 


36 

0 

0 




£756 

D 

0 




£756 

0 

D 

*952 






1952 


b/d 




Dac. 31 

To Cash and Income 





Jan. I 

By Dalanre 

49 * 

xa 

3 

Tax 


264 

7 

9 

Dec 31 

,, luteresl at 5% 





,, Ba]?nce 

c/d 

251 

16 

I 

per annum 


24 

XI 

7 




£516 

3 

10 




£516 

3 

XD 

*953 
Dec. 31 

Trj Cash and Income 





*953 
Jan T 

By Balance 

b/d 

» 3 * 

16 

I 

lax . , . 


264 

7 

9 

Dec 31 

,, Interest at 5% 










ppr annum 


X 2 

XX 

B 




£264 

7 

9 

1 



£264 

7 

9 

















Payment to Retired Partner Based Upon Profits. After agreeing 
the amount due to the retired partner, the tenns of repayment 
must be agreed upon, having regard to the financial position of 
all the parties. In many cases the precise amount of repaymenP^ 
is made to depend upon the ability to pay as mea.sured by the 
profits in succeeding periods, e.g. the repa5mient in the first year 
may be 20 per cent of the profits, in the second 25 per cent, and 
so on, always remembering that such a payment is not a share 
□F PROFITS, but merely an instalment of a debt, such instahnent 
being dependent upon the relative prosperity of the firm ; more- 
over, it should be remembered that the retired partner can at 
the most receive the amount of his debt with interest (except in 
the case where he applies and gets leave of the Court to have a share 
of profits in lieu of interest) . 

Illustration. Upon dissolution, the final adjusted balance due to X 
is £2,000. It is agreed tliat the total payment to him for the first 
year after dissolution sliall be 20 per cent of the profits before 
adjusting interest on capital at 5 per cent per annum. The remain- 
ing partners, Y and Z, share profits equally, their capitals being 
£4,000 and £1,500 respectively. Drawings for the year: Y £600, 
Z £400. 

Interest is payable to the retired partner at 6 per cent per annum. 

Show Appropriation Account, Capital Accounts, and X's Loan 
Account. 

The profits for the year after dissolution prior to charging interest 
on loan or interest on capital were £3,195. Ignore tax. 



PARTNERSHIP ACCOUNTS — RETIREMENT 


66l 

Cr. 


Dr. 


Profit and Loss Appropriation Account 


Td X — Interest on Loan 
Interest on Capital — 

Y. . 

Z. . . . 75 

,, Balance — 

Y. i £i, 4 od 

Z. i 1,400 


£ 

I 3 D 

a 73 

2, Boo 


By Balance 

b/d 



£3.195 





i 

3>l95 




Dr. 


Capitals 


Cr. 





Y 

Z 




Y 

z 


To Drawings 
,, Balances 

c/d 

£ 

600 

5,000 

£ 

400 

2.575 


By Balances 
„ Interest on 
Capital 
,, Profits 

b/d 

£ 

4.000 

20 D 

X. 40 D 

£ 

1.500 

75 

1,400 




£5,600 

£2,975 




£5,600 

£3.975 







By Balances 

b/d 

5,ddo 

2,575 


Dr X Loai\ Cr. 


To Cash .... 
,, Balance 

c/d 

615 

1,505 


Dy Balance 

,, Interest tlierectn for one 
year at 5 % per annum 

b/d 

£ 

3,000 

130 



£7,120 




£ 2,130 





By Balance 

b/d 

1,505 


Moig I Wiien the figure ol instalment has been computed the ordinary 
entry is made ; debit X, credit cash. The amount of £i>i 5 is not a share of 
profits due to X, and therefore must not be credited to him. 

Note 2. Th^- ilrm of ;^izo is not an appropriation; it is interest on a debt 
auj a charge against profits. The profits of the firm are thus £3,195 less £120 
'Equals ^3,075 ; 20 per cent of this figure merely measures the quantum of the 
cash to bp applied in reduction of debt and interest due to X at the end of 
the yeai The question definitely states 20 per cent of the profits before 
tfiljusiing Interest on Capital. Had it stated 20 per cent of the profits before 
adjusting Interest, the figure would be 20 per cent of ^^3,195. 

Illustration. A, B, and C are partners sharing profits and losses 
equally, and having £2,000 each as capital. Their accounts are 
always prepared on a cash basis. 

A retires on 31st December, 1952, and is to receive 5 per cent per 
annum on the outstanding balance on his Loan Account. It is 
provided, inter alia, in the agreement of dissolution that A's share 
of goodwill is to be computed at^ one-half of the cash profits of 
the last two years. A is to have the sum of £500 immediately; 
£500 plus interest at the rate of 5 per cent per annum on the out- 
standing balance due to him, together with a sum representing 35 

^ [Observe that the question does NOT state ' ' average of the last two years. "] 
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per cent of the net prohts of the business calculated on an earned 
basis at the end of 1953. The prohts computed on a cash basis^ 
were: 1951 £1,500, 1952 £2,100. Fees received 1953, £4,500. Fees 
outstanding at 31st December, 1952, were £1,500; those at 31st 
December, 1953, £465. Ignore income tax and uncompleted work. 
Expenses for the year ended 31st December, 1953, were £1,300. 
There were no expenses outstanding at either 31st December, 1952, 
or at 31st December, 1953. 

Show Profit and Loss Account for the year ended, and A's account 
as at 31st December, 1953. 

Profit and Loss Account for the Year 
Dr. ENDED 31ST December, 1953 Cr. 


Td Expenses . 

,, Interest on I^an : A — 
5V0 on £3,300. 

„ Balance — 

BJ . £1,517 10 0 
C i 1.517 10 0 


£ 

1,300 

165 

3.035 


By Fees Received 


£ 

4 ,Soo 









£4,500 




£4,500 









Dr. A Loan Cr. 


1953 

Jan. X 
Dec. 31 

Tu Cash 

,, ,, (Seenote (2) brlow) 

,, Balance 

c/il 

£ 

500 

1.365 

2,I0D 

*953 
Jan. I 

Dpc. 31 

By Transfer from Capitol 

Arnniiul 

,, Interest . 


3,Bdd 

163 




£ 3.965 




£ 3,963 





*954 
Jan. I 

By Balance . 

b/d 

a.XDo 


Dr. 


A Capital 


Cr. 


To Transfer to Loan 
Account. 


£ 

3, Boo 

*952 
Dec. 31 

By Balance . 

,, 1 Share of Gooilwill 
(See note (i) below) 




£3,800 










(1) Computation of Goodwill ; 

4 X (^1,500 H- ;^ 2 ,ido) = ^1,800 

Total Goodwill is therefore £5,400, hence it is correct to describe the 
credit to A as share of Goodwill. 

(2) Computation of Ca.sh payable : 

;f 5 DO + £ 1 ^ 5 ^ -h 35% of "Earned” profits ^2,000 (See note (3) 
on next page) . 

■= ^665 + £700 

“ 21.365 

^ Unlike Interest on Capital, which is merely internal arrangement 0/ profits, 
Interest on Loan will, as seen, BU0er deduction of income tax. 
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(3) Computation of “ Earned " Profits : I £ 

Fees Received ...... 4,500 

Fees Outstanding at 31st Dec., 1952 . 1,500 

3.000 

Add Fees Outstanding. at 3i5t Dec., 1953 465 

3.465 

1.300 
165 

1.465 

Net “Earned'’ Profit ^z.ooo 

It is assumed that (a) there is no interest on capital, (ft) B and 
^ C continue to share profits equally on a cash basis, (c) all the 
payments are made on the due dates. 

It is noted that {a) no account is taken of depreciation or stocks 
(e.g. stationery, books, etc.), (6) no provision is mentioned for the 
payment to B in the second year, this probably being included in 
the term ” inter alia.'* 

No mention is made of the existence of Current and/or Drawings 
Accounts which would, especially considering the equal capitals in 
a round sum, be in the books ; nor of any share of the profits to date 
of dissolution, which further strengthens the assumption as to the 
existence of Current and/or Drawings Accoimts. 

The statement in the question "such sum representing 35 per 
cent of the net profits" merely indicates that B's Loan Account 
v'vvill be reduced by a payment of such a sum. The amount of the 
payment depends upon the success or otherwise of the business in 
1953, but the statement does not mean that A is entitled to 35 per 
cent of the profits. Had the words "such a sum representing" 
been omitted the question might be capable of this interpretation, 
although hardly likely, since A retired obtains a greater share than 
if he were a partner, as well as interest, quite apart from the fact 
that he has been credited with his share of goodwill. 

Share of Profits in Lieu of Goodwill. As an alternative to a pay- 
ment for goodwill, a retiring partner may elect to receive a propor- 
feon of profits. It is a matter of agreement between the parties as to 
what constitutes profits, whether, for instance, salaries and interest 
jn capital should be charged in the Profit and Loss Account before 
ascertainment of profit. In the absence of agreement it would 
appear that as between the remaining partners on the one hand, 
and the retired partner on the other, the proportion of profits 
due to the latter is a charge and, consequently, it should be charge- 
able BEFORE the ascertainment of such figure. 

Illustration. A is to have one-ninth of the profits of the firm for 
one year after his retirement, and the profits before A's share is 
ascertained are £1,800. Show the proportion due to A. 

. The proportion due to A is — 

(*) i X /i, 8 dd = £2.00, or 

(2) X ^i,8oo = [i e. ^ of the remaining profits, ^1,620] 

22 — (B.20B3) 


Total “ Earned '' Fees . 
Less Expenses . 

Interest on Loan 
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Illustration. A partnership consisting of four partners A, B, C, 
and D is dissolved, A retiring, the others continuing; the profit- 
sharing ratio was: i : 3 : 3 : i. After A's retirement B, C, and D 
continue to share profits in the same ratio as before. The trading 
profits for the first year after dissolution are £1,200. Show the 
manner of deahng with the trading profits, assuming that in lieu of 
goodwill A is to receive one-fifth share of profits. 

The following are the divisions (to nearest £) — 

If A's share is to be considered as a charge, the following is the 
division between B, C, D. / / 


Profits 

I,2DD 

Less A, . 

200 

Balance divisible 


b .4 . 

429 

C, J . 

428 


H 3 


If A's share is to be considered as an appropriation, i.e. one-fifth 
of £1,200, the following is the division between B, C, D. 


Profits 
Less A, J 
Balance divisible 

B, r} 

C, 4 


£ 


I,20D 

240 


£ 


960 


412 

4T1 

137 


960 


Elliott V. Elliott. In normal circumstances the amount due to a 
retired partner is a debt payable by the firm. Where, however, as 
in Elliott v. Elliott, the remaining partners have agreed personally 
to buy the retired partner's share, the amount is no longer a firm 
debt, but one due individually by the remaining partners in the 
agreed ratio. Failing agreement on this latter point, the liability 
should be divided in profit and loss sharing ratio. Thus, after thf^ 
total amount due to the deceased or retired partner has been credited 
to his account, it should be transferred to the Capital Accounts 
of the remaining partners in their profit and loss sharing or otheif’ 
agreed ratio, and if cash is paid to the ex-partner out of firm's 
money, it will be debited to the Current Account or Drawings 
Account of the partner on whose behalf the money is paid. The 
principle behind this is that the buying out” partners are per- 
sonally liable to the retired partner, and therefore the firm is absolved 
from liability, and so the amount due to the retiring partner must 
be eliminate from the firm's books. The retired partner's or 
deceased partner's representative must look for payment, not to the 
firm, but to the individual partners in their private capacity. 
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Illustration. Q, S, and O are in partnership, sharing profits and 
losses 3:2:1, and Q retires as from 31st December, 19. ., when 
their Balance Sheet is as follows — 


Q, S. AND O Balance Sheet as at 315T December, 19. . 


Capitals — 

Q ■ ■ ■ 

s . . . 

0 . . . 

£ 

8,000 

5,000 

2,000 

£ 

15,000 

Sundry Assets . 


£ 

15. ODD 







£ 

15,000 


£ 

15,000 








Show entries applying the role in Elliott v. Elliott, assuming 
that S and O share profits in the ratio of 2 : i. In addition, the 
goodwill (not in the books) is worth 3^12,000, 

The entries in accordance with Elliott v. Elliott are as under — 


J OURNAL 


19. - 
Dec. 31 

Goodwill .... Dr. 

To Q Capital .... 
„ S 

0 

Being division of Goodwill in profit- 
sharing ratio. 


£ 

12,000 

£ 

6,000 

4,000 

2,000 


Q Capital .... Dr. 
To S Capital ^ ... 

.. 0 ^ 

Being transfer of Q’s balan[:e on his 
retirement. 


14,000 

9.333 

4,667 


Dr. Q Capital Cr. 


19 

hfu 31 

To Tranifen — 

S Capital . 

0 „ . . 


£ 

9.333 

4,667 

19 ■ 

Dec. 31 

By Balance . 

,, Sharo of Goodwill 

b/d 

i 

B,DOa 

6.0DO 



1 

I 4 ,dod 



£ 

14,000 










S AND O Balance Sheet as at ist January, ig.. 


Capitals — 

£ 

Sundry Assets . 

£ 

15.000 

S . . . . 

iB.333 

Goodwill 

12,000 

0 . 

3,667 

/z7,ODD 


^£27,000 


* To nearest £ 
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If the goodwill is to be written out again, it will be treated eis a 
loss to the new firm, and cannot alter the amount due to the retir- 
ing or deceased partner, so that the transfer required in Elliott v. 
Elliott is unaffected. The entries required will be — 


J OURNAL 


19. . 

Jan. I 

S Capital f . Dr. 

0 i Dr. 


£ 

B.ooo 

4,000 

£ 


To Goodwill ..... 


12,000 


Being Goodwill written out of the books. 





S AND O Balance Sheet as at ist January, 19. . 



£ 



Capitals — 


Sundry Assets . 

15,000 

S . . . . 

10.333 



0 . 

4,667 




;^I5.DOO 


^15,000 


Provision for Payment to a Retiring Partner. Where a firm wishes 
to be in a position to make prompt payment of the amount due to 
a retiring partner, or in the event of death to his estate, an amount 
of money is set aside and invested in Stock Exchange securities, or 
in the form of an assurance policy. 

The investments will be made and entered in the manner of 
acquiring any other asset, whilst the dividends will usually be 
reinvested ; and when the need for the cash arises the investments 
will be realized, any profit or loss thereon being credited or 
debited to Profit and Loss Account. 

With regard to the policy, there are two methods used. 

(i) To consider the premium as an ordinary business expense, 
that is, by debiting Profit and Loss Account or Drawings or Cur- 
rent Accounts in profit and loss ratio, and crediting cash, so that 
NO ASSET appears in the books of the partnership ; when the policy 
becomes payable, normally by the decease of one of the partners, 
the amount due from the insurance company is treated as a profit.^ 
The division of such "profit" must be made in profit sharing ratio 
(always subject to a contrary agreement). Where there have been 
CHANGES in the constitution, the method employed is to prepare 
a schedule showing the "build up” of the amount during each 
period measured by the changes, whether of profit sharing or of 
personnel. In the last period there will very probably be a substan- 
tial surplus over the estimated value at the date of the last change 
because of the maturity of the policy. It is, moreover, a frequent 
practice to agree and pay to an outgoing partner the estimated 
value of the policy at the date of retirement, whilst if the partner 
retiring is bought out the settlement will almost invariably include 
the estimated value of the policy. In these circumstances the 
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continuing partners who bore the charge — seeing that no asset 
g,ppears in the books — will be credited, when the policy matures, 
with the amount in due proportion previously credited to the 
retiring partner and debited back to them. 

(2) To treat the payment of the premium upon the policy as an 
investment, either with or without an annual revaluation. 

It should be realized that the policy is an asset of the Firm. 
Usually there is a policy on the life of each partner, unless a j oint 
or survivorship policy is taken out in respect of the joint lives of 
the partners. 

Illustration. Q, S, and O are in partnership as and from the 1st 
January, 1951, sharing profits and losses 3:2:1. They took out 
a survivorship assurance policy for ^£6,000, upon which the annual 
piemium is £300 payable ist February yearly. S dies on 31st 
December, 1953, the insurance company in due course paying the 
amount due. The fimi closes its books on 31st December of each 
year. Show Journal entries. 

Method I. J OURNAL 

1951 

Feb I Profit and Loss Account ' . . Dr 

To Cash ..... 

Being annual premium on survivorship 
policy. 

1952 

Feb I Profit and Loss Account^ . Dr. 

To Cash ..... 

Being annual premium on survivorship 
policy. 

1953 

Feb I Profit and T.x)ss Account^ . . Dr. 

To Cash ..... 

Being annual premium on survivorship 
policy. 

(Upon the receipt oj the policy money) 

^Dec. 31 Cash ...... Dr. 

To Capital — 

Q 

s 

o 

Being receipt of policy money on the 
death of 5 apportioned amongst the 
partners as per partnership agreement 

Method 2. 

Assume that the surrender values of the policy dealt with in the 
foregoing example were — £ 

31st December, 1951 . . Nil 

31st December, 1952 . . 200 

^ Or Drawings Account in the ratio of 3 : 2 : i. 



L 

£ 


3OD 

3 DO 

1 

3OD 

300 


300 

3dd 


6,000 

3,000 



Z,D0O 



1,000 
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Show Policy Account. 

The Policy Account for the three years will be as below — 

Dr. Policy Cr. 


1951 
Feb. 1 



£ 

1951 

By Surrender Value 


£ 

To Cash: Premium 


300 

Dec. 31 


Nil 




,, Profit and Loss 








Account 


300 

1952 

Feb. z 

To Cash : Premium 


30D 

1952 

Dec. 31 

By Surrender Value 

c/d 

200 




,, Profit and Lose 







Account 


IDQ 




£300 





1953 

Jan. 1 

To Surrender Value 

b/d 

200 

1933 

Dec. 31 

By Cash : Policy Money 


6,000 

Feb. 1 

,, Cash: Premium 

300 



Dec. 31 

,, Capital — 







Q ■ £2,750 ‘ 

S 1,833 

0 . .917 








— 


3,300 








£6,000 




£6,000 










Assignment of Life Policies. Although not confined to Partner- 
ship Accounts^ it will be convenient to deal here with the assign- 
ment of a life policy in discharge of a debt, in order that the broad 
outlines of the treatment of life policy may be dealt with under on^ 
heading. 

It frequently happens that a debtor assigns his life policy to a 
creditor in satisfaction of his liability, in which case the assignee 
must pay the premiums. In taking over the policy the creditor will 
credit the debtor only with its surrender value, as that is the value 
which is available on surrender, the assignee being in no better 
position than the assignor. 

If there remains a debit balance on the debtor's account after the 
credit given for the surrender value of the policy, it will be written 
off to Bad Debts Account. 

In the creditor's book there are alternative treatments in respects 
of the pohey and the premiums, viz. — 

Upon receipt of policy — 

(1) (a) Debit Policy Account with surrender value. 

Credit Debtor with surrender value 

(&) Debit Bad Debts Account with loss. 

Credit Debtor. 

(2) Debit Policy Account with investment value. 

Credit Debtor with surrender value, and write off balance as in (i) (6) 
above. 

Credit (a) Policy Reserve Account with the excess of investment over 
surrender value, or 
(&) Bad Debts Account. 

(3) See (i) page 669. 


^ To nearest 
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Treatment of Premiums. The premiums paid may be dealt with 
as shown below. 

{a) Debit Profit and L033 Aci;ount. Credit Cash, 

(6) Debit Capital, Drawings, Current or Reserve Account in profit and 
)oss ratios. Credit Cash. 

(c) Debit Life Policy Account. Credit Cash. 

(cf) Debit Life Policy Account with the nominal amount of the policy 
and credit Life Policy Reserve Account (on taking out or receiving the 
policy) ; debit the Life Policy Reserve Account and credit Cash upon the 
payment of premiums. 

(ff) As in (c) or (d), and debit the Life Policy Account (c) or Life Policy 
Reserve Account {d) with loading for interest, and credit Profit and Loss 
Account. 

(/) Each year bring down the balance (representing the investment or 
.surrender value) either in the Life Policy Account or by adjustment of the 
Reserve, writing off the difference as in (a) or (6). 

(^) Debit premiums to the Life Policy Account and revise the value 
thereof through the Life Policy Reserve Account, the value in question 
being investment or surrender value.^ 

If the policy is to be maintained at investment value, interest 
may be debited thereto and credited to Profit and Loss Account; 
but if it is to be maintained at surrender value, the latter value 
will be credited in the Policy Account and brought down, the 
difference being transferred to the debit of Profit and Loss Account, 
as the increase in surrender value will be than the premium 
paid. (See illustration, page 668.) 

Upon receipt of policy money — 

Debit Cash. Credit Policy Accouut. 

Debit Policy Account. Credit Profit and Loss Account. 

Illustration. Fraser, owing Jones £1,000, agrees to assign his life 
policy to him in complete discharge of the debt. The assignment is 
made on ist July, 1952, the policy being for £1,750. The premium 
is £60, payable yearly on 1st September. 

On 15th January, 1954, Fraser dies, the policy money being paid 
to Jones on 31st January, 1954. 

The surrender values are (i) at the date of assignment, £320 ; (2) 
4t 31st October, 1952, £358; and (3) at 31st October, 1953, £398. 

♦ Jones prepares his accounts annually at 31st October. 

Assuming that Jones desires to keep the policy at its surrender 
value, show the necessary Ledger Accounts in his books. 

Dr. Fraser Cr. 


I 9 ‘i 2 

July I 

To Balance 

b/d 

£ 

1,000 

1952 
Jnly I 

By Ufe Policy Account 
rt Fraser — 

Policy taken over 
in discharge, Sur* 
render Value 
,, Bad Debts Act ount . 


£ 

320 

5 Bd 




£1,000 




£i,ooo 









_ 





^ Companies exist which deal with policies by way of purchase and sale. 
Iheir price will be generally higher than surrender and lower than invest- 
ment value. 
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Life Policy Account No 

Dr. re Fraser Cr. 


1952 



£ 

1952 



£ 

July 1 

To Fraser — Policy taken 



Oct. 31 

By Profit and Lou Ac- 




over, Surrender Value 


320 


count . 


22 

Sept. 1 

,, Cash — Yearly Premium 


60 


,, Balance . 

c/d 

35B 




£380 




£380 

Nov. I 

To Balance 

b/d 

358 

Oct. 3Z 

By Profit and Losi Ac- 



1953 





count . 


IC 

Sept. 1 

„ Cash — Yearly Premium 


60 


,, Balance . 

c/d 

398 




£418 




£418 

Nov. I 

To Balance 

b/d 

39B 

1954 
Jan 31 

By Cash 


1.750 

1954 

Jin. 15 

„ Profit and Loss Ac 






r 


count 


1.352 








£1,730 




£1.730 










[Alternatively, the same result may be arrived at by showing the Policy at 
its nominal value and opening a Policy Reserve Account thus (dealing only 
with the first year) ] — 


Life Policy Account 

Dr. rc Fraser Cr. 


1952 
July I 

To Fraser — Policy taken 
over, Surrender Value 
,, Life Policy Reserve 


£ 

320 

1.430 







1,750 





Life Policy Reserve 

Dr. re Fraser Cr. 


I95ZJ 
Sept. I 
Oct. 31 

To Cash --Yearly Prenuuin 
,, Balance^ . 

c/d 

£ 

60 

1,392 

I 95 Z 
July I 

Oct. 31 

By Life Policy Account — 
re Fraser 

,, Profit and Lou Ac- 
count , 


L 

1,430 

22 




£1.452 




£1.452 





Nov. I 

By Balance . 

b/d 

1 , 39 * 


Ignoring interest, there is a profit of ^^630 to Jones, arrived at as 
follows — ^ ^ 

Profit on Life Policy ...... 

Lesz amounhs written off — 

Year ended 31st October, 1952 . . . .22 

1953 ■ - - . 2 D 

42 


Balance. ........ 1,310 

Less Bad Debt written off . 6B0 

Profit .... ^^*30 


^ Nominal value of policy, ;£i,73o, less surrender value of policy, ^338- 
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This may be reconciled with the cash receipts as follows — 


Cash received on 31st Januaiy, 1954 ■ ^-750 

Less Premium paid on ist September, 1932 6d 

M .. .. 1953 ■ ■ 60 

— 120 


Net Cash received ....... 1,630 

Less Debt due by Fraser ..... i.ooo 


Profit .... ^630 


Illustration. On ist July, 1952, the total surrender value of the 
life policies of £3,500 of the partnership is £1,500. The annual pre- 
miums of £100 paid to date are £z,ooo. Show in columnar form the 
accounts, assuming that the premiums are paid on 1st November, 
1952, and that the surrender value on 30th June, 1953, is £i,575, 
using Methods [d) and (g), and adjusting as required by paragraph 
[f). The accounts appear on page 672. 

If the partners have taken out a joint policy, the account will be 
closed upon the maturity of the policy, any profit being credited to 
Profit and Loss Account, or Capital Accounts in profit ratios. 

Where separate policies exist, the one which has matured will be 
similarly dealt with and, in addition, a revaluation of the other 
policies will be necessitated. 

Capitals of Remaining Partners to be Adjusted to New Profit- 
sharing Ratio. The treatment of accounts where a partner is re- 
quired to bring in cash so that capitals are in profit-sharing ratios 
has been dealt with on page 633, and the same principle applies on a 
retirement or death of a partner. 

Illustration. The following is the Balance Sheet of A, B, and C, 
sharing profits and losses in the ratio of 2 : 2 : i. 


A, B, AND C Balance Sheet 


4 

CsipitBils — 

A . . . 

B . . . 

C . . . 

£ 

2,000 
3, ODD 
1,000 

£ 

6,000 

Sundry Assets (includ- 
ing Goodwill) 

Cash 

£ 

£ 

5.500 

500 








;^6,000 



^6,000 








A retires and is to be paid in cash, B and C a^eeing to provide 
the necessary funds, and at the same time to increase the cash 
balance to £floo, the contributions to be such as to leave their 
capitals in their profit-sharing ratio which is to be unchanged. 
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The amount of cash required is — ^ £ 

Due to A . . . . . 2,000 

Plus increase of cash balance . . 300 

2,300 

to which will be added the combined capitals of 

B and C . 4,000 


gives the total resultant capitals of B and C . ;^6,3oo 


Statement of Capitals (H and C) 



Total 

1 

^ 1 

c 

New Capitals .... 

£ 

6,300 

£ 

4,200 

£ 

2,100 

Old Capitals . . . . 

4,000 

3,DOD 

1,000 

Contributions 

^2,300 

;^I,200 

;^I,IOO 


Balance Sheet (after completing aforesaid arrangements) 


~ 1 

£ 

£ 


£ 

£ 

Capitals — 



Sundry Assets . 


5.500 

A Balance : 



Cash 


Bod 

/2,ooo - Cash ^2,000 

ml 





B Balance ; 






000 + Cash /.1, 200 

4,200 





C Balance : 






^ X, 000 + Cash ;^i,iuo 

2,100 







6,300 






£6,300 



£6,300 


Interest from Last Balance Sheet in Lieu of Profits. In order to 
avoid splitting of profits, the partnership agreement may provide 
that interest be paid in lieu of profits from the date of the last 
Balance Sheet to the date of death or retirement. The agreement 
‘Should be carefully worded so that any dispute as to the amount 
on which the interest is to be paid (e.g, on Capital Account alone 
or Capital plus Current Account, etc.) will be avoided. 

Illustration. A, B, and C are in partnership sharing profits 
3:2:1. The partnership agreement provided that, on the death 
or retirement of a partner, the partner or his estate shall be entitled 
to 10 per cent per annum on his share of partnership assets from 
the date of the last Balance Sheet to the date of death, in lieu of 
profits. On 31st December, 1952, the date of the last Balance 
Sheet, the Capital Accounts stood as follows : A £6,000, B £5,000, 
^ £3.000, and the Current Accounts as follows: A £1,000, B £1,200, 
C £600. B died on 30th June, 1953, and his share of goodwill, 
which was not included in the books, was valued at £2,000. The 
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amount payable to the executors of B would appear in his Loan 
Account, ignoring tax, as follows — 


Dr. Exors. df B Loan Cr. 


1953 

June 30 

To Balance . 

c/d 

£ 

B,6io 

1953 

Jan. X 

June 30 

By Balance of Capital 
Account 

„ 'Transfer from Current 
Account 

,, Share of Goodwill 
„ Interest . 

f 

£ 

3. Odd 

1, 200 
2.000 
41D 




£B,6xo 




£B,6id 





July I 

By Balance . 

b/d 

B.fiio 


t £B,20 o at !□% per annum for 6 months. 


SECTION (E) RETIREMENT AND ADMISSION 

The positions arising upon a partner's retirement and admission 
have been dealt with separately. It now remains to deal with 
the combined change: the retirement and admission taking place 
at the same time. It very frequently happnns that when one 
partner retires another is admitted, the capitJvi introduced by the 
new partner being utilized wholly or partly in discharge of the 
liability of the old firm to the retiring partner. 

No departure from the principles enumerated is entailed, the 
question being more one of detail caused by the two *'sets” o:^ 
transactions. 

Illustration. Q, S, and O, partners, share profits and losses in the 
ratio of 3 : 2 : I. S retires on 31st December, 19.., and D is 
admitted a partner on the same date, the new ratio to be 4 : 4:3. 
The latter is required to bring into the firm so much capital as 
will make his share one-third of the total assets as revalued. 

The following is the Balance Sheet of Q, S, and O — 


Balance Sheet as at 315T December, 19.. 



£ 

£ 


£ 

£ 

Capitals — 



Stock 


io,oo» 

Q . 

7,000 


Debtors 

4,000 


s . 

5,000 


Less Bad Debts 



0 . 

3 ,OD 0 


Provision . 

400 




15,000 



3,6od 

Reserve 


1,400 

Cash 


z,Boo 


£ 

II 


£ 

16,400 


The partnership agreement gives certain directions as to the 
value of the assets to be taken for the purpose of dissolution, these 


^ In the event of any changes having taken place in the Current Account 
balance during the period between the last Balance Sheet and the date of 
death, the interest will have to be calculated in the form of an Account 
Current. 
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le balance of capital is usually transferred to Partner's Loan Account and cash debited thereto 



Dr. Memorandum Rsvaluation Account 


O 




J, cd 

CD ■ P ■ 


lyj rt 

i 

9 


V P 

Oh«h»h- 

oOcoO 

Q P. 

□ 

H 
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being: stock, £9,600; sundry debtors, £3,fioo; and goodwill, £5,400. 
D agrees to his admission being bajsed upon these valuations. 

" Show the Capital Accounts of the partners, the revised Balance 
Sheet, and a Memorandum Revaluation Account. 

If the adjustments are not to be shown permanently in the books, 
the above questibn naturally falls into two main parts, viz. — 

(1) The adjustment of asset values upon the retirement of S. 

(2) The admission of D and the book readjustment of asset 
values. 


Balancb Sheet as at ist January, 19.. 



£ 

£ 


£ 

£ 

Capitals — 



Stock 


10,000 

Q - 

7,900 


Debtors 

4,000 


0 . 

1,700 


Less Bad Debts Pro- 



D . 



vision 

1 400 







3,6do 



1 5,000 

CdSll [/'2,8oQ -1- ^7,200 



Reserve 


1,400 

'-;f7,200] 


z,8oo 


£ 

16,400 


£ 

1 

16,400 


It will be seen that the capital to be introduced by D is 
based upon the combined capitals of Q and O before the elimination 
of the adjustments from the books, i.e. J X (£10,300 + £4,100) 
= ^ 7 . 200 - 

If it were decided, after the reversal has been made, to bring the 
adjustments permanently into the books, there would be a book 
profit of £6,600 which would be credited to Q £2,400 : 0 £2,400 and 
D £1,800, thus eliminating the reversing entries of 1st January, 
19. . , and restoring the true position. 

The TRUE position at ist January, 19. ., is 

Capital Accounts as ptr books 

Add Net Undisclosed Assets, i.e. — 

Debtors, Goodwill and Reserve . 

Less Stock Depreciation 


/zi,6dd 


I i 

15,000 

7,000 

400 

6,6od 


The Capital Accounts would be revised on entering the undis- 
closed figures, and the table given at top of page 67S shows the 
position. 

This is the precise result that would have been obtained by a 
" straight " entry of the net assets and a credit to the old partners. 
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Capitals 




Q 

0 

D 



L 

1 

L 

Balances per Balance Sheet . 


7,900 

1,700 

5.400 

"Profit," j£6,6nD 


A 2,400 

A 2,400 

i.Bod 

True Capitals . 



;£4.ioo 

' ^7,200 


Illustration. A, B, and C are partners with capitals of £z,ooo, 
;f2,5oo, and £i,8oo respectively. On the retirement of A and th^ 
introduction of D, goodwill (which is not in the books) is valued 
at £750, other undisclosed assets at £600. The profits were shared 
in the proportion of 2 : 2 : i, the new firm to divide profits equally. 
D is to introduce cash £1,000. The book values of the assets are to 
remain unchanged. Sliow Capital Accounts. Sec page 679. 

Illustration. At 31st December*, 1951, when C was admitted a 
partner on a one-sixth basis the undisclosed assets not brought 
into account were an insurance poHcy £400, and investments £600. 
A and B had previously been equal partners. On 3i5t December, 
1952, D was admitted as a partner, the new ratios being 10 : 10 : 
4:3. On 31st December, 1953, A died and the policy fell in for 
£700 and the investments were sold for £690. Goodwill is to be 
adjusted outside the business. The estimated values of insurance 
policy and investments as at 31st December, 1952, were £600 and 
£520 — the insurance premiums being charged and the dividends 
credited to Profit and Loss Account in the ordinary way. Show the 
division of the proceeds. 



Insur- 

ancr 

Policy 

Iricrt^dSB 

Invest- 

ments 

In crease 
or 

Decrease 

Net 

Increase 

or 

Decrease 

A 

B 

c 

D 


£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

3lBt Dec., k;^! 

400 


600 


I,DOO 

500 

500 



I 9'52 

boo 

+ aoo 

530 

* - Bo 

IZO 

50 

50 

20 


1953 

700 

+ Ido 

690 

t 170 

270 

lOO 

loo 

4 ° 

30 






£1,390 

£650 

£650 

£6o 



When entered into the books cash will be debited with ^^1,390, and the 
Capital Accounts credited in the above proportions. 

If A had retired on 31st December, 1953, the values of the un- 
disclosed assets would be dealt with on the lines already explained. 
Further, if A's share is purchased there will be a transfer from 
A's account (after having given him credit on the revaluation) by 

^ } of total Capital. 

* Assumed A and B continue to share profits equally as between themselvea 
in 1952. 
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debiting his account and crediting the continuing partners, the 
latter being personally liable to A. 

Illustration. A, B, and C are partners. The business is divided 
into £30 shares owned as follows: A, 60; B, 15; C, 25. The good- 
will value of a share is ^loo, but no amount for goodwill stands in the 
books. The capital accounts are: A, £i,Soo; B, £450; and C, £750. 

On 1st January, ig. D is admitted as a partner on terms that 

(i) A is to sell 10 shares to B. 

(ii) A is to sell 10 shares to D. 

(iii) C is to sell 5 shares to D. 

The total capital is to remain undisturbed and individual capitals 
are to be adjusted according to these shares. D is permitted to pay 
half of the amount due immediately, the balance due to be 
treated as a loan bearing interest at 10 per cent per annum, such 
amount being transferred proportionately to the credit of the selling 
partners. There is to be no other selling adjustment. Any surplus 
on D’s Current Account at the end of a year is to be applied in pay- 
ment of the loans by A and C. 

Drawings are to be £5 per share per month. The profit for the 
year to 31st December, 19. ., is £0,ooo. Sundry assets of £500 at 
the commencement of the business remain unchanged. There are 
no other assets save cash and no liabilities. 

At 31st December, 19. . (one year after D's admittance) B retires. 
The other partners purchase his share in the business, including the 
balance on his current account. The goodwill value of a share is 
to be taken at £80. 

Prepare Partners' Capital, Current, and Loan Accounts, and 
extract Balance Sheets at 31st December, 19. ., (a) before and (6) 
after retirement of B. 


The opening accounts are — 


£ 

£ 

Cash 


2, son 


Sundry Assets . 


500 


Capitals 


— 

3,000 

The cash at the end will be — 

£ 

s. d. 

£ 

Balance at commencement 

2,500 

D □ 


Plus Profit . . . . 

Less Drawings per — 

8, ODD 

D D 

10,500 

Current Account 

6,000 

□ 0 


Loan Account . 

202 

ID 0 

6,202 


;£4,297 ID □ 


The cash paid in by B and D is not retained in the business, but 
taken out by A and C. 

D pays in £975, B £1,300. Total £2,275. I 
A receives £1,950, C, £325. Total £2,275. f ^ P S 





Current Accounts 


Q 

^ a 

0 1 


n 

•i o 

= 1 o 


9 

- ! 

8 

N 

'-rt 


8 

vl 

8 

u 


9 

D no 

■e 

1 " 

^ o a 

9 

9 (9 

to 

M 


N 

ni 

lO 

M 

N «»3 

«n 


m 

so 

m 


D 


9 


m ° 

9 

9 

= 


^ § 
w 

I 

cf 

8 

m 

8 


< 

^ o □ 1 u 

a y»i 

^ 

m ° ° 1 ° 

° JS 

S’! S* 

8 

Vii rt 

m 

m 

'S 

in 

iri ^ 

ks (o 

« 04 

m 

H* 


b/d 

b/d 

1 

By Interest an Loan. 
,, Profit 

By Balances 

,, Transfer from B 
to A, C, and D 

By Balances . 


W N1 

o\ u a\ A 

"(5 

n 

D O O 


9 1 0| 

A ^ ^ o 

^ W H 


□ 1 9 1 

p fs « 

O Oi O 

3 

c» 

8 

8 

‘-a 


u 

P DIO 

” 1 ” 1 

- ° SIS 

^ I'S B 

8 

V|| M_ 

V? 

•iu 

SO 

iri 

sri 

SO 

to 

<si2 


m 

■w ° ° 


^ 1 ° 1 

*i ° ° 

° 

O , 9 g 

8 E 

<k4] m lo 

□ 

D 

o_ 

pT 

'hJ 

<9 

‘9 

8 


< 

^ □ =1=1 ^1 


o P 

KO 

?l 


8 

^ ^ Kl 

rf 

m 

H 




"S' "S' 1 


To Cash Drawings . 
,, Interest an Loan . 
,, Transfer to Loan 
Account. 

,, Balances 

To Transfer to A, C, 
and D per 
agreement 
,, Balances . 


D\ J 

“JS 


Q 

^ 9 b 

9 


-■ 5 S 

O 


Sd N ^s 

R 


u 

TS O 

9 

□ 

- ° 

9 

D 

M 

m 

M 

rn 

N 

m 

V 4 l 

fV 

M 

m 




- 1 1 


v«l 



< 

ti ° 

o“ 

9 

^ 0 

° 

9 

9 

•n 

Vd to 

9 

■n 

m 


c/d 

b/d 


By Transfer from 
Capital Accounts 
,, Transfer from 
Current Account 
,, Balance 

By Balances 

MM W 

si 1 si 

Q 



□ 

° 


B 

1 

£ 

975 

•n 

=s 

'-tl 

r* 

o 

^ 991=1 


2 2 

o 


so >o 

'-a w 

•n 

r« 

m 


« 







'Hi 



< 

H “ “ 1 ° 1 

•i ° ° 1 ° 1 

in m 

shI m in 

9 

»o 

to 



^ 5 L 

"tT ^ 1 


To Transfer from 

Capital Account 
„ Cash. 

1 , Balances 

To Balance 

i 

1 1 


Note. The adjustments nn B's retirement are shown in separate sections of the Capita] and Current Accounts. 



Balance Sheet as at 31ST December, 19.. (before the Retirement of B) 



^.a 

S'-* 

03 

d 


■s 

d u 

B 3 
<5 
9 S’ 

D -d 

J % 

[fl O 

- § 

° D 

■ti a 

TJ rt 
u 

li u 

«U 

:5 twJ 


d 

83 

ii 

d cu 

^ 2 

^ d 

0) d 
^ d 
d o 

'd 0 
jS ed 

u 

1:3 


2 ^ 

g-a 

■^1 

bo > 

Is 

I! 




6 Ba 


respect of the loan equal to that owed by D. If the Loan Accounts are to be considered purely personal matters, they will not 
appear in the books of the firm, and D will withdraw the sum of ^202 los and pay over to A and C £ 1^5 and £ 6 ^ los. respec- 
tively, giving the identical result as regards the partnership, as the Loan Accounts cancel each other. 
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The problem is not nearly so complex as at first appears. It is 
clear that the capitals are to be in ratio to the profit-sharing pro-^ 
portions so that the end capitals must be in the ratio of 40 : 25 ; 
20 : 15, and seeing that the cash introduced by B and D is to be 
withdrawn, the end capitals will stiU be £3,000, and the amount to be 
brought in by D will be x £3,000 = £450. Actually only one- 
half of this amount is brought in at present in cash, the balance 
being on loan, but the effect is just the same so far as the capital is 
concerned. If the total capital is £3,000, each hundredth must be 
equal to £30. 

The total goodwill must be £100 X 100 = £10,000, and as A 
sells a I proportion (i.e. less ,V',) he must be credited with £2,000 
which is the total amount credited to his account, viz. £500 plus 
£500 plus £1,000. 

Likewise C sells a proportion (i.e. less and so must be 
credited with £500 X £10,000), which is the total credited to 
his account, viz. £250 plus £250. 

Once the significance of the phraseology is grasped, the problem 
of goodwill and capital can be dealt with on the lines already out- 
lined on previous pages, e.g. if the goodwill account were created 
it would be debited with £10,000, and credits would be — 

A ;^6,ooo, B ;^i,50o, C Total: ;£id,ooo. 

If reversed, the goodwill would be eliminated and the debits 
would be — 

A ^4,000, B ;£2,5od, C ;£z,odo, D £1,^00, Total: ;^id,ddd. 

Combined, the results would be — 



Dr. 

Cr. 


£ 

£ 

A . . . 


2 ,OOn 

B . . . 

1,000 


C . . . 


50D 

D 





;/ 2 , 5 DU 


In the accounts outlined, A and C are duly credited with these 
figures, whilst B is credited with £300 and D £450, w^hich are the total 
contributions of B (£1,300 less debit as above £1,000), and D (£1,950 
less debit as above £1,500). As has been shown, if the whole goodwill 
is put through the books, the contributions for both goodwill and 
capital must be credited to the contributing partners, and on 
reversal the “pure" capital contributions will remain in the books. 

In regard to the retiring partner B, he is selling his twenty-five 
shares of the capital and goodwill to the other partners. 

The whole goodwill now being valued at £B,ooo, i.e. 100 shares 
of £8o each, will be as shown on page 685. 



partnership accounts — RETIREMENT AND ADMISSION 6B5 
Goodwill Adjustments Statement 



A 

B 

c 

D 

)ld .Shares 
Jew Shares 

40 % 

53 t% 

£ s . d . 
3,200 0 □ 
4,266 13 4 

25 % 

Nil 

£ 

2 ,[XXI 0 O' 

Nil 

46 |% 

£ s . d . 
i,6do 0 D 
ZJ 33 6 8 

15% 

20% 

£ t . d . 
i,aoo D □ 
1,600 □ 0 

niffprences 

- 13 P/d 

Dr. £ 1,066 13 4 

+ 25% 

Cf . £2,000 0 D 

1 - 6 g% 

Dr. £533 6 B 

- 5 % 

Dr. £400 0 0 


The Journal entry is — 

Journal 





£ 

j. 

d. 

£ 

5 . 

d 

A Capital 

. Dr. 

w 

i.ohS 

13 

4 




C ... 

. Dr. 

{d) 

533 

b 

8 




D .. ... 

. Dr 

(/) 

40D 

D 

0 




To H Capital 






2,000 

0 

0 

Being .shares of Goodwill taken 

over from B 








by continuing partners. 










At this stage, therefore, B is in credit for £2,750, being his capital 
of £750 plus his share of goodwill, as above, £2,000. In addition, 
his Current Account is in credit for £500. 

The acquisition of B’s Capital balance of £2,750 will be recorded 
in the Journal thus — 


J durnal 




£ 

5 . 

d. 

£ 

j. 

d. 

B Capital ..... Dr. 


2 . 75 D 

0 

0 




To A Capital .... 





(a) 1,466 

13 

4* 

C . . . . 





733 

6 

8^ 

„ D ,, 





(e) 550 

0 

0 ^ 

Being .shares of Capital and Goodwill 








purchased from B by continuing part- 
ners as agreed. 









The Capital Accounts (as a result of the above entries) are now — 



A 

C 

D 


£ 

/ 

£ 

Balances per previous Balance Sheet 

I,2D0 

6od 

450 

Adjustnient.s ...... 

400 

[a-b) 

zoo 

{c-d) 

150 

(«-/) 

Total (see page 686) 

£j, 6 oo 

£ioo 



^ Ratios of 53 i% ■ 26|% : 7 d% of ^2,750. 



Balance Sheet as at 31ST December, ig.. (after Retirement of B) 



636 


fbj If the Current Accounts are to be in "ratio/' there will be a cash adjustmeot between the partners. 
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The Current Accounts transfers will be journalized thus — 


J OURNAL 




£ 

S. 

d. 

£ 

5 . 

d. 

B Current Account .... Dr. 


500 

0 

0 




To A Current Account 





266 

13 

4 

.. c 





133 

6 

6 

„ D „ 





100 


0 

Being B's Current Account taken over by the 








continuing partners. 









Current Accounts 



A 

B 

C 

D 


£ 

s. 

d. 

£ 

s. 

d. 

£ 

S. 

d. 

£ 

5. 

d. 

Balances, from last 













Balance Sheet 

865 

D 

0 

500 

0 

0 

432 

10 

0 

Nil 



Adjustments, as above 

+ 266 

13 

4 

- 500 

0 

0 

+ 133 

6 

8 

100 

0 

0 

Balances (see page 686) 


13 

4 

Nil 



£565 

16 

8 

£100 

0 

0 















Illustration. A and B are in partnership as equal partners. A, by 
agreement, retires and his son S joins the firm on a basis of one-third 
share of profits. 

The balances on the books were — 

Dr. Cr. 

£ £ 

I,2DD 

doo 
5.9DO 

400 
3,8do 


Goodwill 
Bank . 

Other Assets 
Creditors 

Capital Accounts : A 
B 


£t,9^o 

Goodwill is agreed at £3,000 and written up accordingly. Sufficient 
money is to be introduced so as to enable A to be paid off and 
leave £500 cash in bank; B and S are to provide such sum as will 
make their capitals proportionate to their shares of profit. A 
agrees to contribute from his Capital half of the amount S has 
to provide. 

Assuming the arrangement was carried out show the journal 
entries required. 
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Journal 


Goodwill ....... 

To Capital — A ...... 

,, Capital — B ...... 

Increase in value of Goodw'ill on dissolution. 

. Dr. 

£ 

i,8oo 

£ 

900 

900 

Capital — A ....... 

. Dr. 

1,500 


To Capital — S ...... 



1,500 

Half amount required from 5 contributed by A, as follows — 



Capital A revalued ...... 




Capital B revalued ...... 

4,600 




9,300 



Less Cash available [;^8 od - 500] . 

. 300 



Proposed amended Capital 

£9,000 



of which — 




S is to pay one-third ..... 

£3,000 



Half thereof ...... 

/1.500 



Cash ........ 

. Dr. 

2, goo 


To B 



1,400 

s 



1 1.500 

Cash required — 

1 


1 

B — two-thirds ...... 

/6.000 



Less existing revalued Capital 

. 4, boo 







5 — Half of ;i3,ooo ...... 




Capital — A ....... 

. Dr. 

3,2DOl 


To Cash ....... 



3,200 

Balance due 

/A, 700 



Less Gift to S . 

■ 1,500 








- . 

1 



^ This is equal to the following — ^ 

(i) Cjish at Bank available for A [£800 - /[5 do| . 300 

(aj Amount paid in by B ... 1,400 

(3) Amount paid in by 5 . ipSoo 


)C3.gDP 

The revised Balances would be — 

Dr. Cr. 


Goodwill zoo + I, Boo] ...... 3,000 

Cash at Bank [£800 + £1,400 + £1,500 - £3,200] . 500 

Other Assets ......... 3,900 

Creditors .......... 400 

A [£3,800 + £900 - £1,500 - £3,200] — 

[£3 i 7 oo + £900 + £1,400] ...... 6,000 

S [£1,500 (from father) + [£1,500 (Cash)] .... 3,000 


£9.400 £9.40° 



PARTNERSHIP ACCOUNTS — CONTINUANCE 689 

SECTION (F) CONTINUANCE OF PERSONNEL WITH REVISED 
PROFIT-SHARING RATIO 

Where the same partners continue in business but decide upon a 
change in Profit-sharing ratios, the position may be regarded as 
if there had been a change in personnel, that is an old firm and a 
new one for the purpose of adjusting assets (including goodwill) 
and liabilities. 

The procedure will follow the usual lines as on a change in 
personnel, the revaluation being necessary so that profits or losses 
may be dealt with in favour of or against the partners in their 
proper proportions. 

Illustration. The following are the Capital Accounts of A, B, 
and C sharing profits 2:2:1. 

£ 

A . . 2, ODD 

B . . . 1,400 

C . . . . l.ODD 

/4,4DD 


No goodwill appears in the books. It is decided that they shall 
share profits in future in the proportions 4:3:1. For this purpose 
the assets are to be written down by £100 and the goodwill to be 
taken as worth £goo. Capitals are then to be adjusted (by cash pay- 
ments) to the same proportions as the new profit-sharing ratios and 
no alterations are to be made to book values. 

Show Ledger entries. (See page 690.) 

INTEREST ON CAPITAL 

If the partnership agreement provides for interest on capital it 
has the effect of giving a certain portion of trading profits in the 
capital ratio, i.e. by way of interest on capital, so that the "net" 
influence of the changed ratio is not synonymous with the "gross." 
*For instance, two partners may pieviously have shared profits 
equally, and agree to revise the ratio to 3 : l. The difference as 
between each is nominally from i : I to 3 : i, but if interest on 
capital is allowed a certain proportion of the profits will be thus 
absorbed. 

Illustration. A and B are partners sharing profits equally, after 
allowing 5 per cent interest on their capitals of £8,000 and £7,000. 
Assets, including goodwill, are to be reduced by £10,000 and there- 
after profits are to be shared as to 4 : i after providing interest on 
capital at 5 per cent per annum on their rertsed capitals. The profit 
before taking into account interest on capital is £1,250. 

Show the division of profit in both the old and the new manner. 
(See page 691.) 
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A 

B 

Total 

(i) Old Division — 

£ 

£ 

£ 

Interest on Capital 

400 

350 

750 

Profits equally .... 

250 

250 

500 

(2) New Division — 

£^50 

£too 

£i.‘i5o 

Interest on Capital 

150 

loo 

250 

Profits 4:1 

8 DO 

200 

1,000 


£950 

£i°° 

/I.250 


It will be seen that, in the new division, the first £250 is absorbed 
in interest on capital, leaving an extra £Soo divisible profit. The 
partners lose on interest on capital £500 [i.e. £750 - £250] equally, as 
can be seen above. This must be so because the interest is at the 
same rate as before but upon a lower capital and the capitals have 
been reduced equally by the loss on revaluation, which the part- 
ners bear equally. Thus, the difference between the profits to A 
and B in the new* and old ratios is explained — 

£ 

250 Interest. A takes £50 more than B in both instances 

5DO "Released’* Interest, now as divisible profit 

500 other profit 

^1,000 new divisible profit, as above. 


This may be further explained in the following table — 

New Old Old New 

A gains ^ ^ X ;ti.ooo = ;^3 dd, i.e. ;^650 ;£95o 

Old New 

B loses J - X ;£i,odo = ^300, i.e. ;£6oo £300 

It must further be remembered that A will gain on any capital 
profit, e.g. assuming that the assets fetch the old book values, A 
will gain £3,000 [i.e. £10,000] as he was previously debited 

with his half share of the capital loss, i.e. £5,000, and will now be 
credited with four-fifths of the capital gain, i.e. £8,000. 

Subsequent Receipts of Debts Written Off, etc. 

Where assets, e.g. debtors, are written off wholly or in part, it is a 
^question of importance to determine upon a change in profit- 
sharing ratios whether it represents a reviuation or not. 
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(i) If the former, any subsequent appreciation or profit upon the 
revised book value, e.g. receipt of a debt written off as bad, must be 
credited to the new partners in the new ratio. 

(z) If the writing off was merely a precautionary measure, then 
any appreciation subsequent to the change in constitution will be 
credited to the old partners in the old ratio. 

Where the Memorandum Revaluation method is employed, it 
will be obvious that the assets still remain undisturbed in the books, 
and the entries will be as in either (5) or (4). 

(3) Where a true revaluation is made and the amount considered 
bad at the date of the change — 

Dr. Old partners in the old ratio. 

Cf. New partners in the new ratio. 

(а) The amount subsequently received will be credited to the 
DEBTORS accounts (debts not having been actually written off as in 
the Memorandum Revaluation system, the book values of assets 
remain unchanged). The partners’ accounts will, therefore, not be 
credited as they would in the case of an ordinary writing-off as in (i) 
and (2), the partners already having obtained the benefit in the new 
ratio by entry in the Memorandum Revaluation Account. 

(б) If the asset proves to be finally bad, the loss will be written 
off in the new ratio. 

(4) Where there is merely a "precautionary” adjustment, at the 
date of the change — 

Dr. Old partners in the old ratio. 

Cr. New partners in the old ratio. 

[а] The amount subsequently received will be credited to the 
DEBTORS accounts (debts not having been actually written off, as in 
the Memorandum Revaluation system the book values of assets 
remain unchanged). The partners’ accounts will, therefore, not bi 
credited as they would in the case of an ordinary writing-off as 
(i) and (2), the partners having obtained the benefit in the old ratio 
by the entry in the Memorandum Revaluation Account. 

(б) If the asset proves to be bad, the loss may be considered to 
have taken place in the course of the new partnership, and will be 
debited to the partners in the new ratio. 

Illustration. A and B were partners sharing profits and losses 
equally. On 31st December, 19. ., they decided to share profits and 
losses in future in the ratio of 3 : 2. Bad Debts were written off 
amounting to £100 on the date of the change, and in the following 
year the amount written off was received in full. Show entries^ 
relating to the above. 
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(I) 


Entries at Date of Charge 
(50 
£30 


ErUries pn Recaipi of Cash 


(z) Debit A 


lia Debit A 
.. B 


£3 d 

£50 


£50 

£50 


Debit Memoran- 
dum Revalua- 
tion Account £100 
Ijff) Debit A £50 

B C 5 U 

Debit Meiuorau- 
duTU Revalua- 
tion Account £zckj 


Credit l>ebtors 

£itJo 

Debit Cash £ioo 

Debit Debtors £100 

Credit Debtors £zoo 

Credit A £60 

B £40 

(through the Profit 
and l^ss Account) 

Credit Debtors 

£ioo 

Debit Cash £ido 
Debit Debtors £100 

Credit Debtors £ido 
Credit A £50 

» B £50 

(through the Profit 
and Loss Account) 

Credit Memorau- 
dum Rrvaluatioo 
Aneount 

Credit A 

M B 

£idp 

Debit Cash £xuu 

Credit Debtors £100 

Credit Memoran- 
dum Revaluation 
Account 

Credit A 
.. B 

£ido 

£50 

£50 

Debit Cash £ido 

Credit Debtor? £ido 


Illustration. In reference to the preceding illustration, if no 
amount is received in respect of the Bad Debts the entries already 
made at the date of change will remain undisturbed and no receipts 
at all will appear in the right hand column above. 

As no actual writing off has taken place in [^a) and (4a) the 
entry for actual writing off the debts will be — 

(36) Debit A Credit Debtors £100 

B ^40 

(4^) Debit A £60 Credit Debtors £100 

.. B ;£40 

(through the Profit 
and Ix)ss Account 
in each case) 

The position of (i) and (2) is clear, but in regard to (3) the effect 
of the entries representing a true revaluation may be seen in refer- 
ence to the non-receipt of the cash. The partners were debited 
equally [^a) and credited in the ratio of 3 ; 2 (3^), and when the 
debt proved to be bad the partners were debited in the ratio of 
3 : 2 (3&), thus leaving the partners in debit equally — the true 
allocation of loss as the debts were considered bad at the date of 
1:lie change, thus being a loss of the "old*’ firm. 

In regard to (4) the debts were not considered bad, so that when 
the adjustment takes place the loss must be taken as appertaining 
to the "new” firm. This may be seen by the combined effect of 
entries in (4a) and (46). In the former A and B were debited and 
credited equally, and in the latter (46) were debited in the ratio of 
3:2. As the entries in (4a) cancel each other the "new” firm is 
debited with the loss in the ratio of 3 ; 2 by the entry in (46) . 

Alternatively, tlie entries in (4) at the date of change need not 
be made, and subsequently the new partners* Capital Accounts 
will be debited in the new ratio (if the debts prove bad), or cash 
debited and Debtors Accounts credited (if the debts are received). 

General Illustration. A and B are in partnership sharing profits 
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as follows : B per cent interest on capital, one-quarter of the remain- 
ing profits to B in salary, the residue between A and B as to 3 : z. 
They hold as a partnership asset shares which cost £4,000 : A con- 
siders them to be worth £6,500 and proposes that they shall be 
written up to that value, and that henceforth the profit-sharing 
ratio between A and B shall be 8 ; 7, B's salary arrangement being 
as before. Interest on capitals are to continue at 8 per cent. What 
is B's position (i) on the old basis, (2) on the new basis? 

(i) Old Basis. As the capitals of A and B will be augmented by 
the credit in respect of the written-up value of the shares, there 
will accordingly be an increase of Interest on capital to the extent 
of 8 per cent on the increased capital of £2,500, i.e. £200, allocatect 
as follows — 

A, 1? = B, ^ = /Bd. Total, £200. 


(the capital increase being credited to the partners in the old profit- 
sharing ratios, viz. 3:2). This will reduce the remaining profits 
by £200. 



A 

B 

Total 

Interest on Capital .... 

+ ^IZD 

+ £^o 

-1- £200 

Divisible profits will be reduced by £:zoo 
and borne in the ratio 45 : 55 (see below) 

- £90 

- £i^° 

- £^°o 

Net result 

+ £3° 

- £5° 



Under the first method of sharing profits the division was — 



A 

B 

Total 

Salary ..... 


25% 

25% 

Remainder .... 

45% 

30% 

75% 

Total ..... 

45% 

55% 

lDO% 






If the old profit sharing ratio continues, B loses £30 of profits^ 
annually by the writing up of the asset. 

Assume profits, after providing interest on original Capital, are 
£1,000. 

(i«) Division before the writing up of asset — 


Dr. Profit and Loss Appropriation Account Cr. 


To Salary: B . 

,, Balance — 

A: J. . 

■ £450 
. 300 


£ 

250 

750 


By Balance 

b/d 

£ 

1,000 




£ 1,000 




£ 1 , 000 . 
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(16) Division after writing up of asset — 

.pf. Profit and Loss Appropriation Account Cr. 


Td Intercit on Capital- 
A . . . 

B . . . 

,, Balance 

£130 

Bo 

c/d 

1 


By Bolanca 

b/d 

£ 

1,000 




£i,doo 




£1,000 

To Salary: B 

Balance — 

S;| : 

23% 


300 


By Balance 

b/d 

Boo 

£360 

340 


600 








£800 




£800 










Alternatively (16) may be shown as follows — 

Dr. Profit and Loss Appropriation Account Cr. 


A 

- £>20 

B 

Bo 

Balance — 


=•■ ■ 



Boo 


^ 1,000 


By Balancs 


b/d 


I 

1,DOO 


£i,o( 


It will be observed that the partners receive the same by both 
alternative methods of (l6), i.e. A, £480 : B, £520, as compared 
with the amounts receivable before the writing up of the asset, 
i.e. A, £450 : B, £550. 

Thus, if the profit sharing basis after providing for interest on 
capital remains unchanged, B loses £30 of profits annually. 

^(2) New Basis. Under the proposed method of sharing profits 
the division will be — 



A 

B 

Total 

Salary ..... 

Remainder . . . . 

40% 

25% 

35% 

25% 

75% 

..... 

40% 

6d% 

IOD% 






The remaining profits will, as before, be reduced by £200, giving 
the result as follows — 


*3— (B.20B3) 
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A 

B 

Total 

Interest on Capital .... 

+ ^120 

+ 

+ £200 

Divisible profits will be reduced by ^200 
and borne in the ratio of 40 : 6o* 

- £Bo 

- :£i20 

- £200 

Net result .... 

+ 

1 



♦See Table at foot of page 695. 


B thus loses by the writing up of the asset, but gains 5 per cent 
increase in remaining profits : 60 per cent less 55 per cent (per old 
division). 

Therefore, the proposed scheme will be advantageous to B if the 
profits after interest on original capital exceed ^ ^ X £40 = £floo, 
and will be detrimental if the profits are less than £600 ; or where 
the remaining profits after interest on the revised capital exceed 
V* X £4^ = £600, the scheme will be advantageous to B and vice 
versa. Alternatively, as mentioned, if the profits remain unchanged 
B loses £30, and as he gains 5% of profits after charging interest 
the increased profits to cover his loss must be £600. 

The position as regards capital losses and profits must also be 
considered. ^ 

(1) As regards losses, B will now bear any capital loss in the new 
ratio S : 7 instead of in the old ratio 3:2. He will thus have tr 
bear a further of any capital loss, i.e. 

(2) As regards profits, B will now receive any trading profit 
in the new ratio 40 : 60 instead of in the old ratio 45 : 55, and 
thus he gains a further 5 per cent on any trading profit under the 
new arrangement. 

On the other hand, capital profits, not being trading profits, will 
not be taken into account for the purpose of c^culating B's salary, 
hence they would be shared in the ratio B : 7 instead of in the ol^ 
ratio 3 ; 2, and thus B would gain a further under the proposed 
new arrangement.^ 

Note. The original capitals of the partners are of no consequence, as tlie 
partners will receive the same amount of interest on capital under both the 
new and old arrangements as regards such original portion of their capitals. 

The contrast between the old and the new divisions may now 
be shown. 

Illustration. Assume that the profits after providing interest on 
original capital are £800. 

^ (Ills original capital proht of ;^2,3 od was treated in this manner and 
divided in the ratio 3 : 2, and not in the trading profits ratio 45 : 53.) 
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(i) Old Basis. 

, Dr , Profit and Loss Appropriation Account Cr. 


To Salary: B 35% 
,, Balance — 

M : 


£360 

340 


£ 

300 


£Boo 


By Balance 


b/d 


£Boo 


(2) New Basis. 


Dr , Profit and Loss Appropriation Account Cr. 




£ 




£ 

Td Interest on Capital — 




By Balance 

b/d 

Boo 

A . . £130 

B . .80 







— 


3 DO 





,, Balance 

c/d 

6oo 







£8oa 




£Boo 

To Salary: B 25% 


150 


By Balance 

b/d 

600 

,, Balance — 






A: A . £340 

B: • ■ gio 


430 







£600 




£600 









Alternatively (2) may be shown as follows — 


Dr . Profit and Loss Appropriation Account Cr. 



^ It will be observed that the partners receive the same in both 
(1) and (2), i.e. A £360, B £440. 

Where the profits after providing interest on original capital 
exceed £800 Uie proposition is advantageous to B, e.g. if the 
trading profits were £2,000 B would (in all) receive £i,ioo under 
the old airangement, and £1,160 under the proposed new 
arrangement. 

The trading profits at the "margin" are thus £800 plus interest 
on original capital. If their original capitals were, say, A £5,000, 

£4»ooo, the "margin" profits before charging any interest on 
capital would be £1,520, thus — 
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£ 

Original Profits ...... 

L 055 Interest on original Capital: B per cent 
on ^9,000 ...... 

Balance after charging Interest on original 
Capital ....... 

Less Interest on increased Capitals — 

A . . . . izo 

B 8n 

Balance after charging Interest on revised 
^Capital ....... 

Less B — Salary ..... 

Balance of Profits — 

A: A 240 

B: A ^ 

In practice, the interest on capital would be shown in the accounts 
debited in one total and would not be split up into two portions. 

Alternatively, the required minimum figure to compensate B may 
be found by simple algebra. 

Let P = profits after interest on original capital 
then = 80 - 1 - iViT - zoo) 

55P = 8,000 H- 6dP- 12,000 

5P = 4,000 

P = i^Boo 

B receives the same amount of the profits [after providing fn^ 
interest on original capital) when they are £Boo under both the old 
and the new basis. 

SECTION (G) ANNUITIES 

The question of annuities is treated separately, although its place 
is essentially amongst the problems arising upon the retirement of 
a partner. This separation has been made because the old partners 
may bring in a new partner, and there may be subsequent chanf'^s 
in personnel and/or profit-sharing ratios ; and the treatment under 
all these circumstances may be best shown under one heading 
rather than by separate working under each particxilar section. 

Annuity to Retiring Partner and its Treatment in Partnership 
Changes. It may be convenient for all parties to agree to pay a 
retired partner or in the case of the death of partner to pay the 
widow and/or children by means of an annuity, that is, a yearly pay- 
ment either for life or terminable at the end of a certain number of 
years ; or an agreement may be reached to pay a certain amount of 
the indebtedness of the firm to the retired partner at once and to dis- 
charge the balance in the above-mentioned manner. The problem 
does not affect the principles of ascertaining the balance due, but 
discharge. 


£ £ 

1.520 

72D 

Sod 

zoo 

6do 

150 

600 
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There are many ways of dealing with the annuity and space will 
not permit of full treatment of each, so that the alternative methods 
will be shown below, and the more important aspects illustrated. 
The annuity payments may be treated thus — 

(1) Debit Capital or Current Accounts in Profit and Loss ratios. 

Credit Cash.^ 

(2) Debit Drawings Accounts similarly. 

Credit Cash.^ 

(3) Debit Profit and Loss Account. 

Credit Cash.^ 

(4) Debit Reserve Account. 

Credit Cash.^ 

In the above instances the balance due to the retired partner 
after making the usual adjustments for revaluation of liabilities 
and assets, including goodwill, will on his retirement be credited to 
the Capital or Current Accounts of the continuing partners in Profit 
and Loss ratios and debited to the retired partner. 

(5) Debit Capital or Loan Account of retired partner. 

Credit Cash [just as if they had discharged the debt by 
ordinary payment] if and when the continuing partners 
actually Purchase the required Annuity from an 
Insurance Company. 

(6) Debit Capital or Loan Account of retired partner. 

Credit Annuity Suspense Account at the date of retire- 
ment and the yearly payments will be then treated thus — 

Debit Annuity Suspense Account. 

Credit Cash.* 

(7) Debit Capital or Loan Account of retired partner. 

Credit the continuing partners, the latter paying in their 
shares of the Annuity payments due, no further entries 
being made in the partnership books. 

The death of the retired partner or expiry of time will not cause 
further entries in the partnership books except in (6), where the 
b^ance will be transferred to the Capital or Current Accounts of 
the continuing partners. 

It is quite possible that there may be a combination of the above 
' methods where the continuing partners decide to buy part of the 
annuity and discharge the balance themselves, treating their own 
yearly pa5anents either by methods (i) to (4) on the one hand, or 
by method (6) on the other. 

^ Actually the credit will be made to the retired Partner’s Annuity Account, 
and the latter account debited with Cash and Income Tax 

* Occasionally, the continuing partners agree to become personally liable 
for the payments of the annuity in the profit and loss ratios, thus involving 
no further entries in the partnership books. Interest may be brought into 
’’Recount by crediting the Annuity Suspense Account and debiting Profit and 
Loss Account for such Interest, the annuity liability being taken as analogous 
to a loan by the firm repayable in instalments. 
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Where an Annuity to the retired partner (or widow and child) 
is paid for his share of the unrecorded Goodwill, a method sometime^ 
adopted is to debit the annual payments for such share to Goodwill 
Account. Strictly, when the total payments reach the share of good- 
will the continuing pa3mients are losses of capital by reason of the 
continuing partners having to pay more than the share of the 
goodwill attributable to the retired partner, and these further pay- 
ments ought to be debited to the continuing partners' drawings 
accounts. They could be continued to be charged to the Goodwill 
Account until the value of the Goodwill at the time of retirement 
had been reached and subsequent payments charged to drawings 
accounts in profit ratios. On a dissolution the net effect would oe 
the same whichever alternative in this paragraph were adopted 
because, if the pa5mients are debited to drawings instead of Goodwill, 
there would be a correspondingly larger sum debited to Goodwill 
and credited to the partners to bring the Goodwill up to its current 
value. 

This method is very undesirable inasmuch as if the charges to 
Goodwill cease after reaching the outgoing partner’s share, the 
amount in the books representing Goodwill is merely the premium 
on the outgoing partner's share and in any case the true VEilue of the 
GoodwiU as at the date of retirement is not shown till such time as 
the continued pa)nnents to the outgoing partner have reached that 
figure. Furthermore in case of change in profit ratios and/or person- 
nel, the adjustments become complicated. 

The above principles postulate a continuity of the constitution of 
the partnership. When a change in constitution occurs importani 
considerations arise necessitating tlie application of the rules pre- 
viously indicated, viz. that upon a change Revaluations are 
required. Both positions will now be illustrated. 

(i) CONTINUITY 

Illustration. A, B, and C sharing profits in the ratio of i : 4 ; i 
agree to dissolve as on 31st December, 1951. Their respectivjp 
capitals after all adjustments have been considered, agreed and 
dealt with, are £6,000, £g,ooo, and £z,ooo. B agrees to have 
life annuity of £450 in full discharge of his interest in the firm. 
A and C are to continue and divide profits and losses in the ratio 

of 3 : I- 

The first annuity is paid on 31st December, ig5z. Write up Ledger 
Accounts. [The accounts appear on page 701.] 

Methods 1-4. 

The above example illustrates points i, 2, 3, and 4, and although 
there are various alternatives as regards the particular account to 
be debited, the effects are (i) to consider the liability to the ol(^ 
partner as a gEiin to the new partnership, and (2) to consider eacli 
annuity payment as a partnership loss for the year in question. 



Capitals Cr, 
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Alternatively, the pasting may he made to Current, Drawings (divided in Profit and Loss ratios, i.e. 3 : i), or to Reserve 
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Method 5. 

Where the annuity is purchased, the cost of the annuity may 
be considered as the equivalent of payment to the partner, and as 
no payments of the annuity will be made by the continuing partners 
but by the Insurance Office the matter ends with the payment of 
the purchase price of the annuity to the Insurance Company, unless 
the latter hands the required sum to the partners for them to make 
the actual payment, and in such circumstances the Cash Book 
will have a contra entry, viz., the receipt of the annuity from the 
company and the payment to the annuitant. 

Illustration. If A and C decided to purchase the annuity the 
entry would be (assuming that the cost exactly equals the amouiH 
due to B) : Debit B Capital, £9^000; Credit cash, £9,000. 

If, say, half the annuity was purchased, the entries would be — 

(1) Debit B, ^4,500. Credit Cash. ^4,500. 

.. .. Z4.500. Credit Capitals A /3,375- C £1.125. 

(2) Annuity payment borne by firm £225 (instead of £450) less Income 

Tax. 

Method 6 — see page 703. 

Death of Annuitant. No entries will be involved in respect of 
methods 1-5, but under method 6 the balance of the Annuity 
Suspense Account will be closed off to the benefit of partners in 
one of the ways previously outlined. 

Illustration. Assuming that B died on 12th January, 1954, the 
Annuity Suspense Account having been revalued as follows: 31^: 
December, 1952, £8,500; 31st December, 1953, £7,980, show Ledger 
Accounts. 


Capital Accounts (Credit Side) 



11 

A 1 

1 c 

By Balances ...... 

b/d 1 

£6,ddd 

£2,000 


Dr. Annuity Suspense Cr. 


1952 

Dec. jx 

To Annuity Account 
,, Profit and Lou [or 
Capital, etc.) 
AccQunt 
,, Balance . 

c/d 

£ 

450 

50 

8,500 

1 1952 

Jail. I 

By Tran&fer- B Capital 
Account 


£ 

□ ,DOO 




£9.000 




£9,000 

Dee. 31 

To Annuity Account 
„ Profit and Lou (or 
Capital, etc.) 

Account 
„ Balance . 

c/d 

45° 

70 

7,980 

Jan. 1 

By Balance . 

b/d 

5,500 

■954 
Jan. la 



£8,500 




£8.500 

To Profit and Lou (or 
Capital, Btc.) 
Account ' 


7,980 

■954 
Jan. X 

By Balance . 

b/d 

7.980 




£7.980 




£7.980^ 










' 11 tTBuilernd to Capital Accounts the above Capitala would bo credited thus — 
A t X £7,980 - £5,985 C I X £7.980 - £1.995 



Method 6. 

Illustration. The same facts as before. 
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^ Dealt with as in the preceding iUustration. 

* The actuarial liability may be recomputed each year, (although this is samel^rhat exceptional in practice) , and the difierence 
between the book liability and the actuarial liability 'written off to Profit and Loss, Dra'wings, Capi'tal, Current or Reserve Account, 
e.g. if the actuarial value, say, at the end of the first year were /8,joo, instead of bringing do'wn ^8,53^1 the former amount 
would be brought down, the remaining ^50 being transferred to the benefit of partners as just indicated. (See page 
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(2) WHERE A CHANGE IN THE CONSTITUTION OF 
THE PARTNERSHIP TAKES PLACE 

(a) Introduction of New Partner, (i) The old partners may con- 
tinue to deal with the payments (unless the annuity has been pur- 
chased) as between themselves, in which case the entries will be 
precisely as before, except that the new partner cannot be expected 
to bear part of the cost of the annuity which is but an instalment 
payment of a liability existing before he was admitted into the busi- 
ness ; hence Profit and Loss must not be debited, otherwise the new 
partner bears a share of the annuity cost, unless at the commence- 
ment of the new partnership the new partner was credited and the 
other partners debited with the proportion (rateable to profit shares; ' 
of the estimated amount of the annuity liability. Such an adjusting 
entry will, without injustice to the new partner, enable the partner- 
ship henceforth to treat the payments as a firm charge. 

Illustration. In reference to the preceding illustration, on 1st 
January, 1953, D is admitted a partner with a fifth share, A and C 
continuing to share as between themselves 3:1. Show Accounts. 

On 1st January, 1953, the estimated liability of the annuity being 
£8,500, it will be necessary either (i) to compel A and C to bear 
(through their Capital, Drawings, or Current Accounts) the annual 
payment; or (2) to debit A and C and credit D (as below) if the 
charge is to be made a firm charge, that is, debited to the Profit antj^ 
Loss Account or to Capital, etc.. Accounts of all partners m the profit 
and loss ratio of the firm as newly constituted. 

The debit and credit adjustments for this purpose are — 

£ £ 

Debit A, J X ^ X /B,5 do . . . 1,275 

.. C. i X i X 28,500 ... 425 

Credit D, t X £8,500 .... 1.7DD 

The adjustments may be made on lines similar to those discussed 
in reference to goodwill (entries being opposite). 


Annuity Liability Adjustment Schedule 
(Liability ;^8,50 d) 



A 

c 

D 

Old Share ..... 


i 


New Share .... 

* 

1 

i 

Differences .... 


- 


Liability ..... 

£1.275 

Dr. 

£4^5 

Dr. 

;^1.700 

Cr. 
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(z) If the Annuity Suspense Account is employed, the liability will 
be shown thus^ 

^ Df, Annuity Suspense gr. 


1951 
Dec 3* 

To Annuity Account 
„ iui4 U>M 

Account 
., BuUncB . 

c/d 

£ 

450 

70 

7.9BD 

, *953 
Jbh. I 

By Balance . 

b/d 

£ 

B,5oo 

1954 

Jao. 12 



£B,5do 

*954 
Jan. 1 



£ 8,500 

To Profit and Low 
Account 


7,980 

By Belauce . 

b/d 

7,980 




£7,980 




£7,980 


As the liability appears in the books at ist January, 1953, the whole 
of the profits belong to the three partners in their profit and loss 
ratios, thus — 



Total 

A 

B 

C 


£ 

5. 

d. 

£ 

5. 

d. 

£ 


d. 

£ 

5. 

d. 

Profit in 2nd year 

70 

0 

0 










.. 3rd „ 

7,980 

0 

0 











8,0^0 

0 

0 

1 4,03° 

0 

0 

1,610 

0 

0 

^ 1,610 

□ 

0 

’^Tofit in 1st year * 

50 

D 

□ 

i 37 

ID 

0 

i 12 

ID 

0 





£B,iod 

0 

0 

^4.867 

Id 

0 

£1,622 

ID 

D 

£i,6io 

D 

D 















* See page 702. 


(&) Retirement, and Retirement and Admission. Similar prin- 
ciples apply as laid down in preceding paragraphs. 

Illustration. In reference to the preceding illustrations : [a) If on 
1st January, 1953, A retired, C continuing alone, it would be neces- 
sary to debit A with } x £8,500 and C J X £8,500, credit C with 
£8,500, or dMt A and credit C with } X £8,500 = £6,375, so that C 
h future bears the onus of discharging the liability. 

(&) If on 1st January, 1953, A retired and upon the same date D 
' was admitted to a fifth share, it would be necessary to debit A 
with i X £8,500 and C J x £8,500 ; credit C with J x £8,500 and 
^ I X £8,500, l.e. — 

Debit A £6.375 Credit C £6, Boo 

„ C £2,i?5 D £i, 7 pd 

or, more shortly — 

Debit A £6.375 Credit C £4,675 

D £1.700 

; (t?) Change in Profit-sharing Ratios. The same principle applies, 

viz. that the charge may be considered as referring to the old firm 
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and the new hrm, thus debiting the liability existing at the date of 
the change to the old partners and crediting it to the new. The 
fact that the personnel is unchanged is immaterial. 

Illustration. If on ist January, 1953, A and C partners agreed 
to share profits and losses equally the adjustments would be — 


Debit A } X ;£B,5oo 

£6,375 

Credit A i X ;£8,5oo 

£4.250 

„ C J X ^B.5 od 

£2.125 

„ C i X ^8,500 

£4.250 

or, more shortly — 
Debit A 

£2,125 

Credit C 

£2.125 


As already mentioned, the principle dealt with under the heading 
of undisclosed assets is equally applicable to the treatment of 
annuities where the liability is not shown in the books, the entries 
being converse. 

Illustration. The foregoing adjustments would be dealt with, if 
the Revaluation method was adopted, thus — 

Dr. Revaluation Account Cy. 


d. 

0 

D 


£ 

Bj3do 

V. 

0 

d. 

0 

(C8.500 

0 

0 

4 , 25 ° 

0 

0 

4,250 

0 

0 

£8,300 

0 

0 





To Annuity Revalua- 
tion . 


To A I 
M cl . 


c/d 


By A I 
„ C \ 


By Annuity Revaluation 


b/d 


£ 

6,375 

2,1Z5 


£8,300 


8,300 


£6.5Po 


Having adjusted the position at date of the change, admission, 
and/or retirement, the payments are debited to Profit and Loss 
Account, Drawings, Current or Reserve Account, and when the 
annuitant dies there will be no further entry. 

The above adjustments predicate the use of methods 1-4. 

Where the Annuity Suspense Account is employed, normally 
there will be no adjusting entries in respect of any change as the 
liability for the annuity is recorded. If the balance of the abovi 
account be incorrect it will be adjusted as a gain or loss as the case 
may be. 

Purchase of an Annuity.^ It has been assumed that in purchasing 
an annuity the cost will be precisely equal to the balance of the 
retired partner's capital; actually, this is by no means necessarily 
the position; the cost may be either more or less. Ordinarily, such 
difference in cost is dealt with by means of an adjustment for or 
against the remaining partners (unless the retired partner by agree- 
ment adjusts the difference by the payment or withdrawal of cash). 

There is an alternative interpretation which is of importance in 

^ There is generally no point in purchasing an annuity, as if this is done 
there will be a depletion of so much of the firm's assets equal to or approx- 
imating to the liability to the outgoing (or the estate of the deceased) partner. 
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examination work, viz. (illustrating the position in reference to a 
retired partner receiving an annuity) where the capitalized value 
of the annuity is less than the balance due to him. In such a 
case the diminution in value may be reflective of his share of a total 
diminution of capital necessitating, not a debit to the retired partner 
and a credit to the remaining partners, but a debit to the retired 
partner, and also a debit to the remaining partners, and a credit 
to the assets and/or liabilities. The converse position would arise 
where the capitalized value of the annuity was in excess of the 
balance due to the retired partner, and might be interpreted as 
measuring the share of good^l payable to him. 

Illustration. A, B, and C were partners sharing profits and losses 
in the ratio of 3: 4: i. On ist Jan., 1953, B retired and agreed 
to be paid an annuity of £500 which is capitalized at £10, zoo. 
Capitals as per book values including profits less drawings to date 
were A £6,000, B £9,000, and C £2,000. B is to have as his share 
of goodwill three-fifths of the average profits of the last three years. 
The profits were £1,500, £3,500, and £2,500; no amount for good- 
will exists in the books. 

An Annuity Suspense Account is to be created. 

You are required to show the Capital Accounts of the partners, 
together with the computation for the ascertainment of goodwill. 

Note (i). The goodwill calculation is as follows — 

B-s share = g X + 3 - 5 °° + ^' 5 °°] 

Therefore the whole goodwill = J x ;^i,5od = ^^3,000. 

The calculation of goodwill of the hrm must not be X ;^i,5oo because once 
having found B's share, the basis of arriving at such share may be now ignored. 
As B is entitled to ^ of the goodwill, such proportion being valued at £1,500, 
the whole goodwill must be double the latter sum, i.e. £3,000. Therefore, 
Goodwill Account is debited with £3,000 and the partners credited with their 
due proportions. 

(2) As B's annuity is capitalized at £300 less than the balance of his account 
j^hich diherence is not to be given to him in cash, his loss is £300, which may be 
a "personal'' affair whereby B is debited with £300 and A credited with 
i X £300 = £225, and B J X £300 = £75 : or it may be presumed in absence 
of guidance in the question to represent B's share of loss on revaluation; 
therefore the whole loss is £600 [i.e. J X £300] which is debited to the partners 
and credited to a Depreciation Account or specifically to assets. 

The balance of Capitals is now £9,200 made up of — 

£ 

Capitals at ist Jan., 1953, books . . 17,000 

Add Goodwill ...... 3,000 

20,000 

£600 

10,200 id.Boo 

Revised Capitals ..... £9,200 


Less Loss on Revaluation . 
„ Annuity Suspense 
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If the continuing partners (i.e. A and C) desire to delete from 
the books the items of Goodwill and Annuity Suspense, the d6n> 
sequent entries will be— 

Debit Annuity Suspense £10,200 Credit Goodwill 

.. A I X £7,zdo 25.400 

»i C i X £7,200 £<,80o 


Dr. Capitals Cr. 





A 

B 

C 




A 

B 

C 

1953 

Jan. I 

To Annuity 
Suspense 
Account 
„ Loss on 
Rsvalu- 
atlon ol 
Assets 

„ BalanBes 

c/d 

£ 

225 

6,900 

£ 

10,200 

30a 

£ 

75 

2.300 

1953 

Jan. I 

By Balahces 
„ Good- 
will (]) 

b/d 

£ 

6,ddd 

i,iz5 

£ 

9,000 

X,5DO 

u ’ 

2,on7 

375 




1C7.125 

£io,soo 

£a,375_ 





£10,500 

£2,375 







Jan. 2 

By Balances 

b/d 

6,900 


2,3 DC 


If on 2nd January, 1953, a new partner X Was introduced, to 
have a quarter share (A and C ratios to remain unchanged as between 
themselves), the necessary entries will be — ^ 

(i) If the undisclosed items are to be permanently shown in the 
books (to cancel the previous elimination) — 

Debit Goodwill £3,000 Credit Annuity Suspense £10,200 

.. A i X £7,200 £5.400 

.. C i X £7.200 £i,8do 

(z) If the undisclosed items are not to be permanently shown in 
the books — 

(а) As (i) above 

(б) Debit Annuity Suspense £10,200 Credit Goodwill 

.. A X £7.200 

.. C 4 X £7.200 

.. X £7.200 

SECTION (H) DISSOLUTION 

When a partnership ceases to exist it is said to be dissolved. It 
may be so occasioned by the retirement or death of a partner not- 
withstanding a new agreement for the remaining partners to con- 
tinue the business, but the term is usually employed to signify (i) 
that the partnership business has come to an end, resulting in the 
assets being sold separately, or taken over as a whole ; or (z) that 
the partners are henceforth to carry on business separately, one or 
more taking over certain assets and liabilities. The position arising 
when one partner takes over the business may be dealt with on 
the lines applicable to the retirement of one partner, or as a sale, 


£i,BDa 
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as laid down in this chapter. On dissolution the following book- 
keeping procedure is usually followed — 

A. (i) Assets (other than cash and bank) are transferred to a 
Realization Account, by debiting the latter account and crediting 
the assets.^ 

(2) Expenses of realization are debited to Realization Account 
and credited to cash or bank ; and conversely for gains. 

(3) Credit balances not being creditors or debts due to partners, 
e.g. Bad Debts Provision. Debit the particular credit balance and 
credit Realization Account. 

(4) On sale of the business or individual assets. Debit cash (or 
particular asset received, e.g. shares) or purchaser and credit 
Realization Account. If the purchaser is a partner his account will 
be debited. 

(5) The balance of Realization Account is closed in the same 
manner as the ordinary Profit and Loss Account, that is — 

[a) If a profit, debit Realization Account and credit Partners' 
Capital Accounts. 

(6) If a loss, debit Partners' Capital Accounts and credit Realiza- 
tion Account. 

(0) If the creditors of the firm are paid off by the firm, debit 
creditors, credit cash or bank ; but if taken over they will be credited 
to the Realization Account. 

(7) The partners are next paid in respect of advances, the entry 
being: debit Partner's Advance Account, credit cash, unless his 
Capital and/or Current Accounts are in debit when a transfer will 
be made to clear it (them) if the credit or advance account is 
sufficient. The remaining b^ance on advance account (if any) will 
then be paid. 

(fl) The various Partners' Accounts, e.g. Current and Capital 
Accounts, are merged and the balance of the combined or merged 
account inclusive of the transfer made imder heading (5) will equal 
the remaining cash (or shares). 

(9) The cash (or shares) are paid in discharge of the final balances 
due to partners by debiting Partners' Accounts and crediting cash (or 
shares). 

(10) If one of the partners as a result of realization is in debit, 
he will either bring in cash or his account will, to the extent that 
he cannot bring in cash, be written off against the other solvent 
partners in their capital ratios. (Garner v. Murray, see page 721.) 

B. Alternatively to (i). Each asset may be taken as a separate 
Sub-realization Account, that is, the amount realized is credited to 
such asset, the profit or loss being transferred, as the case may be, 
to the credit or debit of Realization Accoimt; e.g. if the asset 
Were fixtures in the books at £120, and realized £ioo, the latter 

^ Debtors will be debited "gross" (i.e. per Sales Ledger) and not "net." 
Where a Bad Debt Provision exists, it is transferred to the credit of Realization 
Account. 
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would be debited to cash and credited to the Fixtures Account, 
and the remaining balance of £20 transferred by debiting Realization 
Account and crediting Fixtures Account. 

Illustration. The following is the Balance Sheet of A and B who 
share profits and losses in the ratio 3:2. 


Balance Sheet 




£ 


£ 

Creditors . 


400 

Cash .... 

IDD 

Loan — A . 

, 

5 ° 

Debtors . . . . 

I, Boo 

Capitals — 


Stock .... 

150 

A 

■ £ 90 ° 




D 

. 700 




— 

l.6oo 





£^.050 


;t 2 .o 50 


They decide to go out of business; the debtors realize £1,430 and 
stock £iBo. Expenses of realization £20. Show closing accounts. 

Method A. 

Dr. Realization Account Cr. 




£ 

To Debton 


i,Boo 

„ Stock .... 


130 

,, Erpensea of RBaliutlon. 


20 



£1.970 


By Cuh^ 

Debtors 

Stock 

„ Balance: Lose — 



. £216 

- 144 


£ 

1,430 

iBo 


360 

£1.970 


Dr. 


Cash 


Cr. 


To Balance 
,, Debtors 

,, Stock .... 

b/d 

£ 

100 

1,430 

iBo 


By Ezpensei of Realization. 
,, Cr^tors 
„ A Loan 
,, Balance — 

A . . . £6B4 

B . .556 


£ 

20 

400 

3D 

i,a4'lfc 



£i, 7 id 




£i, 7 id 









Dr. Debtors Cr. 




£ 




To Balance! 

b/d 

l.Boo 


By Roalization Account 



Dr. Stock Cr. 




£ 




To Balance 

b/d 

130 


By ReaUzatlon Account 
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Cr. 





A 

B 


1 ^ 

B 


To Realization 

Account-Losi 
>• Cash 


£ 

zz6 

6B4 

£ 

144 

536 

By Balances . 

b/d 90a 

£ 

yoo 




£900 

£700 


1 £900 

£700 


Creditors 



Td Realization Account 


£ 

400 


By Balances 

b/d 

£ 

40a 









Dr. 


A Loan 



Cr. 


To Cash .... 


£ 

30 


By Balance 

b/d 

£ 

50 


Method B. 

Dr. 


Realization Account 


To Debtora : Loss on RoblIi- 
zation 

„ Expenses oi Realization . 


By Stock ; Profit on Realiza- 
tion .... 
,, Balance: Loss — 

. . . £216 

B I . 144 


To Balance 
,, Debtors 
,, Stock . 


By Expenses of Realization . 
,, Creditors 
„ A Loan Account 
„ Balance — 

A . . . £604 

B . . .556 


b/d 

£ 

i.Boo 



£1,8 DO 






By Cash , . . . 

„ Balance to Realization 
Account . 
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Stock Cr. 


To Balance 

b/d 

£ 

150 


By Cash .... 


1 0 

Realication Account 


30 











DBd 









Dr. 


Capitals 


Cr. 



Dr. Creditors Cr. 


To Realization Account 


£ 

400 


By Balances 

b/d 

£ 

400 









Dr, A Loan Cr. 




£ 




To Cash .... 


50 


By Balance 

b/d 


Illustration. The assets of A, B and C sharing profits and losses, 
3:1:1, are £1,400, liabilities £500, and capitals, A £500, B £300, 
and C £100. 

The assets realize £400. Ignoring expenses, show accounts assum- 
ing all partners are insolvent. 

Dr. Rkalizafion Account Cr. 


To Sundry Assets 


£ 

1,400 


By Cash .... 
„ Loss transferred to Capi- 
tal Adjustment Ac- 
rount 


£ 

400 

1,000 



£1,400 




£x,4on 









Dr. Creditors Cr. 


To Cash .... 
„ Balance transferred to 
Capital Adjustment 

Account 


£ 

400 

lOO 


By Balances 

b/rl 

£ 

500 



£500 




£500 
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Dr. Cash Cr. 


To Roakzation Account 


£ 

400 


Dy Croditon, Payment oi 
i6b. m £ . 


£ 

400 



£400 




£400 









Dr. Capital Adjustment Account Cr. 


To Loss on Realization 


£ 

1,000 


By Creditors 
„ Loss transierred — 
A . . . 

B . . . 

C . . . 

£540 

iSo 

iBo 


£ 

IDO 

9 DO 



£i,noo 





£1,000 










Dr. Capitals Cr. 




A 

B 

C 




A 

B 

c 



£ 

£ 

£ 




£ 

£ 

£ 

To Loss 


540 

iBo 

iBo 


By Balances 

b/d 

500 

300 

xoo 

,, Balancp trans- 





„ Balance trans- 


ferred from A 
and C . 



120 



ferred to B 


40 


Bd 



£540 

£300 

£iBo 




£540 

£300 

£iBd 




" 









Note. As the Capita.1 Accounts of A and C are both overdrawn the whole 
)f the loss must be borne by B. 

It should be clearly appreciated that the mere fact that a partner 
is insolvent does not necessarily justify an inference that he can 
contribute nothing at all. 

As the creditors are still entitled to a further 4s. in the £ those 
partners (if any) who are able to contribute any sum will be required 
to do so in profit and loss ratio, and even then whatever amounts 
still remain unpaid can be claimed from any individual partner. 

Illustration. Q, S, and 0 , partners, share profits and losses as to 
^2:2:1. Their Balance Sheet at 31st December, 19.., i^ as 
follows — 


Q, S, AND O Balance Sheet as at 31ST December, 19.. 



i 

£ 


£ 

£ 

Crerlitors . 


2,000 

Cash 


2,000 

Capitals — 



Sundry Debtors . 

1,300 


Q 

5 ,OOD 


Less Bad Debts Fro- 



s 

2 , ODD 


vision 

300 


0 

1,000 




1,000 



8,000 

Stock 


2,000 




Fixtures and other 






Assets . 


5,DO0 


£ 

10,000 


£ 

T O.OOO 
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The following are the amounts realized — 


i 

Fixtures and other Assets . . .4,500 

Stock ........ 2,260 

Debtors ........ 900 

7 " 

Creditors paid in complete discharge . i,9Do 

Expenses of Realization ..... 60 

Show Accounts (using Method A). 

Dr. Cash Cr. 


Dr. Cash Cr. 




£ 




£ 

To Balance 

b/d 

2,000 


By Realization Account — 



,, Realization Account — 




Expenses of Realua- 



Assets realized : 




tion ‘ . . . 


60 

Stock . 


a,z6o 


,, Creditors 


1,900 

Debtors 


900 


„ Capital Accounts — 



Futures and other 




Q . £4,880 



Assets 


4,500 


5 . i.bBo 







D . .940 







— 


7,70a 



^9,66d 




£9,660 









Dr. Debtors Cr. 


To Balances 

b/d 

£ 

1,300 


By Realuation Account 


£ 

I, 30 D 









Dr. Stock Cr. 




£ 




To Balance 

b/d 

2,000 


By Realization Account 



Dr. Fixtures (and other Assets) Cr. 




£ 




£ 

To Balances 

b/d 

5,000 


By Realization Account 


5,000 


Dr. Bad Debts Provision Cr. 



To Realization Account 


£ 

300 


By Balance 

b/d 

£ 

300 



Dr. 

Creditors 


Cr. 


To Cash .... 


£ 

1,900 


By Balances 

b/d 

£ 

2,000 


„ Realization Account 


IDO 








£2,000 




£2,000 










^ The entries should be made in this order; repayments of advances by 
partners (if any) would be shown after creditors and before repayments of 
Capital Accounts. 
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Cr. 


Dr. 


Capitals 




Q 

S 

0 




Q 

5 

0 

Td Loss oo 
R ealiza- 
tion 

,, Cash — Bal- 
ance ol 
Capitals. 


£ 

120 

4,B8 d 

£ 

Z20 

i,BBo 

£ 

60 

940 


By Balances 

b/d 

£ 

5,000 

£ 

2,oOa 

£ 

1,000 

£5.000 

£2.000 

£i,ood 

£5.000 

£a,Doo 

£1,000 








Dr. 


Realization Account 


Cr. 


To Debtors 

,, Stock .... 
,, Fixtures (and other 
Assets) 

,, Expenses of Realization 


£ 

1,300 
a , 000 

5,000 

60 


0.360 


By Bad Debts Provision 
,, Cash: Assets realized — 
Stock . ^a,a6o 

Debtors 900 

Fixtures (and 

otherAssets) 4,500 


Discounts Received 
Loss on Realization- 


/l2D 

120 

6d 


£ 

300 


7 ,66 o 

loo 


300 

£8,360 


. Note. The actual transfers would (except for the purely cash transactions) 
be journalized, e.g, the transfers to Realization Account would be — 


Journal 


Realization Account. . . . Dr\ 


£ 

8,300 

£ 

To Debtors ..... 


1,300 

,, Stock ...... 



2,000 

,, Fixtures (and other Assets) 

Being Assets transferred to Realization 



5,000 

Account ...... 













Partners Taking Over Assets and Liabilities on Dissolution. Where 
a partner takes over assets and/or liabilities upon dissolution the 
entries are — 

(1) On taking over Assets — 

Debit Partner's Capital Account Credit Realization (or Dissolution] 

Account 

(2) On taking over liabilities — 

Debit Realization (or Dissolu- Credit Partner's Capital Account 
tion) Account 

Tn the ordinary course of events no cash will be received 
or paid in respect of the foregoing transactions as they will 
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merely decrease or increase the final amount due to the partner in 
question. 

The term ” dissolution ” is usually employed in reference to profits 
and losses upon the dissolution of a partnership where no actual 
realizations take place. 

It will readily be observed that the partnership as a whole will 
reap a profit (or suffer a loss) by reason of the difference in the book 
value and the amount debited to the purchasing partner in respect 
of an asset the latter acquires, such partner being credited (or 
debited) with his due proportion of such profit (or loss). 

Assets sold will be dealt with in the normal way so that the 
final balance in the bank, that is the balance (unless taken over by " 
a partner) at the date of the dissolution, together with cash realiza- 
tions less expenses, will be equal to the final balance of the partners' 
Capital Accounts. 

Illustration. A, B, and C sharing profits 3:1:1 agree upon 
dissolution. They each decide to take over certain assets and 
liabilities and continue business separately. 


Balance Sheet as at 3Ist December, 19., (Date of Dissolution) 




£ 


£ 

£ 

Creditors . 


600 

Cash 


320 

Loan 


150 

Sundry Assets . 


1,700 

Capitals — 



Debtors 

2,420 


A . 

2,750 


/ 6*55 IJad Debts Pro- 



13 . 

1,000 


vision 

I 2 D 


C . 

700 




2,300 



4,450 

Stock 


780 




Fixtures . 


IDO 



J^5.200 



;^5.2oo 


It is agreed as follows — 

(1) Goodwill is to be ignored. 

(2) A is to take over all the fixtures at £80; debtors amounting 
to £2,000 at £1,720. The creditors of £600 to be assumed by A at 
that figure. 

(3) B is to take over all the stock at £700 and certain of the 
sundry assets at £720 (being book values, less 10 per cent). 

(4) C is to take over the remaining sundry assets at go per cent 
of book values less £10 allowances and assume responsibility for the 
discharge of the loan, together with accruing interest of £3 which 
has not been recorded in the books of the firm. 

(5) The expenses of dissolution were £27. The remaining debtors 
were sold to a debt collecting agency for 50 per cent of book values. 

Prepare^accounts. 
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Dr. 


Dissolution Account 


Cr. 


To Aueti (except Cuh) 
„ Expensei of Diaeo- 
lution 

„ Loan luterMt 


£ 

5,000 


a? 

3 


£3.030 


By 




99 




£ 

£ 

Bad Debt Provision 



ISO 

Aueti taken over — 




A: Fixtures £Bo 




Debton 1,720 




— 


i,Boo 


B : Stock £700 




Sundry 




Aaseta 720 




— 


1,420 


C: Sundry Aoeta 


Boo 

4,020 

Cash: Sale of Deb- 




tor! 



azD 

Loss on Dissolution : 




A: 5 . 


40B 


B: 1 . 


136 


C: K . 


136 

6Bd 




£5.030 


Dr. 


Capitals 


Cr. 




A 

B 

C 




A 

B 

C 



£ 

£ 

£ 




£ 

£ 

£ 

To Assets taken 






By Balances 

b/d 

2,750 

I,D 0 O 

700 

over (per 






„ Liabilities 





Dlsa olu- 






taken over 


6dd 



tion Ac- 






„ Loan taken 





rount) 


I,Soa 

1,420 

Boo 


over 




E 53 

„ Loss on Dis- 






„ Balances 

c/d 


356 

B 3 

solution . 


40B 

136 

136 







,, Balance 

c/d 

1,14a 











£3.350 

£1.556 

£936 




£3.350 

£1,336 

£936 

To Balances 

b/d 


536 

B 3 


By Balance 

b/d 

1,142 



„ Cas^i . 


1,142 




,, Cash . 



656 

83 


Dr. Cash Cr. 


To Balance 
„ Sale of Debtors 

b/d 

£ 

320 

SiD 


By Expenses of Dissolution . 
„ Balance 

c/d 

£ 

a 7 

503 



£530 




£530 

To Balance 
„ B 
„ C 

b/d 

503 

666 

83 


By A 


1,142 



11,142 




£hU^ 









Dr. Loan Cr. 


To Transfer to C 


£ 

133 


By Balance 

,, Dissolution Account: 
Loan Interest 

b/d 

£ 

150 

3 



£133 




£153 
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Dr . Creditors Cr. 




£ 




To Transfer to A 


6du 


By Balances 

b/d 


Notes. It is assumed that the usual novation contracts have been made. 

The loan interest is not, strictly, a loss on dissolution and should be adjusted 
direct to the Capital Accounts, but so long as the matter is noted at the foot 
of the answer the treatment above is in order, particularly so as the division 
of into fifths (and similarly with the item of ^27) would involve introduc- 
ing shillings and pence. 

The items in italics comprise the final settlement. The Creditors' Account 
is shown, but this account need not be opened, the /600 being placed direct 
to the credit of A. > 


The loss on dissolution may be proved as followi 

L 


Loss on Fixtures 

. 20 

,. ,, Stock 

8d 

,, ,, Sundry Assets 

180 

,, ,, Debtors^ . 

. 370 

Expenses of Dissolution . 

27 

Loan Interest 

3 


£ 


650 


30 


^680 


Examination Problem. Old, Middle, and Young, arc in part-^i 
nership as accountants carrying on practices at Brighton and 
Eastbourne, and sharing profits in the proportion of 7, 6, and 5 
respectively. Interest at the rate of 5 per cent per annum is 
allowed on Capital Accounts. They decide to dissolve. 

The terms of dissolution were as follows — 

(а) Old to retire from business, his share of goodwill being valued 
at £3,300 to be paid by Middle and Young in the ratio in which they 
had been sharing profits. 

(б) Middle to carry on business at Brighton, taking over at book 
values furniture and debtors in Brighton, and all liabilities ; he alsot 
has to pay £600 for the lease of the Brighton office which he kept on. 

(c) Young to take over the furniture and debtors at Eastbourne. 

[d) Middle and Young each to be credited with 2 per cent of the 
amount of the book debts taken over by them respectively by way 
of an allowance to cover the cost of collection. 

(c) Each partner to take over a third of the cash balance and to 
pay his own costs in connection with the dissolution. 

^ As the book value of debtors is £'2.,^’2d there is a loss of ^280 upon the 
transfer to A as he takes over £'z,ooo debtors for £\,'j-zo. The remaining 
debtors are, therefore, ;^420 [£’z,^2.o — £2,,ooo] which are sold for £‘zio, being 
50 per cent of their book values; hence, the loss in this connection is £490' 
made up of £280 and £210. Against this sum there exists a provision of £120, 
leaving a final loss of £370. 
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The following Trial Balance was extracted from the firm's books 
as on 30th June, 19. . , on which date the partnership was dissolved 
by agreement — 

Trial Balance Dr. Cr. 





i 

Capitals as at 1st July, 19. . — 




Old . . . . 



4,000 

Middle . . . . 



4,000 

Youn^ . . . . 



3,000 

Drawings — 




Old .... 


L 573 


Middle . . . . 


1,292 


Young . . . . 


816 


Goodwill ...... 


2,400 


Sundry Creditors .... 



78 

Cash ...... 


318 


Profit and Loss Account for the year to 




3Dth June, 19.. (before charging 




Interest) ..... 



5.716 

Sundry Debtors — 




Brighton 


6.750 


Eastbourne 


3.150 


Furniture — 




Brighton 


320 


Eastbourne 


175 




;^i 6,794 

£16,794 


You are required to close the books of the firm, assuming that 
Middle and Young each settled his liability by paying a cheque to 
Old on 30th September. Interest after 30th June to be ignored. 

{Institute of Chartered Accountants Final.) 


Dr. Dissolution Account Cr. 


19 . 




£ 

19. . 



£ 

June 30 

To Goodwill . 

• 


3,400 

June 30 

By Middle— 




,, Debtors 



9,900 

Lease 


600 


„ Fumiture . 



495 


Debtors 


6,750 


,, Allowance on 




Furniture 


330 


Debtors — 





„ Young — 




Middle 



135 


Debtors 


J.I5D 


Young 



63 


Fumiture 

„ Loss transferred — 


175 







Did : t\ £777 

Middle: X . 666 

Young: ■ 553 


1,996 







— 





L 

1Z.993 



£ 

X2.993 












* A further alternative is to increase the goodwill from £2,400 to 
£^>485 (i-e. not to write the £2,400 off to Dissolution Account) and 
to credit the partners with their due proportion of the resultant 
increase, and to debit Middle and Young with the whole of the 
goodwill as revalued. (See page 720.) 



Old I Middle Yeung | Old Middle Young 



(a) These items are the only cash items, seeing that the cash balance at the date of dissolution is taken out by the partners 
in eoual proportions. 
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Goodwill Statement 


7ZI 



Old 

Middle 

Young 

Total 

Increase in valua of Goodwill (7:6:3) Cr. 

liDodnill wiittenback (6 : 3) . . .Dr. 

Net Adjustment *Dr. 

f,oudwiU £z,4du already in books (7:6:5) . 

Net + or — per page 720 .. ■ . . 

£ 

2,366 

£ 

2,026 

4,626 

£ 

1,691 

3,857 

£ 

6,065 

B.4B5 

+ 2,366 
+ 934 

- 2,600 
+ 600 

- 2,166 
+ 666 

- 2,400 
+ 2,400 

+ £ 3 . 3 dd 

- £i,Bdo 

- £1.500 

- 






Garner v. Murray. The principle laid down in Garner v. Murray 
is that where, upon dissolution, a partner's Capital Account 
is in debit and the partner is unable to contribute the full 
deficiency, the loss must be divided amongst the Solvent partners 
in the ratio of their laU agreed capitals. The correctness of 
this decision has been the subject of much criticism, and it 
is now customary expressly to exclude the rule in partnership 
agreements. 

The Procedure. When Garner v. Murray has to be applied the 
Realization Account is dealt with in the usual way and the profit or 
loss on realization divided amongst the partners in their ordinary 
profit or loss sharing ratio. If, after this division, there is a debit 
balance on one of the partner's capital accounts, the partner must 
pay in as much of this as he is able, and the balance, if any, which is 
a loss, must be divided amongst the remaining partners in the ratio of 
their last agreed capitals. It will be observed that the operation of 
Garner v. Murray applies after the profit or loss on realization has 
been recorded in the normal manner. Theoretically, the solvent 
partners should Pay cash into the firm to the extent of any loss on 
Realization Account, but as this would merely increase their capitals 
and the amount be automatically repaid in the final settlement, the 
cash contribution in respect of the loss is not usually made, but 
jnerely brought into account. 

As the liability of the solvent partners is based upon their last 
agreed capitals, it is important to remember that such agreed capitals 
may have arisen through a "course of dealing." 

Illustration. A, B, and C are in partnership, sharing profits and 
losses equally. Their capital accounts are A, Cr. £6,000; B, Cr. 
£4.000; and C, Dr, £300. 

They dissolve partnership and a loss of £900 is incurred on realiza- 
tion, and C is insolvent, being unable to contribute anything towards 
his deficiency. 

Show the partners' Capital Accounts. 


^ The above transfesrs eliminate the asset Goodwill, 
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Dr. Capitals Cr. 





A 

B 

c 




A 

B 

C 




1 

1 

£ 




£ 

£ 

£ 


To Balance 

b/d 



300 


By Balances 

b/d 

6,000 

4,000 



Lobb on Rb- 





„ Transfer — 



alization . 


300 

30a 

300 


A A X 






,, Transfer C'. 


350 

240 


£ 600 » 




350 


p, Balances 

c/d 

3,340 

3,460 



B Ax 
£800^ 




240 




£6,000 

£4,000 

£600 




£6,000 

£4,000 









By Balances 

b/d 

5.340 

3,460 



The problem is not involved ; it merely requires that C's deficiency 
is to be debited to A and B in the ratio of 3 : 2 instead of equally, 
and obviously the question of the Division of the loss between A 
and B does not affect C’s account at all ; whether the loss is charged 
to A and B equally, or in any other ratio has no bearing on the 
fact that C's account must be credited with £600. The loss to A 
and B, but for Garner v. Murray^ would have been £300 each, so 
that as a result of the decision B gains £60 at A's expense. 

Illustration. Q, S, and O are in partnership sharing profits and 
losses 4:3:1. They decide to dissolve partnership. During the 
dissolution 0 is adjudicated bankrupt and can pay only los. in the 
£. The original capitals were Q, £4,000 ; S, £3,000 ; and O, £1,000 ; 
but by agreement amongst the partners the drawings had been 
merged in the capital accounts and the balances at the date of dis- 
solution were as shown in the following Balance Sheet. 


Q, S, AND O, Balance Sheet as at . . . 




£ 


£ 

Capitals — 



Land and Buildings . 

4,000 

Q ■ 

. ;f6,000 


Plant and Machinery 

2.500 

s . 

I. SOD 


Stock .... 

8do 


— 

7.5OD 

Debtors .... 

1,400 

Sundry Creditors 


2,500 

Cash .... 

30D 




0 , Capital overdrawn 

1,000 



£10,000 


£10,000 







The assets are realized as follows — 


Land and Buildings 

. 3,000 

Plant and Machinery 

. 2.000 

Stock ..... 

. . 900 

Sundry Debtors 

■ 1 , 35 ° 


Five per cent discount is allowed by creditors and a contingent 
liability of £165 matures. The expenses of realization are £110. 

^ Per Garner v. Murray. 
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Show accounts, assuming that the loss or profit on realization of 
each asset is separately transferred from the Asset Accounts. 

Dr. Realization Account Cr. 


To Losses — 

Land and Buildings 
Plant and Machinery . 
Debtors 

„ Contingent Liability 
matured . 

, , Expenses 


I.OOO 

300 

50 

X65 

lio 


£x,B25 





£ 

To Balance 

b/d 

300 

,, Land and Buildings 

(0) 

3,0€10 

,, Plant and Machinery 

[a] 

2,000 

„ Stock .... 

(a) 

900 

,, Debtors 

(a| 

x, 35 o 

.. Dividend: O 


5 oa 


By Profit*— 

Stock . 
Discount Received 
,, Lots on RBalizatloo: 
D:i . .£ 


By Expenses oi Realization 
,, Creditors 
,, Contingent Liability 
paid 

„ Capitals — 


[ijllil 
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lUustration. A, B, and C are partners; the partnership is 
dissolved; C is insolvent and unable to contribute anything in 
payment of his debt to the firm ; B has ample private means. At 
the date of dissolution the foU owing is the position — 


A. B, AND C Balance Sheet as at . . . 



£ 


L 

Capital — A 

2,000 

f'asli .... 

6do 



Capitals — 




B . . . . 

2DD 



C . . . . 

1,200 




^2,000 


Show the partners* Capital Accounts. 

Appl3dng the rule in Garner v. Murray^ the deficiency of C is to 
be borne by A and B in the ratio of their last agreed capitals, but 
A being the only person with capital in the firm will have to bear 
the WHOLE of such deficiency: so that notwithstanding B*s com- 
parative affluence — and quite conceivably he is much more wealthy 
than A — the latter must bear the entire burden merely because it 
so happens that B*s share at the date of dissolution is overdrawn. 
The decision does not mean in this problem that B is able to avoid 
bringing cash into the firm in respect of his own debt. 


Dr. Capitals Cr. ^ 





A 

D 

C 




A 

B 

C 


To Balances 
,, Transfer from 

c 

„ Cash . 

b/d 

1 

1,200 

Bdo. 

L 

300 

L 

X, 2 D 0 


By Balance 
,, Transfer to A 
„ Cash 

b/d 

L 

2,000 

£ 

zoo 

£ 

1,200 




1 

£z,doo 

£200 

£i,2oo 




£Z, 01 X} 

£700 

£i, 20 D 





















Dr. Cash Cr. 


To Balance 
„ B Capital 

b/d 

£ 

600 

200 


By A Capital 



aii*^ 

a 

0 



£6 DO 





£Hdo 










PIECEMEAL PAYMENTS 

Not infrequently does it happen in dissolution that considerable 
difficulty is encountered in the realization of assets with the natural 
result that the final distribution to the partners is delayed; but 
circumstances may render it impierative that the partners be paid 
sums on account as and when received, particularly if the dissolu- 
tion process is protracted. It is necessary to avoid, so far as possible, 
the unpleasant consequences of a partner*s account at the later 
stages of realization being overdrawn, as it might be, if he had a 
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small capital with a comparatively high ratio of profit sharing and 
loss bearing, and were paid out on a capital basis followed by 
subsequent heavy losses in realization. 

The principle which underlies the payments on account, always 
subject to any other agreement between the partners themselves, 
is to assume that at each stage the remaining Unrealized assets 
are worthless and the Capital Accounts adjusted accordingly, 
applying where compatible with the circumstances the Garner v. 
Murray rule; the balance of the adjusted Capital Accounts will 
then be the same as the amoimt of cash, such balance being with- 
drawn by partners, reducing the Capital accordingly : this process 
IS repeated at each stage and for the purpose of distribution the 
remaining assets are considered wortliless. It is obvious that 
before this state of affairs is reached current realization expenses. 
Cl editors, and advances by partners, must first be paid. 

Illustration. The following is the Balance Sheet of A, B, and C, 
sharing profits and losses 1:2:1. 


Balance Sheet as at 




i 


£ 

Creditors . 

Capitals — 

• £^. 5^0 

I,O 0 D 

Sundry Assets . 

6,odd 

A . 




B . 

1,800 




C . 

. 700 





— 

5,000 





;£6,ooo 


ib,DOO 


The assets are realized piecemeal and distributions are made on 
account as and when realized. 

The realizations are, ignoring expenses — 


Reali- 

zation 

Book 

Value 

Cash Realized 

Available for 

No. 

Creditors 

Partners 

■ (1) 

£ 

£ 

£ 

£ 

500 

500^ 

500 


(*) 

2,200 

2,000^ ( Loss ^2 00) 

500 

I.5OD 

(3) 

6od 

600 


600 

(4) 

1,600 

1,600 


i,6od 

(3) 

1 , JOD 

1,300 ( Gain ^2dd) 


1.300 


;£6,000 

^6,000 

£1,000 

£5.000 








Show distributions. 

It will be necessary to construct a statement of Capital Accounts 
(preferably in tabular form), so that the resultant balances after 
each set of realizations are disclosed. This statement wiU show the 
^basis of repayment of capital to each partner at each stage. 

^ Creditors will take the first £500 and of the second realization leaving 
1^1,300 for the partners. 
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Statement of Capital Accounts 



Total 1 

A 

B 

C 


£ 

£ 

£ 

£ 

Balances . . • • 

5,000 

z,5oo 

i,8do 

700 

L^ss Loss on. Realization 

200 

5° 

100 

50 


4,800 

2.450 

1,700 

650 

Less possible Loss in respect 
of remaining Assets of 
^3,300 being worthless . 

3.30D 

825 

1,650 

825 


1,500 

+ 1.625 

+ 50 

- 175 

Deficiency of C’s Capital writ- 
ten ofi in ratio of 25 : i B per 
Garner v. Murray 


- 102 

- 73 

+ 175 

Deficiency of B’s Capital writ- 
ten ofi against A 

1,500 

+ 1.523 

23 

- 23 

+ 23 


Repay . 

£ 1.600 

£ 1.690 



Balances of Capital Accounts 
after Loss on Realization . 

4, Boo 

2,450 

1,700 

650 

Less Cash (as above) 

1,500 

1.50D 




3i30o 

950 

1,700 

650 

As ji6oo is realized without 
loss, there is now a pos- 
sibility of the remaining 
Assets of :^2,7Do being 
worth nil. 

2,700 

675 

1.350 

675 


6dd 

+ 275 

+ 350 

- 25 

Deficiency of C's Capital 
written off in ratio of 25 : 18 
per Garner v. Murray 


- 15 

- 10 

+ 25 

Repay . 

£600 

£260 

£340 


Balances of Capital Accounts 
after payment of 

3»300 

950 

1,700 

650 

Less Cash (as above) 

6do 

z6o 

340 



2,700 

6pD 

1,360 

650 

As /i,6do is realized without 
loss there is now a pos- 
sibility of the remaining 
Assets of ^1,100 being 
worth nil 

I,IOD 

275 

55° 

275 

Repay . 

£ 1.000 

£415 

£810 

£375 

Balances of Capital Accounts 
after payment of £600 

2,700 

690 

1,360 

650 

Less Cash (as above) 

i,6do 

415 

Bio 

375 

Balances of Capital Accounts 
after payment of / 1,600 

1,100 

275 

550 

27s 

Add Profit on Realization . 

zoo 

50 

loo 

50 

Repay . 

£ 1,300 

£325 

£660 

£325 

Balances of Capital Account 
after payment of ^1,300 

nil 

nil 

nil 

nil 
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Summary of distributions — 



Total 

A 

B 

C 


i 

£ 

£ 

£ 

First 

1.500 

1.500 



Second . 

600 

260 

340 


Third . 

1,600 

415 

810 

375 

Fourth . 

1.300 

325 

650 

325 


£5.000 

£2.500 

£i,Bdd 

£i°o 







This gives precisely the same result as if the assets had been 
realized in one sum. 

Thus, the total cash paid equals their capitals because the only 
loss on realization (No. 2) of £200 is counterbalanced by the profit 
on realization (No. 5) of £200. 

Alternative Method of Piecemeal Payments. Alternatively, a less 
severe method may be adopted by applying the same principles 
without the adoption of the assumption that unrealized assets are 
worthless. The method is to pay off first partners who have the 
Idghest RELATIVE capitals; that is, whose capitals are greatest in 
proportion to their profit and loss sharing ratios. 

The object is to find the largest possible capitals the partners 
could have had if their capitals had been proportionate to profit 
sharing, working from the worst placed partner's actual capital. 

The procedure is to divide each partner’s capital by his profit 
ratio figure; the lowest capital after this division constitutes the 
basic capital from which the remaining hypothetical capitals are 
calculated. 

Illustration. Using the figures in the Balance Sheet on page 725 — 

A, D, and C profit ratio is i : z ; i 

A, B, and C capitals are £2,500, £i,box), and £joq. 

Applying the rule above : 

A = ;^2,50o I B = -h- a C = £700 -r i 

= £2,500 = £goo = £700 

C is thus the basic capital and the hypothetical capitals relative 
to profit shaiing (working from C’s actual capital) are £700, £1,400, 
iind £700. 

Illustration. The distributions would, using the same facts, except 
ignoring losses and profits on realization as in the preceding example, 
be thus — 


34— (B.ao 83 ) 
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Capitals 



A 

B 

C 

Profit and Loss Ratio . 

I 

2 

I 


£ 

£ 

i 

Actual Capitals .... 
Capitals if in "Ratio" 

2,500 

i,8do 

70D 

7DD (I) 

1,400 (2) 

700 (i) 

Capitals in Excess . 
Capitals of A and B if in ratio a.‘% 

I, Sod 

400 


between themselves 

200 (l) 

0 

□ 


A's Final Excess Capital 

^i,6do 


% 


Thus the first (l) will be given to A 

next (2) will be given to A and B in the ratio of i : z 

balance ^2,800 (3] will be given to A, B, and C in the ratio of i : 2 : 1 


The distribution would thus be (after paying £ 1,000 to creditors 
out of the first realization of £500 and £500 from the second realiza- 
tion of £2,200) — 


Realiza- 

tion 

No. 

Cash 

Avail- 

able 

Pay- 

ment 

No. 

Total 

A 

B 

C 


£ 


£ 

£ 

£ 

£ 

£ 

(2) 

1.700 

(I) 

i,6od 

1,600 

1,600 





(*) 

IDO ) 


33 

67 





( 

6od 




(3) 

600 

(z) 

50°; 


167 

333 




(3) 

loo \ 


25 

50 

25 

(4) 

1,600 

(3) 

1, 600 f 

2,800 

400 

Boo 

4OD 

(5) 

1,100 

(3) 

I.loo) 


275 

550 

275 


j^S.DOO 


£5,000 

£5,000 

;^2,5oo 

^i,8dd 

£joa 










Illustration. If the losses and profits are considered, the distribu- 
tion would be — 


Realiza- 

Cash 

Pay- 

ment 

Total 


A 

B 

C 

tion No. 

Available 

No. 







£ 


£ 

£ 

£ 

£ 

£ £ 

£ 

(2) 

1,500 

1 

1.5001 

i,6od 


1.500 





i 

100 J 

lOO 




(3) 

Goo 


500) 


167 


333 





( 

600 


267 





( 

1007 


33 


67 


(4) 

1.600 

n 

1,500) 


375 


750 

375 

(5) 




2,800 


40B 

B17 


1.300 

4 

i. 3 od; 



325 

650 

325 


;^5.odo 


£5.000 

;^5.0oo 

;^2,5oo 

^i.Boo 

/70D 
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Sale of Business to Limited Company. Where the partnership 
business is sold to a Limited Company the sale price, termed the 
purchase consideration, may be received partly in cash and partly 
ID shares. Usually such a consideration includes payment for 
goodwill with an enhanced value possibly for the other assets, thus 
showing a profit to the partnership over and above book values. 
In addition, the acquiring company may take over the liabilities 
if the creditors also agree. So far as the book entries are concerned 
the virtual cancellation of liabilities of the partnership is a profit, 
so that Realization Account in lieu of Cash will be credited (and 
liabilities debited) when this arrangement takes place. The " profit ” 
iii more apparent than real because the purchasing company will 
make its purchase consideration less by an amount equal to the 
liabilities assumed, and hence the Realization Account will be 
credited with a smaller figure than it otherwise would have been 
had the partnership paid its liabilities. 

Wlien all the entries relevant to the sale have been completed, 
tlie final balances will be: (i) Partners' Capital Accounts, (2) Cash, 
and (3) Shares. As to the division of the assets it is for the partqers 
themselves to decide, but in the absence of agreement the fairest 
way is to divide the shares out first in the same ratio as profits and 
losses are shared, so as to give the partners the same right to the 
benefit of appreciation, and the same liability to loss by way of 
depreciation, in the value of the shares, or in respect of liability to 
Lulls,^ just as if they had still remained as partnership assets ; after 
which the cash is paid off to balance the Capital Accounts. Only 
ONE asset out of the two (i.e. shares and cash) is capable of being 
dealt with in profit and loss ratio, unless the balances of Capital 
Accounts before any transfer of shares or payment of cash are also 
111 profit and loss ratio. This topic is dealt with in more detail in 
Chapter XXIII. 

If an indivisible asset (e.g. Property) remains unrealized and it is 
agreed to close off the partnership, the value thereof may be debited 
to the partners in the profit ratios ; or the value counted as nil (and 
^he partners debited with the book loss in the profit ratios) and 
when the asset is sold proceeds paid to the partners in the profit 
ratios, whether the sum realized involves a gain or loss on the book 
Vedue before writing it down to nil. The payments so made will not 
involve any entries in the old partnership books (if still existing) 
except by way of memorandum. 

Unless otherwise agreed, the current market valuation of the 
shares will be taken as the basis of division. 

If it so happens that a partner's balance of capital is small 
hut his profit and loss ratio is large, he must be content with 
a sufiBcient number of shares to clear his account (and will receive 

^ Strictly, the contribution for calls if the shares weie still partnership 
^.ssets would not be in prn^t ratios, but out of the firm's cash; but any loss 

proht arising on sale would be rateable to the profit ratios. 
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no cash) or if he is desirous of having his "quota" of shares Corre- 
sponding with his proht and loss ratio he must contribute to the 
fjrm sufficient cash to make up the difference. 

Illustration. Q, 5 , and O, partners, share profits and losses in the 
ratio of 3 : 2 : I. Their Balance Sheet at 31st December, 19.., 
is — 


Q, 5 , AND O Balance Sheet as at 315T Dkcembsr, 19. . 



£ 

£ 


£ 

£ 

Capitals — 



Sundry Assets . 


21,300 

Q 

11,000 


Debtors 

6,000 


S 

6,000 


Less Bad Debts Pro- 



0 

4,000 


visi on 

600 




21,000 



5 . 4 Db 

Creditors . 


6,300 

Cash 


600 


£ 

27,300 


£ 

27,300 


They agree to sell their business for £ 2 ^, 000 , payable ^3,000 in 
cash ; balance in shares worth £1 each ; creditors are taken over by 
the purchasing company. Date of sale is ist January, 19. . . 

Show Accounts, ignoring expenses of realization. 

The accoimts are (proceeding direct to Realization Account) — 

Dr. Realization Account Cr. 




£ 

19. . 



£ 

To Sundry Assets . 


21,300 

Jan. 1 

By Creditors . 


6,300 

,, Debtors 


6,000 


,, Bad Debts Provision. 


600 

„ Cash‘ 


600 


,, Purehasing Company: 



„ Profit on Realization — 




Purchase Considera' 



Q: ^ . . £3,000 

0: 1 ■ . 2,00o 




tion 


27,000 

O: ^ . . i,ood 







— 


6,000 






£ 

33,900 



£ 

33,900 









Dr. 


J 


Purchasing Company 




£ 

ig. . 



To Realization Account: 



Jan. 1 

By Shares 

f«) 

Purchase Consideration 


27,000 


,, Cash 

lb) 


£ 

27,000 



£ 


Cr. 

Z 4 ,D [)0 

3,000 


27,000 


k 


Dr. Capitals Cr. 





Q 

S 

0 




Q 

S 

0 

19.. 
Jan. 2 

To Shares 
„ Cash 

(a) * 

(b) > 

£ 

ia,ouo 

2,000 

£ 

B,ooo 

£ 

4.000 

1.000 

ig,. 
Jan. I 

By Balances 
,, Profit on 
R ealiza- 
tion 

b/d 

£ 

11,000 

3 ,DOO 

£ 

6.000 

2.000 

£ 

4,o00 

I.DOO 



£ 

14,000 

£ 8,000 

£5,000 



£ 

14,000 

£8,000 

£5, OOP 















^ As all assets are taken over the cash must be handed over — it would 
have amounted to the same thing if the purchasing company had permitted 
the partners to retain the cash and reduced the cash payable from £^,ooo 
;^2,4do. 

* Division of £24,000 worth of shares in ratio of profits 3:2: i. 

* Cash paid to clear the accounts. 
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[a) and (&) The shares and cash received would be posted to the debit 
□f the respective accounts and when transferred and paid to the partners 
the amounts would be credited, thus balancing both accounts. 

It is important to note that the number of shares will not neces- 
sarily be 24,000 because the nominal value may be an amount other 
than £1, e.g. los. 

Illustration. X and Y trading in partnership share profits and 
losses equally. On 30th September, ig . . , they sold their business 
to P. Ltd. 

Their Balance Sheet at this date was — 

Balance Sheet as at 30TH September, ig.. 




£ 


£ 

Creditors . 


4,900 

Sundry Assets . 

16,350 

Capitals — 



Cash .... 

470 

X 

3^5.280 


Current Account X . 

500 

Y 

4.560 

9,840 



— 



Loan X 


2,100 



Current Account Y 


480 





;£i 7 . 32 d 




The purchasers agreed as follows — 

{a) To pay deposit of ;f5,ooo immediately so that the firm could 
discharge its liabilities. 

(h) To give £3,000 for goodwill and £15,920 in cash for the remain- 
ing assets (excluding cash which is not taJren over). 

(c) To pay interest on the balance of purchase price at 5 per cent 
per annum, full completion to be made on 31st December, 19. .. 

X and Y are to be allowed interest on their capitals at 5 per cent 
per annum, and X to be allowed interest on his loan at 4 per cent 
per annum till settlement. Ignore tax. 

Show accounts in the books of the vendors. 


Dr. 

Realization Account 


Cr. 

L*® ■ 

if'tJt. 30 

To Assets 
,, Expenses . 

,, Profit — 

X . . £1,285 

Y . . 1,385 


1 

16 ,S 5 Q 

1 

a.370 

19. . 
Sept. 30 

By P. Lid.— 

Purchase Considera- 
tion . 


£ 

18,930 



£ 

18,930 



£ 

18,930 

Dr. 



Cash 



Cr. 

Sept. 30 

Oct. I 
Dec. 31 

, To Balance 

„ P., Ltd. . 

b/d 

£ 

470 

5,000 

14.094 

19.. 
Sept. 30 
Oct. I 
Dec. 31 

By Expenses of ReaUzation 
,, Creditors . 

,, Loan Account 
„ Capital Accounts — 

X ... 

Y ... 


£ 

7 

4,900 

g ,121 

6,146 

6.397 



£ 

19.564 



£ 

19.364 



732 

Dr. 
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P, Ltd. 


19. . 



£ 

19.. 



Srpt. 3Q 

To Realization Account— 



Oct. z 

By Cash ; (Deposit) . 



Purchase Considera- 



Dec. 31 

,, Cash: Balance . 



tioD . 


iB,920 




Dec. 31 

,, Interest on Balance — 







£13,920 at 3% per an- 







num I or 3 montha 


174 






£ 

19.094 



£ 


Dr. Capipals Cr. 





X 

Y 


1 1 

1 

X 


19. . 

E>ec. 31 

To Cash 


6,146 

£ 

6.397 

19 . 
Sept. 30 

Dec. 31 

By Balances 
,, Current Ac- 

CDIUltS 

,, Interest on 
Capital 
„ Interest 

Account — 
Balance 

b/d 

£ 

B,2B0 

7B5 

66 

15 

3 

1.763 

57 

13 




£6.146 

£6,397 




£6.146 

£6,397 













Dr. Current Accounts Cr. 





1 ^ 

1 ^ 




X 

Y 

19 . 
Sept. 30 

To Balance 
„ Capital Ac- 
counts 

b/d 

■ 

■ 

19.. 
Sept. 30 

By Balance 
„ Profit on Real- 
Uation 

b/d 

£ 

x.zBs 

£ 

m 

X,2h3 


B 

£r,»B5 

£x ,765 


Dr. 


19.. 
Dec. 31 


X Loan Cr. 


To Cash 


£ 

3,121 

*9 

Sept. 30 
Dec. 31 

By Balance . 

,, Interest on Loan 

b/d 



£2.121 





Dr. Interest Cr. 


19.. 
Dec. 31 

To Interest on Capital — 
X . £66 

Y . . 57 

„ Interest on Loan X 
„ Balance: Capital 
Accounts : 

X:i . £13 

Y: * .15 


£ 

19. . 
Dec. 31 

By P. Ltd. . 


174 



X23 

21 

30 








£x 74 




£174 










Note 1. The order of payment should be carefully observed. If the balance 
of Current Account of X had still remained in debit after balancin^Realization 
Account it would have been set off against his Loan Account. 

2. The items in italics (disposing of the Balance Sheet items) should first 
be inserted so as to commence "in balance." 
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In a dissolution it occasionally happens that there are assets 
which are unrealizable or not easily realizable. The method of 
dealing with such assets must first depend upon the agreement 
between the partners ; otherwise, unless the final dissolution is to be 
unduly delayed, such assets should where capable of division be 
divided in profit ratios, so that theoretically any profit or loss on 
ultimate disposal will be in profit ratios, thus putting the partners in 
the same position as if the firm had kept them and ultimately sold 
them. In fact, each ex-partner will be able to decide for himself 
when to sell, and his profit or loss might be much greater or less than 
if the firm sold them piecemeal or in toto. The equity of the procedure 
if clear because from the moment of distribution it is a matter for 
each ex-partner to exercise his own discretion as a personal matter. 

No difficulty will generally arise with regard to shares in a 
Limited Company, but the firm might have other unsaleable assets 
which in fact cannot be divided, e.g. a building, in which case there 
can be no "distribution”: usually, if there are non-divisible and 
unrealizable assets, the partners come to some arrangement as to 
taking them over personally at an agreed valuation. Often shares 
which are unsaleable will be partly paid and the division in profit 
ratios throws a potential liability fairly as between the parties. 

Illustration. A and B who shared profits 3 : 2, are partners and 
the position, after realization, is — 


Balance Sheet 



£ 


£ 

A 

1,900 

Cash .... 

2,700 

B 

1,700 

Shares at cost . 

500 


Otlier Assets 

400 


/3.6oo 


^ 3.600 






It is agreed that " other assets" shall be taken over by A for £;^oo ; 
the Shares divided out equitably and settlement of balance in Cash. 
Show A's and B's accounts dealing with the above, ignoring transfer 
costs. 

Capitals 



A 

B 

1 

A 

B 

To Other Assets 
•• Loss on Book 

Value of Other 
Assets 

M Shares^ 

Cash . 

£ 

300 

60 

300 

1,240 

£ 

40 

200 

1,460 

By Balances 

£ 

1,900 

£ 

1,700 

^1,900 


;^I. 9 PO 


1 





^ Alternatively, the shares may be written down to, say, nil, the loss being 
debited to A and B (in lieu of item shares; A, ;^30 d ; and B, £200; but the 
iiet result is unaltered). 
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General Illustration. Barlick and Earby are partners sharing 
profits 3 : 2. 

On the 30th June, 19. they admit Colne as a partner, and the 
new profit ratio is 2: 2: i. Colne brought in Fixtures £300 and 
Cash £1,000, the Goodwill being (a) Barlick and Earby £2,000 and 
(b) Colne £1,000, but neither figure is to be brought into the books. 

On the 31st Dec., 19.., the partnership is dissolved, Barlick 
retiring and the other two partners forming a Limited Company 
with equal capitals, taking over all remaining assets and liabilities, 
Goodwill being agreed at £4,000 and brought into the books of the 
Limited Company. Barlick agrees to take over the business cai 
at £370. Plant was sold for £300, being in excess of requiremeni^ 
The profits of the two preceding years were £1,720 and £1,900 
respectively and it was agreed that for the half-year ended 30th 
June, 19. ., the net profit was to be taken as equal to the average 
of the two preceding years and the current year. 

No entries had been made when Colne entered, except for Cash. 

From the following Trial Balance and the information given above, 
show the Ledger entries in the books of the firm and the limited 
company, no new books being opened by the latter. There is no 
interest on drawings or capital. Ignore depreciation. Tax and 
expenses connected with the dissolution of the firm and formation of 
the new company. Barlick agreed to leave £5,000 on loan to the 
Company, secured by 6 per cent Debentures. 


Trial Balance, 315T December, 19.. 


Barlick — Drawings and Capital ..... 

i 

6dd 

£ 

3 . 50 “ 

Earby — ..... 

500 

2,000 

Colne — ,, ,, ..... 

280 

1,000 

Debtors ......... 

3.100 


Creditors ......... 

1,200 

Plant [book value of Plant sold, ^400] .... 

2,300 


Fixtures ......... 

700 


Motor Car. ........ 

270 


Stock at 3 ist December, 19.. 

1. 300 


Cash at Bank ........ 

1,630 


Profit and Loss Account for year. .... 

2,980 


;£lO 6BO 

1 

;flO,680 


Dr. Motor Car Cr. 


19. . 
fan. I 
Occ. 13 

To BalanEe 
„ Profit on Realiza- 
ticm . 

b/d 

1 

270 

lOO 

19. . 
Dec. 31 

By Barlick . 


L 

37d 




£370 




£37° 




1 







Goodwill Adjustment 



735 


* This item is already in the boaks and the debit therefor merged in the Bank balamM; at 31st D( 
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Dr. Plant Cr. 


19 ■ 

Jan. I 

To Balance 


b/il 

£ 

2,300 

IQ. . 
Dec. 31 

By Cash 

,, Loss on Realization 
,, Balance. 

c/d 

£ 

300 

IDO 

1,900 

19 ■ 

Jan. I 




£2,300 




£2.300 

To Balance 

• 

b/d 

1,900 





Dr. 




Fixtures 



Cr. 

Jan. 1 
JiinB 30 

To Bcilancc 
, , Colne . 


b/d 

£ 

700 

3D0 

19 ■ 

Dec. 31 

By Balance. 

c/d 

£ 

l,D'Q[| 




b/d 

£i,ooq 




£1,000 

19.. 
Jan. 1 

To Balance 


1,000 





Dr. 


Profit and Loss 

ON Realization 


Cr. 

Dec. 31 

To Loss on 
Plant 

Sale of 


£ 

IDO 

19. . 
Dec. 31 

By Profit on Sale of Car 


£ 

100 












Dr. Goodwill 


19. . 



£ 



Dec. 31 

To Goodwill Adjust- 





ment Account 


4,000 




Cr. 


Dr. Profit and Loss [Appropriation] Account Cr. 


19.. 

June 30 

To Barhck — )} 

[See Note i] 

„ Earby — f 

[Sep Note l] 

£ 

1,320 

BHo 

£ 

19.. 
Dec. 31 

By Balance, Net Profit 

b/d 

£ 

2,9Bd 

Dec. 31 

,, Barlick — f . 

„ Earby — | . 

,, Colne — 1 

3IZ 

312 

156 

780 








_£2,^_ 




£2.980 




1 





Dr. 



Cash 



Cr. 

19.. 
Dec. 31 

To Balance 
,, Sale of Plant 
,, Colne (to adjust 
Share Capital) 

b/d 

£ 

1,630 

3D0 

758 

■ 

Dec. 31 

By Barlick . 

„ Earby (to adjust 
Share Capital) 

„ Balance. 

c/d 

£ 

762 

75R 

1,168 

19 . 

Jan. I 



£2,6BB 




_£2,^8^_ 

To B.ilanrp 

b/d 

i.iGB 






Dr. vSix PER Cent Debentures Cr. 





19. . 






Dec. 31 

By Barlirk . 



£ 

5,000 
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Cr. 


Share Capital 


Td Balance 

r/d 

£ 

6,268 

19.. 
Dec. 31 

By Earby . 

„ ColuB 


£ 

3.T34 

3.134 



if 6,268 




£6,z6B 




19. . 
Jan. I 

By Balance. 

b/d 

6, 268 


Trial Balance 



i 

£ 

Debtors ........ 

3,100 


Creditors ........ 


I, ZOO 

Fixtures ........ 

1,000 


Plant 

1,900 


Goodwill .... ... 

4,000 


Cash at Bank ....... 

i,i 5 B 


Stock. ........ 

1,300 


Share Capital. ....... 


6,268 

6% Debentures ....... 


5 ,DOO 


;^I2,460 

;^I2,46B 


Note (i) Profit for preceding years: ;^i,72o £1,900 = £3,620 

Profit for current year: 2.980 


3)6,600 

/ 2 ,ZDD 


(z) The profit for the half year to 3Dth June, 19. . , is equal to the above 
average and not at the annual rate of such profits, in which case the amount 
would be ;£i,ioo only. 

SECTION (I) LIMITED PARTNERSHIP 

Limited Peirtnership.^ Under the Limited Partnership Act, 1907, so 
long as there is at least one general partner who is personally hable for 
the obligations and liabilities of the firm, a person may become a 
partner in a limited sense. He is personally liable only for liabilities 
to the extent of his agreed contribution, including any withdrawal 
of such contribution, but beyond that is not personally liable for 
obligations and liabilities, however disastrously the firm's course 
may run. He cannot be made in any way liable to repay anything 
to the firm or to its creditors for such losses (unless he has withdrawn 
the whole or part of his contribution, in which case he is liable to 
that extent). Hence, the debit balance of his account for losses is 

' In general accounting problems dealing with partnerships, it usually will 
be clear as to whether or not the reference is to a general or limited partner- 
ship, but problems involving general points of law and accounting may 
merely refer to a "partnership," and this should be construed as a reference 
both to general and limited partnerships. 
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nothing more than a contingent asset, something akin to Short 
Workings Account (dealt with in Royalties) because of the right 
of the firm to withhold pa)rment of any future profits until his 
share thereof has been sufficient to eliminate his debit balance. 

After the limited partner has withdrawn the share of profits to 
which he is legitimately entitled, the limited partnership has no 
control over such share, nor can it be taken into account in dealing 
with any subsequent events of the firm. Hence, if the limited 
partner decides to pay back (or probably merely transfer from 
Profit and Loss Account or his Current Account) his profits as a 
loan, he is entitled, after the other creditors, to claim for repay- 
ment when the term of the loan has expired, or on dissolution^" 
whichever be the earlier, notwithstanding the fact that subsequent 
losses are such that his share thereof exceeds the amount of his loan. 
The loan is a debt due to him by the firm, just as if he had lent the 
money to an entirely independent concern ; on the other hand, his 
share of subsequent losses is merely a “Debit Balance. “ 

The vital point is that the Limited Partner is liable to refund sums 
withdrawn on account oi future profits. 

It will be clear that it is essential to have the following accounts 
relating to the limited partner quite separately recorded — 

(1) Capital Account to be maintained at “contribution" amount. 

(2) Loan Account (if any). 

(3) Current Account, in which will be recorded profits and losses, 
interest and drawings. If a debit balance arises by reason of exces- 
sive withdrawals, it represents to the extent that it is due thereto 
a definite debt (as it is deemed to be a withdrawal of his contribu- 
tion) ; but if the debit balance arises because of losses it is merely 
a debit balance, a mere contingent asset, which can be effective 
only in the event of future profits being of sufficient magnitude to 
enable the general partners to recoup the balance out of the limited 
partner's share of profits. 

The main differences between a Limited and General Partnership 
are as follows — 



General 

Limited 

1. Registration . 

Not necessary, except in cer- 
tain cases, e.g. under Busi- 
ness Names Act, 1916.' 

With Registrar of Companies 
under Limited Partnership 
Act, 1907, otherwise deemed 
to be general Partnership- 
Alteration of contribution 
of limited partner must be 
registered. 

2. Inspection of 
books. 

Partner may inspect, person- 
ally or by agent, books, 
documents, accounts, and 
take copies. 

A limited partner may inspect, 
personally or by agent, books, 
documents, accounts, and 
take copies. 


1 See footnote i on page 766. 



t»ARtNtRSHIP ACCOUNTS — LIMITED PARTNERS&lP 


m 



GeiiBral 

Limited 

3. Management . 

Partner may take part, in 

Limited partners may only ad~ 

absence of agreement. 

vise, not allowed to inter- 
meddle : penalty — liable for 
firm’s debts as a general part- 
ner while he so acta. 

4. Assignment . 

Partner cannot assign his posi- 
tion without consent, may 
assign his share, but assignee 
entitled during partnership 
to : 

(a) Receive Accounts. 

A limited partner may assign 
with consent and assignee en- 
titled to : 

(a) Advise. 

Vb) Receive accounts. 

(c) Inspect the books; 


|b) Inspect the books. 

(c) But cannot interfere with 
management. 

but notice of assignment to 
be gazetted. 

5. Death, 

Partnership dissolved. 

Not dissolved, unless bis share 

Dankrup tcy 

In case of Lunacy, other part- 

cannot be otherwise ascer- 

and Lunacy 

ners may apply to Court for 
dissolution. 

tained. 

fi. Charges 

Partner may charge his share, 
but other partners may dis- 
solve at their option. 

Limited partner may charge his 
share, but this gives no right 
to other partners to dissolve. 

7. Winding up . 

All partners liable for the 
firm's debts to the full extent 
of such debts. 

Limited partner liable only to 
the amount of his agreed cap- 
ital, or drawings in excess of 
share of profits. 

IJ. Stamp Duty . 

None. 

IDS. per £idd or part of £100 
on capital contributed by 
limited partner (also £2 on 
registration). 


Illustration. G, P and L are equal partners in a limited partner- 
ship, L being a limited partner. Their Balance Sheet at dissolution 

was — 



£ 


£ 

Capitals — 


Sundry Assets (including 


G . . . . 


Cash of £ 8 d) 

13*580 

r . . . . 

5*500 

Current Accounts — 


L . . . . 

2,000 

G . . . . 

2,000 

Creditors. 

6,380 

P . . . . 

1,000 


L . . . . 

Boo 


7-380 


^17,380 






Of the balance of £floo standing to the debit of L, £250 represents 
drawings and £550 represents his share of trading losses. 

The Sundry Assets, excluding the cash, reahzed 60 per cent of 
book values. 

Close off the partnership accounts (ignore Realization Expenses). 
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Dr. Realization Account Cr. 


To Sundry Assets 


£ 

13.500 

By Cash . 


£ 

B.loo 




„ Loss on 
G . 

P . 

L . 

Realization — 
;^I,80D 
I, Bod 
I, Boo 

5.4oi> 

;^i3.5or) 




Capitals 



G. 

P. 

L. 


G. 

P. 

L. 

To Current Accounts 
„ Loss oil Re-alizaLion 
,, Ualance c/d 

To Balance b/d 
,, Transfer from L 
„ Cash 

£ 

2,000 

i,Boo 

£ 

1,000 

1,000 

j?.7DO 

£ 

Boo 

i,Boo 

By 13 ilanrps b/d . 

,, Biilances c/d . 

By Balance b/d . 

„ Transfer of un- 
realizable Balance 

Q . 

P 

,, Cash 

£ 

3.500 

300 

£ 

5,500 

£ 

2,000 

6od 

£3,000 

iCs.’jPO 

£2,600 

£3,800 

£ 5 . 1 'J 0 

£2,600 

175 

175 

230 

300 

175 

171 

2 , 5-!5 

Goo 

475 

2,700 

£475 

£2,700 

£600 

£475 

£2,700 

£6do 








Dr. Cash Cr. 


To Balance . 

,, Realization Arenunt 
.. G . 

.. L . 

b/d 

'so 

S.IDD 

475 

250 

By Creditors 

.. P . 


£ 

6,380 

z.5^5 



P.905 



;^B,9Dy 






' 


It is iniportaiit in the case of a limited partner that withdrawals 
of capital against future profits should be shown in a separate 
account from his share of the firm's losses so that his position on a 
dissolution can be readily seen. 

Illustration. Heaton and Moor are partners sharing profits 3 : 2, 
Moor being a limited partner. The Capitals are Heaton £7,000 and 
Moor £6,000. 

The first year resulted in a loss of £4,500. 

The Sunihy Assets and Creditors at the end of the first year were 
£8,800 and £3,000 respectively. 

Drawings were Heaton £1,500 and Moor £i,zoo. 
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(1) Show Balance Sheet of firm. 

(2) Assuming the profits of the second year are £5,500 how will 
they be dealt with as regards Moor? 


(i) Balance Sheet 




£ 


£ 

Capitals — 



Sundry Assets . 

B,8oo 

Heaton 

£ 7,000 


Current Accounts — 





Heaton — 


Moor . 

.6,000 


^ Loss . £ 2,700 




13,000 

Drawings . .1,500 


Cl editors. 


3,ODO 


4, zoo 




Moor — 





^ Loss 

i,Bdd 




Drawings . 

I, zoo 



^i6,doo 


16,000 


(2) Moor is entitled to £ 2 , 200 , which must be first placed against 
the balance of his Current Account of £1,800 and £400 against his 
Drawings Account, leaving the latter at £800. 

Illustration. Assuming that in reference to the preceding illustra- 
tion, in the third year the firm incurred a loss of £13,500, Sundry 
Assets being £16,500 and Creditors £18,700, show the Balance Sheet 
'of the firm. 

There were no drawings in the second and third years. 


Balance Sheet 


C apitals— 
li pa tern 
Muor . 

CreiiitQrt 


£7,000 

6,000 

£ 

13,000 

18,700 

Sundry Assets 

Current AlcouqU — 

Heaton : 

Balance ist year 
} Profit znd ye-ar 

£ 4,200 

3,300 

£ 

16,500 





t, Loss 3rd year 

900 

B,ioo 

B,ooo 



Moor: 

Balance xst year 
r Profit (part) znd year 

1,800 
I, Boo 



, Loss 3rd year 


3,400 



Drawings: 

Balance ist year 
i Profit (part) znd year 

. I, zoo 
. 400 

Boo 


£^^,700 






£31,700 






If dissolution takes place Moor is liable in full for £800, not- 
withstanding that he is in credit for £600 (Capital £6,000 less 
C urrent Account £5,400) which cannot be withdrawn unless the 
1 r editors of the firm are fully discharged, inasmuch as he is a de- 
ferred Creditor; if Heaton is solvent and pays into the firm his 
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deficiency of ^^2,000 (Current Account £9,000 less Capital £7,000) and 
assets realize book values and creditors are paid off as far as possible 
the position will be — 


Heaton (£7.000 - fg.ooo + £2,000) 

£ 

Cash (£16,500 + £2,000 -£18,500) 

£ 

Moor (£6,000 - £5,4 Cxi) 

600 

Moor (Drawings) 

Boo 

Credlton (£iB,7oo - £iB,5do) 

200 




Moor will be required to bring in £200 to be used in paying off the 
Creditors. This will reduce the debit of Moor's drawings to £ 6 od 
which will be written off against his credit of £600 (Capita £6,000-^ 
Current Account £5,400). 

Illustration. F, R, and S are in partnership under the Limited 
Partnership Act, 1907, F and R being general partners with capitals 
of £4,000 and £3,000 respectively, and S, a limited partner with 
£1,500, his agreed contribution. At ist January, 1950, all profits 
had been distributed. The ratio of profit and loss sharing is 
3:2:1. 

From the following details prepare partners' accounts — 


Profits 

Drawings 

F 

R 

5 


£ 

£ 

£ 

£ . 

Year ended 31st Dec., 1930 

i, 8 do 

5 DO 

350 

370 

.. .. „ 1951 

3, ODD 

1,700 

B90 

250 

• • •> M •• 1952 Loss 

1,200 

40D 

40D 

I Bo 

.. .. » 1953 

1,050 

50D 

4OD 

120 

» 1954 

2,400 

6 dd 

6 od 

13 ^^ 


On 31st December, 1951, S lent £100 to the firm (out of profits) 
free of interest. 

Dr. Capitals of General Partners Cr. 










F 

R 






1950 

Jan. z 

By Balanirea 

b/d 

£ 

4,000 

£ 

3,000 


Dr. S Loan Cr. 





1951 


£ 




Doc. 31 

By Current Acoiunt 

IDO 


[The remaiuing accounts appear on pages 743-45.] 


As has been seen, the debit balance on Capital Account of a 
limited partner will be dealt with according to whether the 
balance has arisen through excessive drawings or share of losses. 
If the balance arises by reason of excessive drawings, and the limited 
partner is unable to contribute by reason of his insolvency (unless 




743 



Capital of Limitec Partner 



744 


Balance .|b/dl| 1,50a 



1950 ! I 1950 

Dec. 31 Tg Drawing’s ..... | 370j|l^®o. 3^ Profit and Loss Account ^ X £Ij8oo. 

11 || ,, Transfer to Capital Account 



745 


'ransfer to Capital Account 
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the rule in Garner v. Murray is barred), such loss must be borne 
by the continuing solvent partners in capital ratios ; on the other 
hand, that part of the balance arising through a limited partner's 
share of must be borne in profit and loss ratios. By excessive 
drawings is meant withdrawals in excess of the limited partner’s 
share of profits. 

It may be mentioned that in the absence of judicial ruling other 
views are held in the profession. It is argued for instance that 
Garner v. Murray can never apply in a Limited Partnership. Others 
equally ardently maintain that whether the debit against the limited 
partner is — to employ the language used in this book — a mere debit 
balance or an actual debt, the Garner v. Murray rule is applicable' 
where the limited partner will not or cannot pay the amount in 
question to the firm, but it seems clear that unless the debit repre- 
sents a debt due by the Limited Partner and the deficiency arises 
through his insolvency the rulc in Garner v. Murray is not applicable ; 
and in any case the general partncr(s) admit him on the footing 
that he is not liable in respect of any sum that merely represents 
the excess of losses over profits. The Limited Partner before partici- 
pating in profits earned in the future would be required to bring 
into account such excess, but this does not constitute a debt. 

Illustration. A, B, L, M are in partnership, sharing profits and 
losses in the ratio of 2 : 2 : i : i. Their capitals on ist January were 
£1,060, £700, £100, and £240 respectively. A and B are general 
partners, L and M being limited partners. The drawings for the 
year were A, £200; B, £150; L, £50; and M, £80. It was decided 
on 31st December that the partnership should be dissolved, the 
loss on realization being £goo. Show the accounts of the partners, 
assuming that the limited partners cannot subscribe towards their 
deficiency. (See page 747.) 

SECTION (J) MISCELLANEOUS 

Reconstruction. 

Where a firm is in financial difficulties, the creditors may decide 
to give assistance so that the necessity for bankruptcy proceedings^ 
may be avoided. Such assistance may take the form of granting to 
the firm a moratorium, that is, an agreement to forbear for a defined 
period of time from suing or taking such other remedies for the 
payment of debts as the law permits. This forbearance is usually 
accompanied by an agreement for a cancellation of a portion of the 
firm's liability to the creditors. 

In addition, a person, whether a creditor or not, may advance 
money to the firm for purposes of paying creditors and for working 
capital. In the latter circumstances the lender may stipulate for 
an agreed rate of interest, varying with profits or at a definite rate. 
In consideration of their forbearance, the creditors may stipulate 
for a share in the profits to cover the discount granted to the firm 
and reasonable interest. 
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Where a loanholder agrees to become a partner, the usual entries 
consequent upon the admission of a new partner will be made, 
except that the balance of loan will be credited to the Capital 
Account of the loanholder; but in any case it is usual to open a 
Reconstruction Account to give effect to the terms of the arrange- 
ments entered into with the creditors where they agree to a reduc- 
tion of their claims. 

The Reconstruction Account will be debited with losses on re- 
valuation of assets and the expenses of reconstruction, assets and 
cash being respectively credited. In accordance with the principles 
previously stated, a revaluation of debtors will take the form of 
creation of, or increase in, a Bad Debts Provision, Reconstructio.^ 
Account being debited and the Bad Debts Provision credited. 

Increases in the value of assets and the profit arising from the 
reduction in the amount of liabilities to the creditors will be debited 
respectively to the assets and creditors and the Reconstruction 
Account credited. 

The balance of Reconstruction Account will be transferred to the 
Capital Accounts of the old partners in exactly the same manner 
as the balance of an ordinary Profit and Loss Account. 

Any subsequent profit or loss as compared with the revised book 
values will accrue to the new firm, so that if a lender has become a 
partner he will share such profit and bear such loss in the agreed 
ratio in the usual way. Where the creditors stipulate for a certain 
proportion of profit in consideration of the assistance rendered to the 
firm, their accounts will be credited (usually in the form of a total 
account) and Profit and Loss Appropriation Account debited 
with the amount to which they are entitled. Upon payment the 
creditors (or the total account) will be debited and cash credited. 

Illustration. The following is the Balance Sheet of Ryland at 
31st December, ig, . — 


Balance Sheet as at 31ST December, 19. . 


Creditors .... 

£ 

5 jODO 

Sundry Assets 

£ 

i, 5 »o 

Bank .... 

1,400 

Debtors .... 

3 - 5 DO 

Fletcher — Loan . 

1,000 

Stock .... 

2,100 


£ 7,400 

Ryland — Capital . 

300 

^ 7 . 4 °“ 


On 1st January following, a meeting of creditors was summoned 
owing to the serious financial position of Ryland, at which the 
creditors, other than the bank, agreed to accept 15s. in the £ in full 
settlement. Fletcher agrees to make a further advance of £4,500, 
and to be credited with £5,500 as a partner. Stock is to be revalued 
at £1,840, and the debtors at £2,300. 

In due course the_^debtors realized £2,480. 
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Show accounts, assuming that the profit-sharing ratios are to be 
Rylanda : Fletcher z. 


Dr. Reconstruction (or Capital Adjustment) Account Cr. 


19 

JaD. 


' I Td Bad Debti Provision 
,, Stock Provision 



£ 

19. . 


1,300 

Jan. 1 


260 



£1.460 



By Creditora — 

Allowance jb. In £ 
on £5,000 

„ Loss tranfifcrred to 
Ryland Capital 
Account 


£ 


i.ajo 


9ID 


£1,460 


Dr. Capitals Cr. 




Ryland 

Fletcher 




Ryland 

Fletcher 



£ 

£ 

19.. 



£ 

£ 

To Balance 

b/d 

31KJ 


Jan. 1 

By Cash . 



4.500 

,, Loss on Re 





„ Transfer from 




constnictiun 


210 



Loan Ac- 




,, balance 

c/d 


5.572 

? 

count 

,, Bad Debts 









Provision 
written back 


* loB 

7 * 






,, Balance 

c/d 

402 




£510 

£5.572 




£ 5 Id 

£5.572 

P To Balance 

b/d 

402 


7 

By Balance 

b/d 


5 . 57 a 


Dr. 


Cash 


Cr. 


19 



£ 

19.. 



£ 

Jan. 1 

To Fletcher — Capital 



Jan. 7 

By Bank 


1,400 


Account 


4,500 

7 

,, Creditors 


J,75o 

7 

„ Debtors . 


2,480 

7 

,, Balance . 

c/d 

i.Bjo 




£6,980 




£6,960 

7 

To Balance . 

b/d 

1,830 






Balance Sheet as at ? ■ 


Flutcher — Capital 


L 

5.572 

Sundry Assets 

£z,ioo 


Stock 


Less Provision . 

z6o 


Cash 

Ryland — Capital 


£5.572 




* The profit on realization of Debtors is a partnership profit, and is arrived 
at as follows — 

Debtors’ valuation is ^3,500 less Provision I, zoo. As the debts realize ;^z, 4®° 
there will be a transfer from Debtors Accounts to the Bad Debts Provision of 
the loss on book values, viz. ^1,020 (/3, 500 less leaving a credit balance 

„ to Bad Debts Provision of /i8d, which is written back to Capitals in the ratio 

* After realization of debtors and payment of creditors. 
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Partnership Branch Accounts. Where a partnership is carried on 
at several distinct places it is often arranged to have one partner at 
each place or group of places, and for such partner in charge to have 
a profit ratio higher than the others. 

The accounting arrangements will vary according to circumstances ; 
for instance, the whole scries of separate establishments may be 
regarded and dealt with as departments with all the assets, liabilities 
and capitals incorporated in the books of the chief place of business, 
or the establishments may be regarded as branches and treated 
accordingly. As will have been seen in Chapter XIX the particular 
form of branch accounting will vary considerably according to 
circumstances. Where the establishments are regarded as separates 
accounting units, the procedure will ftdlow substantially the 
general pattern of ''self-contained” Branches and the incorpora- 
tion of the separate establishment profits or losses will call for 
attention. 

The entries for the profit of each establishment are — 

(1) Profit of Local establishment : 

Debit Profit and Loss (Appropriation) Account of the establish- 
ment. 

Credit Resident Partner with his share. 

Current Account of each of the other establishments 

according to the ratio attributable to the resident partner there 

(2) Profit of other establishments : 

Debit Current Account of each respective establishment. 

Credit Local partner’s Capital Account for the share attributable 

to him from the other establishments. 

(The treatment of losses will be the reverse.) 

Illustration. A, B and C are partners, managing establishments ai 
Andover, Bournemouth, and Canterbury respectively, each place 
being self-contained. Each partner takes one-half of the profit 
of his local establishment, the remainder going equally to the non- 
resident partners. Assuming that the profits are Andover ^3,000, 
Bournemouth ;fz,ooo, and Canterbury £8oo, show in abridged form 
the entries required for dealing therewith. 


A’s Books 

Dr . Profit and Loss Account Cr. 


To A — 1 
„ B-J , 

„ . 


£ 

1,500 

750 

750 

By Balance 


£ 

3,00“ 



/SfDod 
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Dr. ^ Cr. 





By Profit — J (^) . 

.. Profit— i (B) . 

.. Profit— i (C) . 


£ 

1,500 

500 

200 






2,200 


Bournemouth Current Account Cr. 


loA — i 
,, Balance . 

c/d 

£ 

500 

250 

By Profit — J 


£ 

750 



£750 



£750 




By Balance. 

b/d 

250 


Dr. Canterdurv Current Account Cr. 


To C—i 
,, Balance . 

c/d 

£ 

200 

550 

By Profit — J 


0 



£750 



£750 




By Balance. 

b/d 

550 


B's Books 

Dr. Profit and Loss Account Cr. 


To B— J 

„ A-* . . . 

c^l . 


£ 

1,000 

500 

500 

By Balance. 


£ 

2,000 



^2,000 



/2,ODO 







Dr. 

B 

Cr. 




By Profit — ^ 

.. Profit— i [A] . 

„ Profit— i (C^ . 


£ 

I,O0O 

750 

200 






1.950 

Dr. Andover Current Account 

Cr. 

To A—^ 


£ 

750 

By Profit — J 
,, Balance. 

c/d 

£ 

500 

250 



£ 75 ‘» 




To Balance . 

b/d 

250 
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Dr. Canterbury Current Account Cr. 


To C—i 
p. Balance . 

c/d 

£ 

200 

300 

By ProGt— i 


i 

500 



£50° 



£500 




By Balance. 

b/d 

300 

C’s Books 

Dr, Profit and Loss Account 

Cr. > 

To C— 1 

A— i 
.. B-i 


£ 

400 

ZOO 

200 

By Balance. 


£ 

Bod 



£»oo 



^800 








Dr. C Cr. 





By Profit — 4 
„ Profit — 4 
,, Profit — 4 


£ 

400 

750 

50D 

1,650 

Dr. Andover Current Account 


Cr. 



£ 



£ 

To A—i 


750 

By Profit — 4 


2D0 




„ Balance. 

c/d 

550 



£75° 



_ 475 °l, 

To Balance . 

b/d 

55 ° 





Dr. Bournemouth Current Account Cr. 


To C— 4 


£ 

500 

By Profit — 4 
,, Balance. 

c/d 

£ 

ZOD 

300 



£5^ 



£^e°. 

To Balance . 

b/d 

300 
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The current accounts in each set of books agree, e.g. the credit 
(in Andover books) in favour of Canterbury is ^55o, which agrees 
with the debit (in Canterbury books) against Andover. 

These balances will appear in the separate Balance Sheets of the 
three establishments and will disappear in the combined Balance 
Sheet of the firm (similar to Head Office Current and Branch Current 
Accounts in Branch Accounts where the Branches are self-contained 
accounting units). 

[The figures in ordinary type illustrate rule (i) ; those in italics 
rule (2) (see page 750).] 


Foreign Exchange 

Illustration. J. Bull and U. Samson are in partnership as cotton 
merchants and brokers, Bull managing the Manchester Office and 
Samson the New York Office. The profit sharing ratios are — 

Manchester New York 

J. Bull — three quarters. J. Bull — one half. 

U. Samson— one quarter. U. Samson — one half. 


The profits for the year to 31st December, 19.., are (i) Man- 
chester, £2,000; and (2) New York, 14,480, a rate of {2-80 to £ to 
be taken. Show accounts. 

The profits will be split thus — 


J. Bull 

I £ 

Manchester 4,200 1,500 (a) 

New York 2,2^0 (c) 800 


I 

1,400 
2,240 (d) 


(see p. 754) 




$3,640 


17 . Samson 

L 

500 (b) a b = £z,ooo 
800 c -j- d = $4,480 


Entries in the New York books — 

(1) Debit Profit and Loss Appropriation Account with J. Bull's share of 

the American profits. 

Credit J. Bull’s Current Account with his share of the American profits. 

(2) Debit J. Bull's Current Account with the dollar equivalent of U. Sam- 

son's share of English profits. 

Credit Profit and Loss Appropriation Account with the dollar equiva- 
lent of U. Samson's share of English profits. 

Entries in the Manchester books — 

(1) Debit Profit and Loss Appropriation Account with U. Samson’s share 

of the English profits. 

Credit U. Samson's Current Account with his share of the English profits. 

(2) Debit U. Samson’s Current Account with the sterling equivalent of J. 

Bull's share of the American profits. 

Credit Profit and Loss Appropriation Account with the sterling equiva- 
lent of J. Bull’s share of the American profits. 

Converse entries would be made for losses. 
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New York Books 
Dr. 


J. Bull Current Account 


Cr. 


To Profit and Loss Appropri- 
ation Account: 

^ Share of ^2.000 at I2.80 
to I 


s 

By Profit and LossAppropri- 

1 


ation Account : 


1,400 

^ Share of 14,480 

2,240 


Dr. Profit and 

Loss Appropriation Account 

Cr. 

To J. Bull Current Account : 

1 

By Profit 

1 

4,480 

^ share 

2,240 

,, Manchester Profit 

1,400 

,, Balance — U. Samson 

3.640 




I5.S80 


I5.88D 


Manchester Books 

Dr. U. Samson Current Account Cr. 


To Profit and Loss Appropria- 
tion Account : 

^ share of 14,480 at |2-Bo 

to 1 

i 

800 

By Profit and Loss Appro- 
priation Account : 
i share of ;^2, ODD. 

£ 

50D 

Dr. Profit and Loss Appropriation Account 

Cr. 

To U. Samson Current Account : 

J share .... 
,, Balance — J. Bull 

£ 

50D 

2,300 

By Profit .... 
,, New York Profit . 

£ 

z,oon 

8do 


;^2,800 


^2,8oo 






Dissolution. On dissolution it will be necessary to adjust any 
profit or loss on exchange, such being treated as a profit or loss on 
realization. It is usual to treat the latter equally between the part- 
ners as it cannot strictly be said to arise in the course of trading 
operations of either of the businesses, but from a settlement of 
capital balances. 

Illustration. The following are the Balance Sheets of the partners 
in the foregoing illustration. 


Manchester Balance Sheet 


J. Bull — Capital 

£ 

5, ODD 

Sundry Assets 

U. Samson — Current Account 

£ 

4.000 

1.000 


;^5.ood 
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Nsw York Balance Sheet 


A ssets ^ 

Sundry Assets . 

1 

52,800 

Liabilities ^ 

U. Samson — Capital 

J.BuLl — Current Account . 

1 

50,000 

2 ,BoO 


$52,800 


$52,800 






On that date the partnership is dissolved and the assets realize : 
Manchester, £5,000; New York, $50,000. All the entries relative 
to the dissolution are to be put through the books at the rate of 
j2-8o to £. When the final remittance is made the rate is $2-60 to £. 
Show accounts. 


Manchester Books 

Dr. Realization Account Cr. 


To Sundry Assets . 

,, Expenses 

,, Profit on Realization- 
J. Bull i . £^ 5o 

U. Samson^. 250 


£ 

4,000 

? 

1,000 

By Cash 


£ 

5,000 



£ 5.000 



£5.000 







Dr, 

j 

\. Bull 

Capital 


Cr. 

To Loss on Realization — 
New York 51,400 at 

$2-8DtO;^ . 

.. Balance 

c/d 

^DO 

5,250 

By Balance 
,, Profit on Realiza- 
tion — Manchester 

b/d 

£ 

5,000 

75° 



£ 5 . 75 ° 



£5.750 




By Balance 

b/d 

5.250 

Dr. U. 

, Samson Current Account 


Cr. 

Td Balance . 

b/d 

£ 

1,000 

By Profit on Realiza- 
tion — Manchester 
,, Loss on Realization — 
New York $1,400 
at $2- 80 to £ 

,, Balance 

c/d 

£ 

250 

500 

250 



^1,000 



£1,000 

To Balance . 

b/d 

250 




Dr. 


Cash 


Cr. 

■^lo Realization Account. 


£ 

5,000 





^ In accordance with American practice. 
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It will be seen that the total of the Cash and U. Samson Current 
Account equals the balance due to J. Bull as shown in his Capital 
Account. 


Nbw York Books 

Dr. Realization Account Cr. 


To Sundry Assets 
„ Expenses 


f 

52,800 

? 

By Cash . 

„ Loss on Realiza- 
tion — 1 

U. Samson \ 1.400 
J. Bull J 1,400 


1 

50,000 

2,Sprn 



152,800 



$52,8 i )[) 








Dr. U. Samson — Capital Cr 


To Loss on Realiza- 
tion — New York 
,, Balance 

c/cl 

5 

1,400 

49.300 

By Balance 
,, Profit on Realiza- 
tion — Manchester 
at 52-80 to/ 

b/d 

1 

50,000 

700 



$50,700 



55o,7v)i) 




By Balance 

b/d 

4 9 . 3 ’>/ 

Dr. 

J. Bull — Current Account 


Cr. 

To Profit on Realiza- 
tion — Manch ester 
;£25oat $2-8d tO;f 
„ Loss on Realiza- 
tion — New York 
,, Balance 

c/d 

1 

700 

1,400 

700 

By Balance 

l)/r] 

1 

2, 8oo 



|2,8oo 



52,800 




By Balance 

b/d 

700 

Dr. 


Cash 


r » 

To Realization Account 


1 

50,000 





As the rate of exchange at the date of the final remittance is |2-0u 
to the £ the dollar price of £250 is $650, hence a profit of I50 ; as 
this profit is shared equally, U. Samson will retain J25 of the I700, 
remitting I675 due to J. Bull, i.e. I650 plus his share of profit on 
exchange of $25. The remittance of I675 at $2‘6o to £ (ignoring 
expenses) will produce £ 2 ^^ 12s. 4d. 
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The final entries will be — 


Manchester Books 

J. Bull — Capital Cr . 




£ 

s. 

d. 



£ 

s. 

d. 

To Balance . 

c/d 

5.259 

12 

4 

By Balance . 

b/d 

5.260 

0 

0 






„ Profit on remit- 










tanCB — I25 
at ^2'6 o to £ 


9 

12 

4 



;^ 5.259 

12 

4 



£ 5 A 59 

12 

4 






By Balance 

b/d 

5.259 

12 

4 


Dr. U. Samson — Current Account Cr. 




£ 

s. 

d. 



£ 

S. 

d. 

To Balance . 

b/d 

250 

0 

0 

By Draft 


259 

12 

4 

„ Profit on remit- 










tance — I25 
at I2 OQ to £ 


9 

12 

4 








£259 

12 

4 



£^59 

12 

4 












Dr. Cash Cr. 




£ 

5 . 

d. 

To Balance . 

b/d 

5.000 

0 

0 

,, Bemittance — 




U. Samson 
Current Ac- 





count — $075 
at |2-6 o to £ . 


259 

12 

4 



i 5.259 

12 

4 

To Balance . 

b/d 

5.259 

12 



By Balance 

c/d 

5,259 

s. 

12 

d. 

4 



;i 5.259 

12 

4 







New York Books 


Dr. U. Samson Capital Cr. 


To Balance 

c/d 

* 

49.325 

By Balance 
„ Profit on remit- 
tance — £g 1 25 . 4d. 
at |2-bD to £ 

b/d 

1 

40,300 

25 

1 


I49.325 



I49.325 




By Balance 

b/d 

49.325 
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Dr. J. Bull — Current Account Cr. 


To Draft — 

£25g 12S. 4 d. at 
|2-6 o to £ 

,, Profit on remit- 
tance I 2 S. 4d.at 
|z-6d to£ . 


675 

25 

By Balance 

b/d 

1 

700 



$700 



I70D 







Dr. 


Cash 


Cr. 

To Balance 

b/d 

1 

50.000 

By Remittance — 

J. Bull Current 
Account-/259 12s. 
4d. at $2-60 to £ . 
,, Balance 

c/d 

1 Y 

675 

49.325 



150,000 



150,000 

To Balance 

b/d 

49325 





The cash in hand in each country is now sufficient to pay out the 
Capital Accounts of J. Bull and U. Samson. 

Examination Problem. A, B, and C were in partnership, sharing 
profits in the proportions of 5, 4, and 3, and accounts were prepared 
annually as on 31st December. Interest at 5 per cent per annum wao 
allowed on capital accounts, but no interest was charged on drawings. 

The partnership agreement provided that in the event of the 
death of a partner during any year no special accounts should be 
prepared until the end of the year, when the amount due to the 
deceased partner's estate was to be calculated as follows — 

{a) Profits (before charging partnership interest) were to be appor- 
tioned on a time basis in months up to the end of the calendar 
month in which the partner died, the profits accruing up to such 
date to be divided as though the partner had lived to the end of 
the month. 

(6) Goodwill was to be calculated on the basis of two years' pur- 
chase of the average profits (after deducting partners' interest) for the 
three years immediately preceding the end of the month in which 
the partner died, a year's profits to be apportioned (in months) if 
necessary. 

(c;) The deceased partner's capital and current accounts, share of 
profits under (a) above and of goodwill under (6) above to be added 
together, and the total so found to carry interest at the rate of 5 
per cent per annum from the first day of the month following his 
death until paid. 

The surviving partners, failing any other agreement, were to 
continue sharing subsequent profits in the same ratio as had previa* 
ously applied as between themselves. 

A died on 2oth June, 1953. 
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On ist October, 19531 D was admitted as a partner, and the 
profit sharing ratio from that date as between B, C, and D was 5, 
4, and z; the profits of the year in which D became a partner 
were agreed to be apportioned on a time basis. 

Profits before charging any interest, were as follows — 

Year to 31st December, 1950 . £5, ^^'2. 

1951 ■ • £'4.192 

„ .. 1952 ■ - ;£3.627 

3, 1953 ■ • 1 ^. 97 ^ 

At no time previous to 1953 did the Balance Sheet include any 
Goodwill Account. A's Capital Account stood at £10,000 through- 
out the whole period up to his death, and B’s at £6,000. C had 
£4,000 up to 1st August, 1953, when he brought in a further £1,200. 
On 1st October, 1953, D brought in £3,200, of which £z,ooo was 
credited to his Capital Account, while the balance, agreed as repre- 
senting his share of goodwill, was credited to the Capital Accounts 
of B and C in their old profit sharing ratios. These several sums 
were paid over to A's executors immediately they were received, 
and, in addition, £1.000 was paid over on ist December, 1953, out 
of cash in hand. 

As on 31st December, 1952, A*s Current Account was in credit 
to the extent of £805, and during 1953 he had drawn £100 at the 
commencement of each month. 

You are required to calculate the balance due to A's estate and 
the division of profits between the other partners as on 31st Decem- 
ber, 1953. (Calculations to the nearest £ and income tax ignored.) 

[Institute of Chartered Accountants Final) 

Relevant accounts appear on page 760. 

The division of the Interest on the amount due to A’s executors is as 


follows 


£ 

i 

Interest @ 

5% per annum for i month on £13,680 . 

57 


” 

,, ,, ,, 2 months on £12,480 . 

104 

161 

, , 

,, ,, ,, 2 months on £9,280 

77 


'* 

,, ,, ,, I montfi on £8,280 

35 

112 

£273 


KoUs (i) Compulation □/ CoodwiU — £ 

Onc-half of pruiits to 31st December, 1950 2 s;*] 

Profits to 3i5t DcL'eiuber, IQ51 ..... 4.192 

M .. .. 195 ^ 

Oue-half of profits to sist December, 1953 . . i.gSS 

12, 378 

Le&s Interest on Capital (£i,ddo annually) . 3,000 

3 ^ 9,378 

Average ......... £3,126 

2 years’ purchase .... . . £6,252 

A’s share thereof X £6,252 .... £2,605 


25 — (B.aoB.|) 



Profit and Loss Appropriation Account for the Year Ended 31ST December, 1953 
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Interest on jfi 3 , 63 o . . fi I 342 X3,6fia 

E fiance oi Interest from Contra I 273 
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^il )Statement of Capital AccountB of B and C — 

1953 

Jan. 1. Balances ...... 

June 30. Less Share of Goodwill credited to A . 1^ 

Balances at 30^X1 June 

Aug. 1. Cash brought in . 

Balances at Z5f . 

Oct. 1. Share of Goodwill purchased by D • ^ 

Adjustment between B and C re purchase 
of share of goodwill consequent upon 
change of profit-sharing ratios (per 
Statement iii) . . . . -h 

Balances at 1st October . 


[iiij btalement of Goodwill Adjustment — 

Goodwill (£6,6ud) 


Old ratio of of Goodwill [1 e. 1^3,400] 
New ratio of of Goodwill 


B 

£ 

^ 3,000 


¥ *,314 

9 Z.4D0 


‘rhe amount of £6.600 is ^ X £x,3oo — D paying £1,200 for ,“j share. 

M previously had 4 as against 4 to C and is now to have he is a seller of Such 

pioi>oilum of I'l of £6,600 equals L ^3 J 

1 resting the Goodwill on the “Share sold *' method the computation is — 

(Goodwill £6,600) 

BCD 
Did ratio . 14 — 

New fcitii' . Ci ^ 

Cr. ,‘'7 Cr.J", -= £428 Dr. — £1,200 

Thus D having paid the £1,200, the adjustment as between B and C is — 

B C 

£ £ 

Share of Goodwill due . 772 42B 

Credited in accounts 666 514 


(iv) Statement of Interest on Capital — 

Interest on Capital 



A 

B 

C 

D 


JVl tuS 

In- Capi- 
terest tal 

In- Capi- 
tercst taB 

In- Capi- 
tercst tal* 

In- Capi- 
terest tal 


1 _ 

£ £ £ 

£ £ £ 

£ i 

■in. I to June 30 

6 S50 10,000 

150 6,000 

109 4,000 


uly I to ]uly 31 

1 

1.9 4,511 

12 z,BB4 


ug. 1 to Sept. 30 

z 

38 4,511 

34 4,064 




^ 57 

— 45 


*ct. I to Dec. 31 . 

3 

G6 5,zB3 

56 4,512 

25 2,000 


£250 

£273 

£202 

£25 







(v) I'he balances of the Current Accounts of B and C assumed to be kept separately from the Capital 
dfcounts. 

' Per Capital Statement (see note ii). 



CHAPTER XXIII 
LIMITED COMPANY ACCOUNTS 
SECTION (A)— INTRODUCTION 
GENERAL PRINCIPLES 

The subject-matter comprised under this head is probably the 
most important of all for the examination student, special papers 
being set in almost all the examinations of the professional bodieiji 
on the subject of Limited Company Accounts. 

Before proceeding to the accounts proper, it is essential to outline 
briefly certain important general principles. 

These may be summarized as follows — 

1. A limited company is a body corporate, that is, an aggregation 
of persons and individuals, arising by Statute or Royal Charter, 
having the status of a separate "being" or person, the liability of 
whose members is limited according to circumstances. 

The type of limited company which most concerns the account- 
ancy profession is that formed under the Companies Acts, 1929 
and 1947, now consolidated in the Companies Act, 1948.^ The 
company may have a share capital with the liability of the share- 
holders limited to the amount remaining unpaid on the shares for 
which they have subscribed ; or it may have no share capital, the 
liability being limited to the amount members agree in the form of a 
guarantee. It must always be considered as a separate "being/' 
irrespective of the individuals who have subscribed the necessary 
capital. As such, it is able to sue or be sued, hold land, carry on 
business, and, subject to the obvious fact that it must exercise thesL' 
activities through the medium of animate persons, is generally 
capable of exercising the functions of an individual, with certain 
penalties for transgression. Penalties of a monetary nature can be 
enforced against the company; in addition, companies, like in- 
dividuals, arc liable to have tlieir property seized, e.g. by distress; 
but clearly, many penalties of a more "physical" nature must Iv.: 
visited upon the individuals in control. Although it is beyond the 
scope of this work to deal with legal tojiics, it may be stated that a 
limited liability company is incapable of committing a felony; the 
law of slander has a limited application thereto ; whilst the criminal 
code is but partly applicable to companies. The company begins its 
legal life by being incorporated, which is evidenced by a certificate 
of incorporation, and closes it when it is dissolved through the legal 
process known as "liquidation." 

2. Share Capital must always be kept quite distinct from the^ 


And older companies incorporated under previous Companies Acts. 

762 
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balance of profit and loss. In partnership, the proprietors transfer 
their proportions of profit or loss either to their respective Capital 
Accounts or to their Current (or Drawings) Accounts. In limited 
companies, however, no member is entitled to receive a share of the 
profits until there has been a "declaration of a dividend" by the 
directors, approved by the members. In addition, it will be remem- 
bered that partners (subject to contrary agreement) share profits 
or losses equally, but members of a company share on a capital 
basis whenever a distribution of profits is made. 

3. There are frequently distinct grades or classes of share capital, 
distinguished generally by one class having a privilege not possessed 
by another, e.g. a prior right to the payment of dividends or the 
first right to capital repayment as against another class of share 
capital if the company goes into liquidation. 

4. A person who lends money to a limited liability company 
usually receives an acknowledgment under seal (which, when wit- 
nessed by authorized persons, is the evidence of an act done by 
a limited liability company). Such lender is termed a Debenture- 
holder. A loan may or may not be accompanied by a charge 
on some of the assets of the company ; but the existence of a charge 
is not a necessary legal element, however desirable from a business 
point of view. It is therefore of the greatest importance to note the 
contrast between the position of a member and a debenture-holder. 
Where one person holds both shares and debentures, then his rights 
as a member are distinct from those as a debenture-holder. 

The main distinctions between debentures (and debenture-holders) 
and shares (and members) are summarized thus — 

[a) A member is a part owner, i.e. a co-proprietor, whilst a 
debenture-holder is a creditor, so that — 

(ft) In a liquidation the latter claims payment as a creditor, 
whilst the member together with his co-members may receive 
repa3anent wholly, or in part, only after the costs of liquidation and 
the liability to creditors, including debenture-holders, have been met. 

(c) The right to interest on a debenture is not dependent upon 
profits. It is a right, varying according to the terms of the deben- 
ture, which may be enforceable against the company — even if 
during the period in which the interest is accruing the company 
has sustained a loss; it therefore constitutes a definite charge 
against profits ; in other words, profits cannot be said to have been 
earned unless and until full provision has been made in the accounts 
for debenture interest. Furthermore, the right to pa5m[ient is not 
dependent upon any declaration as in the case of a dividend. On 
the other hand, the member obtains a dividend only when — 

(i) there have been profits earned ; followed by 

(ii) declaration of dividend ; which will rarely be such as to 
divide the whole of the profits earned. 

Therefore, such a payment of dividend is a disposition, 
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DISTRIBUTION, or APPROPRIATION of profits and in no way a charge 
against them. In short, it may be stated: "no profits and declara- 
tion, no dividend.” 

(d) A debenture may be issued at par, premium, or at a discount, 
whilst a share (i.e. a portion of the capital) may be issued at par or 
at a premium; but only subject to important restrictions 
laid down in the Companies Act, 1948, may it be issued at a discount. 
Further, capital (with one exception) is not ordinarily repayable 
to the members other than in liquidation. Debentures, however, 
may be either redeemable or permanent. 

On the other hand, a common feature is that upon pajment 
income tax at the standard rate must be deducted from the gross siKji 
payable by way of interest on debentures or dividends on sharesr 

5. A limited liability company can only exercise such functions 
as come within the scope of its powers as laid down by the objects 
clause of the Memorandum of Association — one of the documents 
that must be filed with the Registrar of Companies, before incor- 
poration; whilst the directors are endowed with certain powers 
as laid down in the Articles of Association (which must be filed along 
with the Memorandum). The Memorandum is the vital document 
because no confirmation of an act improperly done in contravention 
of the Memorandum can give validity to the act ; being in sharp 
contrast to the Articles wliich, as it were, form the by-laws of the 
company, for an act done beyond the powers defined in the Articles 
may be confirmed or ratified by the members of the company. 

6. The Companies Act, 1948, requires the registration of many 
acts and transactions. In addition, it compels the company tr 
furnish details of members and their holdings and many other 
particulars in a document called the Annual Return ; whilst certain 
books, called Statutory Books, must be kept, and subject to certain 
limitations, some of them, e.g. register of members, are open for 
inspection by the public. 

7. The Companies Act, 1948, contains provisions as to keeping 
accounts, furnishing accounts to members and debenture-holders, 
the holding of meetings, the voting rights of the members, and 
the contents of the Profit and Loss Account and Balance Sheet. 

8. In certain exceptional cases, subject to the sanction of the 
Court, the share capital of the company may be reduced, modified, 
or re-arranged. 

Alphabetical Summary. In order to assist the student to observe 
the essential differences between non-limited company and limited 
company matters the following alphabetical summary is given — 

A = Articles ; authority of directors ; agency of directors and 
their strict accountability to members ; auditor necessary. 

B = Borrowing powers; no Bill of Sale can be given as securit^r 
nor can there be bankruptcy of a limited company ; books ‘ 
of account. 
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C = Capital ; control ; importance of case law re limited com- 
panies. 

D = Direction by directors ; debentures only in a limited com- 
pany; no drawings in limited companies; dividends; 
disclosure of certain details, e.g. directors’ names, etc. ; 
distringas notice ; death of member does not dissolve the 
company ; disclosure of required details. 

E = Enlargement of scope of company activities limited by 
statute ; legal entity of a limited company. 

F = Forfeiture of shares in limited companies; foreign holders 
of shares do not affect domicile of company ; regulations 
regarding companies registered in foreign countries ; 
fiduciary position of directors; filing documents. 

G = Governing Act — Companies Act, 1948 ; [Partnership Act, 
1890; Limited Partnership Act, 1907; Business Names 
Act, 1916, the latter applying equally to sole traders, 
partnerships, and Limited Companies]. 

H = Home or domicile. 

I = Income tax position ; invalidity of certain acts beyond the 
scope of the company ; Interest on Construction Capital : 
Investigation regulations. 

J = (Usually) joint and several liability of holders of shares to 
pay the amount necessary on the shares. 

K = Keeping open certain Statutory Books in the case of a 
limited company. 

L = Liability of members limited ; lien of company on shares ; 
lunacy or insanity of member of company does not give 
any right to dissolve ; liquidation. 

M = Meetings; Memorandum; management; minutes. 

N = Notices of meetings; name of company; numbers of mem- 
bers and directors, minimum and maximum. 

0 = Office (registered) ; objects clause; officers. 

P = Prospectus ; profits ; preliminary expenses ; priorities of 
classes of members to dividends and capital; polls; 
proxies ; public and private companies. 

Q — Qualification shares of directors; quorum. 

R ^ Reserves; Reduction of Capital; Reports of Directors and 
Auditors; Requisitionist meetings; Registered office. 

5 = Stamp duties ; seal of company ; Stock Exchange quotation ; 
secretary. 

T = Transfer of shares; termination of company; time limits 
for registering documents, notices, etc., Table A; Tax. 

U = Underwriting. 

V = Voting powers. 

W = Winding-up provisions. 

Ihe above alphabetical indicator, it must be understood, does 
no more than point out to the student the dominant legal topics 
connected with the affairs of limited companies. 
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Before proceeding with the treatment of the accounts a brief 
summary is appended showing the chief differences between a part- 
nership and a limited company ; and private and public companies. 


Points 

Partnership 

Limited Company 

z. RBguUtjagAct(s) 

Partnership Act, 1890. 

Limited Partnership Act, 1907. 
Business Names Act, 1916.^ 

Companies Act, 194B. 

Business Names Act, 1916.* 

3. Members . 

Limited to 20 — except banking 

partnership, which is 10. 

Private company — minimum of 2 aud 
maximum of jo (exclusive of certain 
individuals). 

Public company — minimum ol 7 and 
no maximum fexcept there can 
no more mcmDcrs than shares). * 

3. Entity 

Not a legal entity, except in Srotlaiid. 

Is a legal entity. 

4. UabUity . 

Unlimited, except in a limited partner- 
ship as regards the limited partner. 

Limited. [Directors’Liability may be 
made unlimited.] 

5. Capital 

A.S partners agree. 

Alterations as partners agree. 
Withdrawals as partners agree. 

Maximum issued share capital must 
not exceed authorized capital upon 
which a duty oi ids .% is payable. 
Alterations in rights must conform 
to certain formalities ; capital can- 
not usually be withdrawn. 

6. Profits 

As partners agree, otherwise equally. 
May be added to capitals. 

Distribution ol profits depends upon 
declaratiou based upon t>i>e and 
numbers of shares held. 

Cannot be added to capital unless by 
way of bonus shares. 

7. Management 

All entitled to take part (excepting a 
limited partner) ; inspect books and 
take copies. 

Management vested in a number 
indiviLliiaU, usually but not ncce.s- 
.sarily sharrholders, called directors. 
Mr'iubers cannot inspect account 
books, but must be scut Balance' 
.Shpcts and Prolit anti Loss Accduhii. 

B. Tax . 

All income receivable by a partner 
from the firm is included in the 
partnership assessments for Income 
Tax and Sur-tax. 

No tax deduction on distribution, and 
all profits are " earned’* income. 

Upon a change of partners the busin ess 
may be assessed as a continuing or 
a new business. 

Not liable to Profits Tax. 

RBmimeratioQ of diiectors is a proper 

charge again.st company prolits. 
Dividends must have tax deductcil 
at st.indard rale of Inconie Tax and 
are ‘'unearned” iiicniiiL*.® 

Special provisions in regard to sur-tax. 
l/pon partners converting the business 
into a limited company, the income 
tax rules relating to a discontinucil 
business [rt partners) and to a new 
business {re limited company) must 
be observed. Wear and Tear allo^- 
ancc.s unused by partnership wi/i 
be lost, but losses unused may be 
set off against the income of tbe 
partners who are shareholders in 
the new company. 

Liable to Profits Tax. 

9. Audit 

Not compulsory. 

Compulsory. 

10. Winding-up 

Carried out under bankruptcy rules 
if bankrupt. 

Carried out in aUemativo ways under 
the Companies Act. 

II. Books 

No legal necessity to keep btxiks of 
account but, in practice, books of 
account are necessary and open to 
inspection of all partners. 

Proper books of account must be kept. 
Not accessible to members (unless 
regulations so provide). 


* The Re^strar can refuse to register names he considers undesirable, bnthi n the case of partnership'^, 
and sole traders, and also companies (Sect. 116, Companies Act, 1^47). 

* But usually in private companies, directors will take profit in form of directors* fees as far as 
possible to obtain maximum earned income allowance. 
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Points 

Partnership 

Limited Company 

12. powers 

Can cony on such trade or business 
agreed upon: and subject to any 
change agreed upon. 

Limited to what is prescribed in the 
Memorandum of Association. [In 
practice, very wide powers are pre- 
scribed in the memorandum.] Fur- 
ther powers can be acquired within 
certain stated limits. Powers of 
Directors can by special resolution 
be curtailed or varied. 

13. Control. 

Equal, subject to contrary agree- 
ment. 

Immediate control by Directors. 
Ultimate control by the members, 
but in both cases voting power is 
deciding factor. As shares can be 
issued carrying no voting power 
real control might be exercised by 
Directors without holding more 
than a very small amount of the 
capital. 

14. Devolution and 
I'ransfer . 

Share transferable only if remaining 
partners agree. Death dissolves 
finn (unless partnership agreement 
provides otherwise) and deceased’s 
share must be paid as agreed. 

Shares (subject to restrictions or 
conditions in Articles) are trans- 
ferable, thus Dll death of member 
share is more readily renderable. 
Death of member does not dis.solve 
the company. Shares are not repay- 
able: personal representative must 
either [a) bold, (b) sell, or (c) trans- 
fer to a legatee where empowered to 
do so. 

15. Death Duties 

Payable always on value of partner's 
share based on “asset values" [in- 
cluding goodwill]. 

Payable on market value of shares 
held by deceased member, based on 
asset values in certain cases under 
Sect. 55 Finance Act, 1940. See 
Chap. XXVII, valuation of shares. 

ifj. .Statutory Re- 
quiremen ts 

No special stamp duties. No publicity 
or returns. (Except in Limited 
Partnership.) 

Special stamp duties on formation. 
Publicity of the infonnatiou re- 
quired DU registration: on creating 
charges or through annual return 
to Registrar of CumpaniE^s. 


Private Companies. A private company is defined by the Com- 
panies Act, 1948, Sect. 28, as follows — 

A company which by its articles 

[а) restricts the right to transfer its shares ; 

(б) limits the number of its members to fifty, not including 
persons who are in the employment of the company and persons 

- who, having been formerly in the employment of the company, 
were while in that employment, and have continued after the 
determination of that emplo5anent to be, members of the com- 
pany; and 

(c) prohibits any invitation to the public to subscribe for any 
shares or debentures of the company.^ 

Joint-holders of shares are counted for this purpose as one person. 

^ Including an offer or invitation made to any section of the public, whether 
selected as members or debenture-holders of the company concerned, or as 
clients of the person issuing the prospectus or in any other manner. But tlie 
offer or invitation will not be so treated if in all the circumstances it can 
properly be regarded as not being calculated to result, directly or indirectly, 
in the shares or debentures becoming available for subscription or purchase 
by persons othor than those receiving the offer or invitation, or otherwise as 
Deing a domestic concern of the persons making and receiving it, so that a 
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Exempt Private Companies. Both public and private companies 
are required to ' 'publish'' their accounts by annexing a copy to the 
Annual Return (see page 778), but a private company may claim 
exemption provided that — 

(1) The number of debenture-holders (like the shareholders) does 
not exceed 50. 

(2) No body corporate is a director and no arrangement is per- 
mitted whereby the company's affairs can be directed by any 
persons other than directors, shareholders, debenture-holders or 
trustees for debenture holders. 

(3) No body corporate is a holder of shares or debentures except, 
in certain cases, for shares held by an "exempt" private company. 

(4) No person other than the holder is interested in the shares or 
debentures (vide Sect. 129 and 7th Sch.). 

In regard to (4) there are provisions to deal with shares or 
debentures charged; the estates of deceased persons, pending 
completion of the administration; where a purchaser has bought 
shares or debentures and not yet registered ; and where the holder 
is under a disability and his property is vested in an administrator. 

An "exempt" private company need not forward to the Registrar 
of Companies a printed copy of a resolution or agreement required 
xmder the Companies Act, 1948, Sect. 143 (i), provided a copy is 
forwarded in some other form approved by the Registrar ; nor is it 
prohibited from making loans to its directors (Sect. 190). 

Certain privileges and exemptions are granted to private com- 
panies. The differences between private and public companies may 
be tabulated thus — 


Points 

Private 

Public 

1. Minimum number of members 

Two. 

Seven. 

2. Maximum number of members 

Fifty {cf. above). 

Unlimited (c/. above). 

3. Transfer of shares .... 

Restricted. 

Unrestricted. 

4. InvitatiDus to the public to subscribe 

Not allowed. 

Allowed. 

5. Statutory report and meeting 

Not necessary. 

Necessary. 

6. Minimum number of direr.tors 

One. 

Two. 

7. Restrictions on appointment of directors 

Not applicable. 

Applicable. 

8. Filing of statement in lieu of prospectus 

9. Restrictions as to minimum subscription 

and allotment ..... 
ID. Restriction •> as to commencement of 
business . 

Not required. 

Not applicable. 

Not applicable. 

Required. 

Applicable. 

Applicable. 

iz. Annual Return — ^inclusion therein of the 
last Profit and Loss Acrouiit and Bal- 
ance Sheet and Auditor's Report and 
other documents. 

1 

" Exempt ” company need 
not include Balance 
Sheet, etc., but ofhcers 
must sign declaration 
of compliance with re- 
1 gard to number of mem> 
bers, and conditions 
allowing exemption. 

Must include such Balance 
Sheet, etc. 

12. Share warrants ..... 

Cannot issue. 

May issue. 

13. Proxy holders ..... 

May speak at meetings. 

May not speak at meetings. 


provision in a, company's articles prohibiting invitations to the public to 
subscribe for shares or debentures shall not be taken iis prohibiting an» - 
invitation to members or debenture-holders which can properly be regarded 
as conforming to the above conditions [vid^ Companies Act, 19^^, Sect. 55). 
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Summary of Different Types of Companies 


Puint of 

Difference 

Statutory Company 

Joint Stock Company 

Chartered Company 

Constitution 

Special Act of Parliament 

Companies Acts 

Royal Charter 

Powers 

Laid down by Act; and 
alterable thereunder 

Laid down by Memoran- 
dum of Association ; 
with right to amend 
within certain stated 
limits 

I.aid down by Royal 
Charter and unalterable 
(except by new Charter) 

Liability 

Limited 

Usually limited ; may be 
unlimited if laid down 
by Memorandum of 
Association 

Limited 

Numbers 

Limited by number of 
shares 

Limited by number of 
shares in a public com- 
pany. Limited to 50 
(excluding past or pres- 
ent employees) in a 
private company. Mini- 
mum numbers, public 

7 ; private 2 

Limited by shares; or 
may be unlimited ac- 
cording to the terms of 
the Charter 

Control 

Directors 

Directors 

Directors (or Governors) 

Arrounts 

Compulsory (each Act 
lays down parti culor 
requirements ) 

Compulsory 

As laid down by Charter 
— usually compulsory 

Audit 

Do. 

Do. 

Do 


LIMITED COMPANY ACCOUNTS 

The general principles of accounting apply to the accounts of 
limited companies, modified in detail to fit the special peculiarities 
of such companies and in certain instances to comply with legal 
requirements. In addition, certain books are required to be kept, 
and certain information furnished to the Registrar of Companies. 

It will readily be perceived that some measure of protection must 
be afforded to the members of the company, who, unlike partners, 
cannot usually personally direct the business of the company and 
(in the case of a large company) will not be acquainted with each 
other. The Companies Act, 1929, modified in the light of the ex- 
perience gained from the operation of previous Companies Acts, 
permitted the exercise of reasonable powers by the persons in control 
.of the company free from unwarranted interference from the body 
of members, whilst at the same time it made numerous provisions 
for the safeguarding of the interests of the members. 

The Companies Aci, 1947 (substantially enacting the recommen- 
dations of the Cohen Committee's Report, made after a very ex- 
haustive inquiry into the deficiencies, ambiguities and weakness of 
the Companies Act, 1929) considerably stabilized this relationship 
between directors and members. 

In order to obtain a thorough mastery of company accounting, 
the essential requirements of the Companies Act, 1948, so far as they 
have bearing on the accountancy aspect, must be assimilated. 
Below are enumerated the vital matters, full treatment of which 
cannot be contemplated here as much of the explanation lies within 
the scope of a legal treatise. 
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1. The definition of a joint-stock company. 

2. The classification of incorporated bodies. 

3. The method of formation of an incorporated body. 

4. The distinction between private and public companies. 

5. The contents and significance of the Memorandum of Associa- 
tion, particularly in relation to objects. 

6. The contents and significance of the Articles of Association. 

7. The contents and significance of Table “A."' 

B. Prospectus; minimum subscription. 

9. Statement in lieu of prospectus. 

10. Certificate of incorporation and certificate entitling company 

to commence business. ^ ^ 

11. The meaning of the company terms: vendor, promoter, etc. 

12. Common and official seal. 

13. Officers of the company. 

14. Share certificates and share warrants. 

15. Types of meetings: procedure, quorum, polls, proxies, and 
resolutions. 

16. Stamp duties. 

17. Preliminary expenses. 

iB. Auditors’ report and Directors’ report. 

19. The law relating to transfers, particularly blank transfers, 
forged transfers, and certified transfers. 

20. Income tax, profits tax (and sur-tax in certain cases). 

In addition the following matters relating to the accounting side 
will be specifically dealt with as under — 

(. 4 ) In Chapter XXIII (6). 

21. Profit and Loss Account and Balance Sheet; the keeping of 
accounts; the furnishing of accounts to members; Auditors' and 
Directors’ Reports, 

22. Statutory Books; Annual Return. 

23. Statistical Books. 

24. Registration and filing of resolutions and documents. 

{B) In the following sub-chapters limited company accounting 
will be dealt with in detail. 

25. Share capital: issue, alteration, reduction, consolidation and 
subdivision, reorganization, forfeiture and reissue of shares. (Chap- 
ters XXIII (c), and XXIII (e),) 

z6. Debentures: issue, interest, and redemption. (Chapter 
XXIII (d).) 

27. Opening and '’acquisition” entries of a company; under- 
writing commission and final accounts. (Chapter XXIII (/).) 

28. Profits: divisible, capital, prior to incorporation (and losses). 
(Chapters XXIII (g), and XXIII (/).) 

29. Dividends, including arrears of cumulative preference dividends; 
forfeiture; scrip dividends and bonus shares. (Chapter XXIII (A).) 

30. Reconstructions, amalgamations, and absorptions. (Chapter 

XXIII (i).) 
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SECTION (B)— BOOKS, RETURNS, ACCOUNTS, ETC. 

Books of Account. The Companies Act, 1948, provides that every 
company must keep proper books of account as to — 

[а) All sums of money received and expended by the company 
and the matters in respect of which the receipts and expenditure 
take place. 

(б) All sales and purchases of goods by the company. 

(c) Assets and liabDities of the company. (Sect. 147 (i).) 

The books of account must be such as are necessary to give a 
true and fair view of the state of the company's affairs and to ex- 
plain its transactions (Sect. 147 (2) ). 

When books of account are kept outside Great Britain, such 
accounts and returns with respect thereto as will disclose with reason- 
able accuracy the financial position, at intervals not exceeding six 
months, must be — 

[a] sent to, and 

(b) kept at a place in Great Britain. 

They must be open to inspection at all times by the directors 
and be such as will enable the company’s Balance bheet and Profit 
and Loss Account to be prepared (Sect. 147 (3) ). 

Reasonable steps must be taken to comply with the accounting 
provisions of the Act, but a director will not be liable if he can show 
that he had reasonable ground to believe, and did believe, that a 
competent and reliable person was charged with the duty of comply- 
ing with such provisions and was in a position to discharge that 
duty (Sect. 147 (4) ). 

Books of account other than bound books are permitted provided 
adequate precautions are taken against falsification (Sect. 436). 

Profit and Loss Account, Balance Sheet, and Reports. Not later 
than eighteen months after the incorporatio]i of the company and 
subsequently once in every calendar year, the directors must lay 
before the company in general meeting a Profit and Loss Account 
'Jor in the case of a non-trading company, an Income and Expendi- 
ture Account) for the period since the company's incorporation 
(as regards the first account), and subsequently, since the preceding 
aci omit, made up to a date not earlier than nine months before the 
general meeting (or twelve months where a company carries on, or 
has business interests abroad) subject, however, to the power of 
the Board of Trade to extend the above-mentioned periods. 

In addition, a Balance Sheet as at the date to which the Profit 
and Loss or Income and Expenditure Account is made up, must, 
each calendar year, be laid before the company in general meeting 
accompanied by the Directors' Report and the Auditors’ Report. 
The Balance Sheet must give a true and fair view of the company’s 
affairs and the Profit and Loss Account similarly of the profit or 
loss of the company. Both the Balance Sheet and the Profit and 
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Loss Account must comply with the requirements of the eighth 
schedule to the Companies Act, 1948. Any change in the nature 
of the company’s business or its subsidiaries or in the class of 
business in which the company has an interest, unless such changes 
are not material or disclosure would be harmful to the company, 
must be dealt with in the Directors' Report. 

Illustration of Directors' Report. 

[Name of Company] . 

DIRECTORS’ REPORT 

To THE Members, 

The Directors submit herewith their Report and Accounts for 
the year ended 31st January, 19. .. 

The presentation of the Accounts has been delayed owing to the 
fact that the accounts from the Northland Branch were not received 
until the 31st May. 


£ 


The Trading Profit for the year amounted to 


141,000 

Ltss — 

Directors' Fees ...... 

;t3.ooo 


Depreciation ....... 

7,200 

10,200 

130,800 

Deduct : Taxation on current profits — 

Profits Tax ....... 

£16,500 


Income Tax ....... 


75,000 

Leaving a balance of ... . 


. 55,800 

Add— 

Balance brought forward from previous Accounts. 


7,600 

63,400 

Deduct — 

Preference Dividend (/esj Tax) to ist February, 19 . 


3,000 

Leaving a net balance of . 


j^6o,4do 


Your Directors recommend that this sum be dealt with as 
follows — 

To General Reserve ........ 

,, Writing off the whole of the expenses of Issue of Capital 
,, Staff Superannuation Fund ...... 

,, Payment of a Dividend of 20% on the ordinary Shares, 
which, after deducting Income Tax, will require 
Leaving a balance to be carried forward of 


£ 

10,000 

10.350 

Z,OOD 

24,625 

13.425 


^60,400 


[Note. The placing of dividends last in the list of appropriations.] 
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The Directors are pleased to be able to report that the business 
of the company during the past year continued to progress in every 
department, and that the Sales for the first three months of the 
current year show an increase over the corresponding period of last 
year. 

[Note. This will usually be brief, as the Report will, as a rule, be accom- 
panied by the Chairman's review.] 


Adequate provision hcis been made for aU contingencies before 
arriving at the profits for the year. 

Messrs. A. Light and B. Sound retire from the Board by rotation, 
but. being eligible, offer themselves for re-election. 

The auditors, Messrs. A. Lert & Co., are willing to continue in 
office. 


It is proposed to post the Dividend Warrants on 15th August, 


19... 


On behalf of the Board, 
D. HEAT. 


30<A June, 19. .. 


Chairman. 


The Balance Sheet must be signed by two of the directors or the 
sole director (Sect. 155) and the Directors' Report (Sect. 157), 
Profit and Loss Account and Auditors' Report (Sect. 156) must be 
attached, 

A copy of the Balance Sheet and Profit and Loss Account (with 
group accounts if applicable) together with all documents required 
by law to be annexed thereto, must be sent to aU the members 
and debenture-holders not less than twenty-one days before the 
meeting takes place (Sect. 158), If sent less than twenty-one days 
before the meeting, it will be deemed to have been duly circulated 
if all members entitled to attend and vote so agree (Sect. 158 (i) (c)). 
The above requirements apply equally to private as well as public 
companies. 

Where a company has subsidiaries, group accounts must be circu- 
iated to members and laid before the company in Annual General 
Meeting, subject to certain exceptions, e.g. where the company is 
itself a whoUy-owned subsidiary of a body corporate in Great Britain. 

Auditors. Sect. 162 of the Companies Act, 1948, provides — 

(1) The a,uditors shall make a report to the members on the accounts 
examined by tliera, and on every Balance Sheet, every Profit and Loss 
Account, and all group accounts laid before the company in general meeting 
during their tenure of office, and the report shall contain statements as to 
the matters mentioned in the Ninth Schedule to this Act. 

(2) The auditors' report shall be read before the company in general 
meeting and shall be open to inspection by any member. 

(3) Every auditor of a company shall have a right of access at all times to 
the books and accounts and vouchers of the company, and shall be entitled 
to require from the ofiicers of the company such information and explanation 
^ he thinks necessary for the performance of the duties of the auditors. 

(4) The auditors of a company shall be entitled to attend any general 
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meeting of the company, and to receive all notices of and other communica- 
tions relating to any general meeting which any member of the company is 
entitled to receive and to be heard at any general meeting which they attend 
on any part of the business of the meeting which concerns them as auditors. 

The ninth schedule (see Sect. 162 (i) above) provides that the 
auditors shall state expressly in their report — 

(1) Whether they have obtained all the information and explana- 
tions which to the best of their knowledge and belief were necessary 
for the purposes of their audit. 

(2) Whether, in their opinion, proper books of account have been 
kept by the company, so far as appears from their examination of 
those books, and proper returns adequate for the purposes of thefr 
audit have been received from branches not visited by them. 

(3) — (i) Whether the company's Balance Sheet and (unless it is 
framed as a consolidated Profit and Loss Account) Profit and Loss 
Account dealt with by the report are in agreement with the books 
of account and returns. 

(2) Whether, in their opinion and to the best of their information 
and according to the explanations given them, the said accounts 
give the information required by the Act in the manner so required 
and give a true and fair view — 

[а) in the case of the Balance Sheet, of the state of the com- 
pany’s affairs as at the end of its financial year ; and 

(б) in the case of the Profit and Loss Account, of the profit or 

loss for its financial year ; 

or, as the case may be, give a true and fair view thereof subject to 
the non-disclosure of any matters (to be indicated in the report' 
which by virtue of Part III of the Eighth Schedule to this Act are 
not required to be disclosed. 

Furthermore subsection (8) of Sect. 196, which requires disclosure 
of the amounts of Directors’ Emoluments, Salaries, Pensions, Com- 
pensation, etc. [see page 794], provides that — 

If in the case of any accounts the requirements of this section 
are not complied with, it shall be the duty of the auditors of the 
company by whom the accounts are examined to include in their 
report thereon, so far as they are reasonably able to do so, a state- 
ment giving the required particulars. 

Reserve Liability. This term (which is to be seen on the liabilities 
side of the Balance Sheet of some limited companies) is given to 
that part of the subscribed capital of a limited company that can 
only be called up in the event of, and for the purpose of, liquidation. 
Under Sect. 60, Companies Act, 1948, a company may, by special 
resolution, take power to determine that a specified part of each 
share shall remain uncalled, except for the above-mentioned purpose. 

A considerable reserve liability is maintained by most of the 
large banks for the protection of depositors. 1 

The Statutory Report and Meeting. Every public company which 
has a share capital, whether limited by shares or guarantee, must 
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hold a general meeting of the company not less than one, and not 
more than three, months from the date at which the company is 
entitled to commence business. (Sect. 130 (i). ) 

At least FOURTEEN DAYS before this meeting the directors must 
forward to every member of the company a copy of the statutory 
report. 

The statutory report must be certified by not less than two 
directors of the company, or where there are less than two directors, 
by the sole director and manager. It must contain the following — 

(i) The total number of shares allotted, distinguishing shares 
allotted as fully or partly paid up otherwise than in cash, and 
stating in the case of shares partly paid up the extent to which 
they are paid up, and in either case the consideration for which they 
were allotted. 

(ii) The total amount of cash received by the company in respect 
of all the shares allotted, distinguished as in (i) above. 

(iii) An abstract of the receipts and payments of the company 
made up to a date within seven days of the date of the report, 
showing under separate headings the receipts in respect of shares 
and debentures and other sources, and the payments thereout, and 
the particulars of the balance in hand. 

(iv) An account or estimate of the preliminary expenses of the 
company. 

(v) The names, addresses, and descriptions of the directors, 
auditors (if any), managers (if any), and secretary of the company. 

(vi) The particulars of any contract, the modification of which 
is to be submitted to the meeting for its approval, together with the 
particulars of the modification or proposed modification. 

The statutory report shall, so far as it relates to the shares allotted 
by the company, and to the cash received in respect of such shares, 
and to the receipts and payments of the company on capital account, 
be certified as correct by the auditors, if any, of the company. The 
above provisions do not apply to a private company. 

- Illustration. On ist January a company was formed under the 
name of Stationers Co., Ltd., to take over the business of A. Page, 
vdiolcsale stationer. On 15th January a prospectus was issued by 
the company inviting applications for 90,000 shares of £1 each 
payable 5s. on application, 5s. on allotment, and 5s. three months 
after allotment, and 5s. six months after allotment; the vendor 
was to receive 10,000 fully paid shares as part discharge of the pur- 
chase consideration of £40,000. The offer was fully subscribed, and 
the vendor duly paid. 

The trading receipts to 3rd March amounted to £10,500 and 
trading payments to the same date £1,800; the date to which the 
Xash Account is drawn is 3rd March. 

fhe preliminary expenses amounted to £4,500, and it was esti- 
mated that they would eventually reach £7,000. 
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A further £16,000 was expended on ist March on the purchase of 
additional plant. 

The company received the certificate entitling it to commence 
business on 26th January, the statutory meeting being held on 21st 
March, and the report dated 6th March. 

THE COMPANIES ACT. 1948 


No. of Company 

REPORT pursuant to Sect. 130 of the Companies Act, 1948, of 

Stationers Company, Limited. 

(a) The total number of shares allotted is . ...100,000 of whicH 

10,000 are allotted as fully paid up in consideration of part 

of the purchase price of sundry assets acquired by the company and upon 

each of the remaining shares the sum of 10s has been paid in cash. 

(b) The total amount of cash received by the Company in respect of the 

shares issued wholly for cash is £45,000 and on the shares issued 

partly for cash is £ nil 


(c) The Receipts and Payments of the Company to the Third day of March 
are as follows — 


Particulars of Receipts | 


Particulars of Payments 


To Amount Received on Application and 

£ 

By Preliminary Expenses . 

£ 

4,500 

Allotment of 90,000 s^res 

45,000 

„ Purchase of Plant 

16,000 

„ Trading Receipts .... 

10,500 

,, Vendor ..... 

30,0u0 



,, Trading Payments 

1,800 



„ Balance on Deposit and Current Ac- 




counts at the Central Bank, Ltd. . 

3,200 


£56,500 


£65,500 


The following is an account (estimate) of the Preliminary Expenses of the 
Company — 


Contract Stamps, Solicitors' Fees, etc. 


17.000 


(rf) Names, Addresses, and Descriptions of the Directors, Auditors (if any) 
managers (if any), and Secretary of the Company — 


Surname 

Christian Name 

Address 

Description 
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(^) Particulars of any Contract the modification oi which is to be submitted 
to the Meeting for its approval, together with particulars of the modification 
or proposed modification — 


We hereby certify this Report, 

I Directors. 

We hereby certify that so much of this Report as relates to the shares allotted 
by the Company and to the Cash received in respect of such shares and to the 
receipts and payments of the Company on Capital Account is correct. 


Auditors. 

Dated this Sixth day of March, 19. . . 

Statutory Books. The statutory books are — 

[a) Register of members. (6) Annual return, (c) Minute book. 

(/) Register of directors and their shareholdings. 

(e) Register of charges. 

(/) A copy of every instrument creating a CHARGE, although 
this is not strictly a book; but if a debenture is issued without 
conferring upon the lender any charge (which includes mortgage) 
there is no compulsion to keep a debenture register.^ 

Register of Members. A person acquiring shares becomes a 
member of the company on the date of the entry into the register, 
except for the signatories to the memorandum who become mem- 
bers from the date of incorporation of the company. 

A member ceases to be such upon the date of the entry of 
cessation in the register. 

A person may become (or cease to be) a member by transfer or 
transmission; become a member by allotment; and cease to be a 
member by surrender, forfeiture, rescission, repudiation, expro- 
priation, enforcement by the company of its lien, and by the 
winding-up of the company. 

'J'hc Register which contains the details required by the Companies 
Act, 1948, must be kept open at the prescribed office for inspection 
by members (gratis) and other persons (upon pa3rment). 

Tlie office above mentioned is [a) the Registered Office of the com- 
pany, (ft) that where the work of making up the register is done, or 
(c), where the work of making it up is done by an agent, e.g. Regis- 
trar employed by the company, at that agent's office. 

The Register must be kept in England by an English Company 
and in Scotland by a Scottish Company. The Registrar of Companies 
inust be notified of the place where the Register of members is kept 
and of any change in that place, unless it has always been and is 
still kept at the Registered office (Sect. no). 

^ * Whether the debenture is secured or not, there is no le^al necessity to keep 
^ register of debenture-holders, although this will usually be essential in 
practice. If one is kept. Sections 86 and 87 of the Act apply. 
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Annual Return. The return must be made within forty-two days 
after the annual general meeting (whether or not that meeting is the 
first or only ordinary general meeting, or the first or only general 
meeting of that year) and forwarded to the Registrar of Companies 
forthwith (Sect. iz6). 

If a company has a share capital, it must in every year make a 
return of all persons who, on the fourteenth day after the annual 
general meeting of the company for the year, are members of the 
company and of all persons who ceased to be members since the 
date of the last return. 

The company need not make up an annual return in the year of 
its incorporation, or, if it is not required to hold an annual general 
meeting during the following year, in that year (Sect. 124). 

The return is required from all companies — public and private— 
and, except for exempt private companies, must include — 

[а) A written and certified true copy of every Balance Sheet laid 
before the company in general meeting during the period to which 
the return relates, and 

(б) A copy of the Directors’ Report accompanying any such 
Balance Sheet (and prescribed annexable documents) certified in 
the same way as the Balance Sheet. 

The Annual Return, the certificate as to any Balance Sheet 
included therein, and any certificate as to the annual return of a 
private company must be signed by both a director and the secretary 
of the Company (Sects. 127 and 128). 

The Annual Return of an exempted private company must in- 
clude a certificate, signed by the persons signing the other certificatiis 
on the return, stating that to the best of their knowledge and belief 
the conditions as to exemption have been satisfied (Sect. 129). 

Minute Book. The Companies Act, 194S (Sects. 145 and 14O), 
requires the keeping and availability for inspection by members, 
of a book containing the minutes of every general meeting of the 
COMPANY ; in addition, there must be a Minute Book of the directors 
— not available for general inspection. It should be observed tliat 
where a company adopts Table A it must keep a Directoj^^ 
Attendance Book. 

An auditor is entitled to inspect the minute books at any time. ^ 

Register of Directors. This book contains the prescribed details 
of directors and secretary, and may be kept at a place other than 
the REGISTERED OFFICE of the company. 

Register of Directors’ Shajeholdings. Every company is required 
to keep a register of Diicctors’ shareholdings showing the number, 
description and amount of shares in or debentures of the company 
or other body corporate, being the company’s subsidiary or holdinfj 
company or a subsidiary of the company’s holding company, held 
by or in trust for each director, or of which he has any right to 
become the holder (except as to shares in a body corporate which 
a wholly owned subsidiary of another body corporate). 
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The nature and extent of a directors’ interest in or rights over the 
shares or debentures recorded against his name in the register shall, 
if he so requires, be indicated in the register. 

The register must be kept at the registered office and open for at 
least two hours per day during business hours fourteen days before 
the company’s annual general meeting and three days thereafter for 
inspection by a member or debenture-holder ; and by the Board of 
Trade without restrictions as to period. The register must be pro- 
duced and remain accessible at the annual general meeting to any 
person attending the meeting (Sect. 195). 

Register of Charges. A charge created by the company for or in 
'^e'^pect of the following purposes or matters must be entered in 
the register, and the prescribed details thereof filed with the Registrar 
ot Companies within zi days of creation of the charge — 

[а) For the purpose of securing any issue of debentures. 

(б) A charge on uncalled share capital of the company. 

(c) A charge created or evidenced by an instrument which, if 
executed by an individual, needs registration as a bill of sale. 

A charge on land, wherever situate, or any interest therein 
(except for a charge for any rent or other periodical sum issuing out 
of land). 

{e) A charge on book debts of the company. 

(f) A floating charge on the undertaking or property of the 
company. 

’ (g) A charge on calls made but not paid. 

(h) A charge on a ship or share in a ship. 

(t) A charge on goodwill, a patent or licence under a patent, 
trade-mark, cop^Tight, or licence under copyright (Sect. 95). 

Briefly, the failure to file invalidates the security, but not the 
debt, with the result that the creditor is on the same "level” as 
unsecured creditors of the company. 

Statistical Books. The statistical books of a company will vary 
according to circumstances, e.g. nature of the business, frequency 
ot meetings, and the number of members. The following list, 
whilst not exhaustive, contains the chief statistical books. There is 
.no legal compulsion to keep books under this heading. 

Register of debenture-holders (compulsory if Table A is adopted) 
or debenture stockholders. 

Interest on debentures register. Register of transfers. 

Registers and documents relating to issue of shares, e.g. — 

Application sheets. Allotment sheets. Calls. 

Share certificates. Transfers. Transfer fees. 

Notices in lieu of distringas. Powers of attorney. 

Certification. Probate. Sealed documents. 

' Directors' Attendance Book (optional unless Table A is adopted). 

Dividends Register. Agenda Book. 
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The chief documents to be filed with the Registrar of Com- 
panies are — 

I. Those required on incorporation. (See Chapter XXIII (/).) 

z. Prospectus or statement in lieu of prospectus. (Public Com- 
panies.) 

3. Return of particulars of directors and secretaries (within 
14 days of appointment of first directors). 

4. Return of changes in the list of directors and secretaries 
(within 14 days of such change). 

5. A return of details of the allotment of shares within 
MONTH. If the shares are issued otherwise than for cash, particuli?ji 
of the consideration therefor must be stated, and in addition — 

6. The contract evidencing the allotment, or if not already em- 
bodied in writing, the prescribed particulars of the contract. 

7. In respect of charges — 

(a) Certain details within 21 days of creation of charge. ( 6 ) Mem- 
orandum of satisfaction of charge together with declaration of 
verification. 

8. In respect of capital changes — 

{a) Notice of consolidation, subdivision, conversion of shares 
into stock or stock into shares. (&) Notice of increase, (c) Copy 6 . 
Court Order authorizing reorganization or reduction. 

g. Statutory Report. 

10. Copy of every extraordinary or special resolution within 15 
DAYS of its being passed. 

II. The Annual Return. 


Specimen Rulings and Forms. 

Specimens arc now shown of the rulings of the more import?uit 
books, etc., referred to in this chapter. 
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Pitch Black, Ltd. 

(Incorporated under the Companies Act, 1948) 

ISSUE OF 30,000 ORDINARY SHARES OF £1 EACH 
No 25 

ALLOTMENT LETTER 

65 Barker's Lane, 

C. Light, Esq., Manchester. 

10 Dark Lane, 28th April, 19. . 

Heaton 


Sir (Madam), 

In reference to your application, I am pleased to inform 
you that .2,000 Ordinary Shares of £1 each in the 
Capital of the above Company have been allotted to you 
by the directors. 

The amount payable on application and £ s d 
allotment, viz 7s bd per share 
on 2,000 shares is . 750 - — 

You have already paid on application 260 - - 

Making the amount due from vou £500 - - 

upon allotment ■ 

This amount is now due from you, and should be paid 
forthwith to the Company’s Bankers, the Central Bank, 
Ltd., Hatton Street, Manchester. Due notice will be 
given when the share certificates are ready, and they 
will then only be delivered in exchange for this letter, 
accompanied by the receipts from the Bankers for the 
amounts paid on application and allotment. 

By Order of the Board, 


Secretary 


[Perforation) 

BANKERS’ RECEIPT FOR ALLOTMENl MONEY 
Pitch Black Ltd 


RT CFIVED this Fifth day of May, 19 , the sum 

£500 , due in respect of allotment No 25 


Stamp 


Cashier 


[Perforation) 

Pitch Black, Ltd, 

(This slip to be detached and retained by Bankers) 
25 Amount 

Fifth day of May, 

783 
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CERTIFICATE for Shares forwarded to the Company's Office by 


TBAHBFEB FORM 

I, 


in * consideration of the sum of 
paid by 

hereinafter called the Transferee, 

DO hereby bargain, sell, assign and transfer, to the said Transferee 


of and in the undertaking called 

TO HOLD unto the said Transferee, Executors, Administrators 
Assigns, subject to the several conditions on which heldj thi 

same immediately before the execution hereof, and the said Transferee 
do hereby agree to accept and take the said 

subject to the conditions aforesaid. 

AS WITNESS our Hands and Seals this day of 

in the year of our Lord, One thousand nine hundred 

SIGNED, sealed, and delivered by the above-nampd 
in the presence of 

2 1 Signature 
T J J Address 
C I Occupation 


SIGNED, sealed, and delivered by the above-named 
in the presence of 

^ f Signature 
-I- a ^ Address 
^ I Occupation 




SIGNED, sealed, and delivered by the above-named 
in the preseuce of 

! Signature 
Address 
Occupation 


Sc'i 


t 


t I 


SIGNED, sealed, and delivered by the above-named 
in the presence of 

{ Signature 
Address 
Occupation 


SIGNED, scaled, and delivered by the above-named 
in the presence of 

Signature 

Address 

Occupation 


I 

I 


SmI 


Seal 


4 ^ 


* The ConsidBration-money set forth in a Transfer may differ from that which the first seller wili 
receive, owing to sub-sales by the original Buyer; the Stamp Act requires that in surh cases the 
Consideration-money paid by the Sub-purchaser shall be the one inserted in the Deed, as regulating the 
ad valorem Duty; the following is the Clause in question — 

"Where a person, having contracted for the purchase of any Pioperty, but not having obtained i 
Conveyance thereof, contracts to sell the same to any other person, and the Property is in consf- 
quencB conveyed immediately to the Sub-purchaser, the Conveyance is to be charged 
^ valorem Duty in respect of the Consideration moving from the Sub-purchaser ." — (54 fit 55i " 

39 > 5 Bp sub-sec. 4 .) 

Instructinns lor Bzecuting Traiufers. 

T When a Transfer is executed out of Great Britain it is recommended that the Signatures be attested 
H.M. Consul or Vice-Consul, a Clergyman, Magistrate, Notary Public, or by some other Person holdvi^i 
a public position — as most Companies refuse to recognize Signatures not so attested. When a Witness 
Female she must state whether sheis aSi^nster. Wife, or Widow ; and if a Wife shemust give her husbami"' 
Name, Address and Quality, Profession or Occupation. The Date must be %nsericd in Wards and notf^ 
Figures. 


784 
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tirhera thB Tranilar is nudB fur a nominal couldBratiiin and la roqulnd to be etamped willi the 
jUBd dntj dI 10b. the Inllnwinff Cartifloate mnet be flllad np and eicned. 

/.y (1) both transferor and transferee, or (2) a Solicitor or a member of a Stock Exchange acting far one 
of the parties, or (3) an accredited representative of a Bank. In the case of (3) the certificate may, 
here the Bank or its ofiinal nominee is a party to the transfer, be to the effect that 'Hhetransfer ij excepted 
from Section 74 of the Finance (igug/io) Act, igio.” 


I hereby certify that this Transfer is made on the occasion of — 

(0) On the appointment of a new trustee of a pre-existing trust, or on the 
retirement of a trustee. 

(b) A transfer as for a nominal consideration to a mere nominee of the 
transferor where no beneficial interest in the property passes. 

(c) A security for a loan; or a re-transfer to the original transferor on 
repayment of a loan. 

[d] A transfer to a residuary legatee of stock, etc., which forms part of the 
residue divisible under a Will, 

[e] A transfer to a beneficiary under a Will of a specific legacy of Stock, etc. 

(/) A transfer of Stock, etc., being the property of a person dying intestate 

to the party or parties entitled to it. 

(^) A transfer to a beneficiary under a settlement, on distribution of the 
trust funds, of Stock, etc., forming the share, or part of the share, of those 
funds to which the beneficiary is entitled in accordance with the terms of the 
settlement. 

Strike out all those clauses not applicable. 


Dated this day of 19. . 

Signed 
A ddress 


[Various declarations and certificates under the Exchange Control Act, 
1947, must also be annexed.] 

CONTENTS OF THE BALANCE SHEET AND ACCOUNTS 

The Companies Act, 1929, introduced for the first time in the 
history of Company Law numerous provisions concerning disclosure 
of information in the published accounts of limited companies. 

Subsequent events have shown that those provisions were not 
sufficiently comprehensive to give that amount of information 
which, particularly having regard to the continued growth of holding 
companies, is regarded as necessary to serve the public need. 

The constant endeavours of the Professional Accountants' organ- 
izations to set a standard of good accounting practice and the 
recommendations of the Cohen Committee bore fruit in the passing 
of the Companies Act, 1947, which embodied in the main the 
recommendations and suggestions so made. 

The provisions of the 1947 Act, together with many of the 1929 
are now consolidated in the Companies Act, 1948 and are, so 
'^far as they are of an accounting nature, given in the succeeding 
pages. It is important to observe that — 
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(1) the accounting provisions generally concern the accounts 
of all limited companies, and 

(2) in addition, certain provisions concern the accounts of 
holding companies and subsidiaries. These are dealt with in 
detail in the next chapter. 

General 

(A) Every Balance Sheet of a company shall give a true and fair view of 
the state of affairs of the company as at the end of its financial year, and 
every Profit and Loss Account of a company shall give a true and fair view 
of the profit or loss of the company for the financial year. (vSect. 149 (i).) 

A company’s Balance Sheet and Profit and Loss Account shall comuly 
with the requirements of the Eighth Schedule to this Act, so far as applicatjle 
thereto. (Sect. 149 (2).) 

The Board of Trade may, on the application or with the consent of a 
company’s directors, modify in relation to that company any of the require- 
ments of this Act as to the matters to be stated in a company’s Balance Sheet 
or Profit and Loss Account (except the requirements of subsection (i) of this 
section) for the purpose of adapting them to the circumstances of the com- 
pany. (Sect. 149 (4).) 

Subsections (i) and (2) of this section shall not apply to a company’s Profit 
and Loss Account, if — 

(а) The company has subsidiaries ; and 

(б) The Profit and Loss Account is framed as a consolidated Profit and 
Loss Account dealing with all or any of the company's subsidiaries as well as 
the company, and — 

(i) complies with the requirements of this Act relating to consolitfatpd* 
Profit and Loss Accounts ; and 

(ii) shows how much of the consolidated profit or loss for the financial 
year is dealt with in the accounts of the company. (Sect. 149 (5).) 

(B) The Profit and Loss Account and, so far as not incorporated in the- 
Balance Sheet or Profit and Loss Account, any group accounts laid before a 
company in general meeting shall be annexed to the Balance Sheet and 
approved by the board of directors before the Balance Sheet is signed on 
their behalf. The auditors’ report shall be attached thereto. (Sect. 156 (i) 
and (2).) 

Every Balance Sheet of a company shall be signed on behalf of the board 
by two of the directors of the company, or, if there is only one director, by 
that director. 

In the case of a banking company registered after the fifteenth day nl 
August, eighteen hundred and seventy-nine, the Balance Sheet must be 
signed by the secretary or manager, if any ; and where there are more than 
three directors of the company by at least three of those directors, and where 
there are not more than three directors by all the directors. (Sect. 155 (i) 
and (2).) 

(C) The authorized share capital, issued share capital, liabilities and assets 
shall be summarized, with such particulars as are necessary to disclose the 
general nature of the assets and liabilities, and there shall be specified — 

(o) Any part of the issued capital that consists of redeemable preference 
shares, and the earliest date on which the company has power to redeem those 
shares. 

(6) So far as the information is not given in the Profit and Loss Account, 
any share capital on which interest has been paid out of capital during thijf 
financial year, and the rate at which interest has been so paid. 

(f) The amount of the Share Premium Account. 
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id) Partic^ulars of any redeemed debentures -which the company has power 
to reissue. (Para. 2. Part I, Bth Sch.) 

(D) The reserves, provisions, liabilities, and fixed and current assets shall 
be classified under headings appropriate to the company's business — 

provided that — 

[а] Where the amount of any class is not material, it may be included 
under the same heading as some other class; and 

(&) Where any assets of one class are not separable from assets of another 
class, those assets may be included under the same heading. (Para. 4 (i). 
Part I, Sth Sch.) 

(E) (i) For the purposes of this Schedule, unless the context otherwise 
requires — 

(fl) The expression "provision” shall, subject to sub-paragraph (2) of 
. {his paragraph, mean any amount written off or retained by way of pro- 
viding for depreciation, renewals or diminution in value of assets or re- 
tained by way of providing for any known liability of which the amount 
cannot be determined with substantial accuracy ; 

(б) The expression "reserve” shall not, subject as aforesaid, include 
any amount written off or retained way of providing for depreciation, 
renewals or diminution in value of assets or retained by way of providing 
for any known liability ; 

(c) The expression "capital reserve” shall not include any amount 
regarded as free for distribution through the Profit and J.oss Account, and 
the expression "revenue reserve” shall mean any reserve other than a 
capital reserve ; 

and in this paragraph the expression "liability” shall include all liabilities 
111 respect of expenditure contracted for and all disputed or contingent 
liabilities. 

(2) Wliere — 

(fl) Any amount written off or retained by way of providing for depre- 
cialion, renewals or diminution in value of assets, not being an amount 
written off in relation to fixed assets before the coming into force of this 
Act;^ or 

(ft) Any amount retained by way of providing for any known liability; 
IS in excess of that which in the opinion of the directors is reasonably necessary 
Inr the purpD.se, the excess shall be treated for the purposes of this Schedule 
as a reserve and not as a provision. (Para. 27, Part IV, Sth Sch.) 

Share Capital 

(A) (i) Where a company issues shares at a premium, whether for cash or 
utlierwise, a sum equal to the aggregate amount or value of the premiums on 
ihnsc shares shall be transferred to an account, to be called "the Share Pre- 
nriuni Account,” and the provisions of this Act relating to the reduction of 
ffifi share capital of a company shall, except as provided in this section, 
3 ^pp]y as if the Share Premium Account were paid up share capital of the 
Lompany. 

(2) The Share Premium Account may, notwithstanding anything in the 
ioregning subsection, be applied by the company- in paying up unissued 
‘'hares of the company to be issued to members of the company as fullj -paid 
hnnus shares, in writing off — 

(«) The preliminary expenses of the company ; or 

(ft) The expenses of, or the commission paid or discount allowed on, 
issue of shares or debentures of the company; 
m providing for the premium payable on redemption of any redeemable 
preference shares or of any debentures of the company. 

(3) Where a company has before the commencement of this Act^ issued 
shares at a premium, this section shall apply as if the shares had been 

bsued after the commencement of this Act: 

^ 1st July, 1948. 
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Provided that any part of the premiums which has been so applied that it 
does not at the commencement of this Aci^ form an identifiable part of the 
company's reserves within the meaning of the Eighth Schedule to this Act 
shall be disregarded in determining the sum to be included in the share 
premium account. (Sect. 56.) 

(B) Redeemable Preference Shares — see page 870. 

(C) Interest on Construction Capital — see page 944. 

Assets 

(A) (i) Fixed assets shall also be distinguished from current assets. 

(2) The method or methods used to arrive at the amount of the fixed 
assets under each heading shall be stated. (Para. 4 (z) and (3), Part I, 8th Sch.) 

(B) (i) The method of arriving at the amount of any fixed asset shall, 
subject to the next following sub-paragraph, be to take the difference betwefi'ii-. 

(a) Its cost or, if it stands in the company's books at a valuation, it/' 
amount of the valuation ; and 

(b) The aggregate amount provided or written off since the date of 
acquisition or valuation, as the case maybe, for depreciation or diminution 
in value; 

and for the purposes of this paragraph the net amount at which any assets 
stand in the company’s books at the commencement of this Act^ (after deduc- 
tion of the amounts previously provided or written off for depreciation or 
diminution in value) shall, if the figures relating to the period before the 
commencement of this Act cannot be obtained without unreasonable expense 
or delay, be treated as if it were the amount of a valuation of those assets 
made at that date and, where any of those assets are sold, the said net amount 
less the amount of the sales shall be treated as if it were the amount of a 
valuation so made of the remaining assets. 

(2) The foregoing sub-paragraph shall not apply — 

(fl) To assets for which the figures relating to the period beginning with 
the commencement of this AcU cannot be obtained without unreasonable 
expense or delay; or 

(b) To assets, the replacement of which is provided for wholly or paru^ 
by making provision for renewals and charging the cost of replaceinent 
against the provision so made; or by charging the cost of replacement 
direct to revenue; or 

(c) To any investments of which the market value (or, in the case of 
investments not having a market value, their value as estimated by the 
directors) is shown either as the amount of the investments or by way of 
note; or 

(d) To goodwill, patents or trade marks. 

(3) For the assets under each heading whose amount is arrived at m 
accordance with sub-paragraph (i) of this paragraph, there shall be showit- 

(a) The aggregate of the amounts referred to in paragraph (a) of that 
sub-paragraph; and 

(b) The aggregate of the amounts referred to in paragraph (b) thereof. 

(4) As respects the assets under each heading whose amount is not arrived 
at in accordance with the said sub-paragraph (1) because their replacement 
is provided for as mentioned in sub-paragraph (z) (b) of this paragraph, there 
shall be stated — 

(a) The means by which their replacement is provided for; and 

(b) The aggregate amount of the provision (if any) made for renewals 
and not used. (Para. 5, Part I, 8th Sch.) 

Investments 

There shall be shown under separate headings the aggregate amounts 
respectively of the company's trade investments, quoted investments other 
than trade investments, and unquoted investments other than trade invesr- 
ments. (Para. 8 (i) (a). Part I, 8th Sch.) 

^ 1st July, 1948. 
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The heading showing the amount of the quoted investments other than 
trade investments shall be subdivided, where necessary, to distinguish the 
Vvestments as respects which there has, and those as respects which there 
has not, been granted a quotation or permission to deal on a recognized stuck 
exchange. (Para. 8 (3), Part I. 8th Sch.) 

1 or the purposes aforesaid, the expression "quoted investment” means an 
invLstnieni as respects which there has been granted a quotation or per- 
inibbion to deal on a recognized stock exchange, or on any stock exchange of 
repute outside Great Britain, and the expression "unquoted investment" 
sliuJl be construed accordingly. (Para. 28, Part IV, 8th Sch.) 

Goodwill, Patents and Trade-niEirks 

(A) There shall be shown under a separate heading ... if the amount of 
Ihe -goodwill and of any patents and trade-marks or part of that amount is 
JiijnNMi as a separate item in or is otherwise ascertainable from the books of 
the company, or from any contract for the sale or purchase of any property 
tn be acquired by the company, or from any documents in the possession of 
the company relating to the stamp duty payable in respect of any such con- 
tract ur the conveyance of any such projierty, the said amount so shown or 
ascertained so far as not written off or, as the case may be, the said amount 
) far as it is .shown or ascertainable and as so shown or ascertained, as the 
(asc may be. (Para. 8 (i)(6). Part J, 8th Sch.) 

(13) Nothing in the foregoing sub-paragraph shall be taken as requiring the 
ciiiioiiiit of the goodwill, patents and Irade-marks to be stated otherwise than 
as a single item. (Para. 8 (2), l*art I, 8th Sch.) 

Liabilities 

(A) Where any liability of the company is secured otherwise than by 
opnation of law on any assets of the company, the Balance Sheet shall include 
a slilement that that liability is so secured, but it shall not be necessary to 
^p.Tify in the Balance Sheet the a.ssets on which the liability is secured, 
(i’aid. 9, l*art 1, 8tli Sch.) 

[Operation of Law — where a creditor in addition to being able to sue for 
the debt has also the rigJit to some type of sccurily given to liim under statute 
or by the general body of law. e.g. (i) lien of an unpaid vendor; (2) charge 
on .1 boiisc or land by a local aulhimly in respect of rond-making charges.] 

(b) Where a company has power to re-issue debentures which have been 
ruih'emed, particulars with respect to the debentures which can be so re- 
ibhued shall be included in every Balance Sheet of the company. [Vide 
Paid. 2 (t?). Part I. 8th Sch.) 

(C) Where any of the company's debentures are held by a nominee of or 
tru'.ltie lor the company, the nominal amount of the debentures and the 
dni^jiint at which they are statetl in tlie books of the company shall be stated, 
(bara. 10, Part I, 8tli Sch.) 

. \b) There shall be shown under a separate heading tlie aggregate amount 
if bank loans and overdrafts. (Para. 8 (i) (d). Part I, 8th Sch.) 

Reserves and Provisions^ 

(A) The aggregate amounts respectively of capital reserves, revenue re- 
serves, and provisions (other than provisions for depreciation, renewals or 
diminution in. value of assets) shall be stated under separate headings — 

I^rovided that: 

iu) This paragraph shall not require a separate statement of any of the 

said three amounts which is not material ; and 

(ft) The Board of Trade may direct that it shall not require a separate 

statement of the amount of provisions where they are satisfied that that 
f is not required in the public interest and would prejudice the company, 

but subject to the condition that any heading staling an amount arrived 
i Sec page 787 for definitions. 
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at after taking into account a provision (other than as aforesaid) shall be 
So framed or marked as to indicate that fact. (Para. 6, Fart I. Bth Sch.) 
(B) (i) There shall also be shown (unless it is shown in the Profit and Loss 
Account or a statement or report annexed thereto, or the amount involved 
is not material) — 

(а) Where the amount of the capital reserves, of the revenue reserves 
or of the provisions (other than provisions for depreciation, renewals or 
diminution in value of assets) shows an increase as compared with the 
amount at the end of the immediately preceding financial year, the source 
from which the amount of the increase has been derived ; and 

(б) Where the amount of the capital reserves or of the revenue reserves 
shows a decrease as compared with the amount at the end of the immedi- 
ately preceding financial year; or the amount at the end of the immedi- 
ately preceding financial year of the provisions (other than provision^ 
depreciation, renewals or diminution in value of assets) exceeded LV 
aggregate of the sums since applied and amounts still retained for the 
purposes thereof ; the appheation of the amounts derived from the 
difference. 

(2) Where the heading showing any of the reserves or provisions aforesaid 
is divided into sub-headings, this paragraph shall apply to each of the separate 
amounts shown in the sub-headings instead of applying to the aggregate 
amount thereof. (Para. 7, Part I, 8th Sch.) 

Preliminciry and Issue Expenses 

There shall be stated under separate headings, so far as they are not 
written off — 

(a) The preliminary expenses. 

(fc) Any expense incurred in connection with any issue of share capital or 
debentures. 

(c) Any sums paid by way of commission in respect of any shares or 
debentures. 

(d) Any sums allowed by way of discount in respect of any debenture^ 
and 

(e) The amount of the discount allowed on any i.ssuc of shares at d 
discount. (Para. 3, Part I, 8th Sch.) 

Proposed Dividend 

There shall be stated under a separate heading in the Balance Sheet the 
net aggregate amount (after deduction of income tax) which is recommend ed 
for distribution by vi'ay of dividend. (Para. 8 (i) [e). Part I, Bth Sch.) 

Subsidiary Companies 

Where any of the assets of a company consist of shares in, or amouflb 
owing (whether on account of a loan or otherwise) from a subsidiary company 
or subsidiary companies, the aggregate amount of those assets, disiinguishmg 
shares from indebtedness, shall be set out in the Balance Sheet of the first* 
mentioned company separately from all its other assets, and where a com- 
pany is indebted, whether on account of a loan or otherwise, to a subsidiary 
company or subsidiary companies, the aggregate amount of that indebtedness 
shall be set out in the Balance Sheet of that company separately from all its 
other liabilities. (Para. 15 (2), Part II, Bth Sch.) 

See also next chapter for detailed requirements, group accounts, etc. 

Balance Sheet Notes 

(1) The matters referred to in the following sub-paragraphs shall be stated 
by way of note, or in a statement or report annexed, if not otherwise shown 

(2) The number, description, and amount of any shares in the company 
which any person has an option to subscribe for, together with the following 
particulars of the option, that is to say — • 
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(а) The period during which it is exercisable. 

(li)) The price to be paid for shares subscribed for under it. 

(3) The amount of any arrears of fixed cumulative dividends on the com- 
pany's shares and the period for which the dividends or, if there is more than 
one class, each class of them are in arrear, the amount to be stated before 
deduction of income tax, except that, in the case of tax free dividends, the 
amount shall be shown free of tax and the fact that it is so shown shall also 
be stated. 

(4) Particulars of any charge on the assets of the company to secure the 
liabilities of any other person, including, where practicable, the amount 
secured. 

(5) The general nature of any other contingent liabilities not provided for 
and, where practicable, the aggregate amount or estimated amount of those 
liabilities, if it is material. 

(б) Where practicable, the aggregate amount or estimated amount, if it is 
material, of contracts for capital expenditure, so far as not provided for. 

(7) If in the opinion of the directors any of the current assets have not a 
value, on realization in the ordinary course of the company's business, at 
least equal to the amount at which they are stated, the fact that the directors 
arc of that opinion. 

(8) The aggregate market value of the company’s quoted investments, 
other than trade investments, where it differs from the amount of the invest- 
ments as stated, and the Stock Exchange value of any investments of which 
the market value is shown (whether separately or not) and is taken as being 
higher than their Stock Exchange value. 

(9) The basis on which foreign currencies have been converted into sterling, 
where the amount of the assets or liabilities affected is material. 

(10) The basis on which the amount, if any, set aside for United Kingdom 
iiieume tax is computed. 

(11) Except in the case of the first Balance Sheet laid before the company 
after the coming into force of this Act,^ the corresponding amounts at the end 
of the immediately preceding financial year for all items shown in the Balance 
Sheet. (Para, ii. Part I, 8th Sch.) 

Loans to Employees for Purchase of Shares in the Company 

Subject as provided in this section, it shall not be lawful for a company to 
give, whether directly or indirectly, and whether by means of a loan, guarantee, 
the provision of security or otherwise, any financial assistance for the purpose 
of or in connection with a purchase or subscription made or to be made by 
any person of any shares in the company; or where the company is a sub- 
sidiary company, in its holding company. 

Provided that nothing in this section shall be taken to prohibit — 

(«) Where the lending of money is part of the ordinary business of a com- 
pany, the lending of money by the company in the ordinary course of its 
.business. 


(t>) The provision by a company, in accordance with any scheme for the 
time being in force, of money for the purchase by trustees of fully-paid shares 
in the company to be held by or for the benefit of employees of the company, 
including any director holding salaried employment or office in the company. 

(c) The making by a company of loans to persons, other than directors, 
fcowa fide in the employment of the company with a view to enabling those 
persons to purchase fully-paid shares in the company to be held by them- 
selves by way of beneficial ownership. (Sect. 54 (i).) 


The aggregate amount of any outstanding loans made under the authority 
provisos (6) and (c) to sub-section (i) of Section 54 of this Act shall be 
^DWn as a separate item in every Balance Sheet of the company. (Para. B 
(c). Part I, 8th Sch.) 




1st July, 1949 - 
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Items to be shown in the Profit and Loss Account 

(1) There shall be shown — 

(а) The amount charged to revenue by way of provision for depreciation, 
renewals or diminution in value of fixed assets. 

(б) The amount of the interest on the company's debentures and other 
fixed loans. 

(c) The amount of the charge for United Kingdom income tax and other 
United Kingdom taxation on profits, including, where practicable, as United 
Kingdom income tax any taxation imposed elsewhere to the extent of the 
relief, if any, from United Kingdom income tax and distinguishing where 
practicable between income tax and other taxation. 

(d) The amounts respectively provided for redemption of share capita] 
and for redemption of loans. 

(e) The amount, if material, set aside or proposed to be set aside to, or 
withdrawn from, reserves. 

(/) Subject to sub-paragraph (2) of this paragraph, the amount, if material, 
set aside to provisions other than provisions for depreciation, renewals or 
diminution in value of assets or, as the case may be, the amount, if material, 
withdrawn from such provisions and not applied for tlie purposes thereof. 

(g) The amount of income from investments, distinguishing between trade 
investments and other investments. 

(A) The aggregate amount of the dividends paid and proposed. 

(2) The Board of Trade may direct that a company shall not be obliged 
to show an amount set aside to provisions in accordance with sub-paragraph 
(i) (/) of this paragraph, if the Board is satisfied that that is not required in 
the public interest and would prejudice the company, but subject to the 
condition that any heading stating an amount arrived at after taking iiito 
account the amount set aside as aforesaid shall be so framed or marked as to 
indicate that fact. (Para. 12, Part I, 8th Sch.) 

Profit and Loss Account Notes 

(1) The matters referred to in the following sub-paragraphs shall be stated 
by way of note, if not otherwise shown. 

(2) If depreciation or replacement of fixed assets is provided for by some 
method other than a depreciation charge or provision lor renewals, or is not 
provided for, the method by which it is j^rovided for or the fact that it is not 
provided for, as the case may be. 

(3) The basis on which tlie charge for United Kingdom income tax is 
computed. 

(4) Whether or not the amount stated for dividends paid and proposed is 
for dividends subject to deduction of income tax. 

(5) Except in the case of the first Profit and Loss Account laid before the 
company after the coming into force of this Act,^ the corresponding amounts 
for the immediately preceding financial year for all items shown in the Profit ^ 
and Loss Account. 

(6) Any material respects in which any items shown in the Profit and Loss 
Account are affected — 

(a) By transactions of a sort not usually undertaken by the company or 

otherwise by circumstances of an exceptional or n on-recurrent nature; or 
(&) By any change in the basis of accounting. (Para. 14, Part I, 8th Sch ) 

Auditors’ Remuneration 

Where the remuneration is not fixed by the company in general meeting, 
the amount shall be shown under a separate heading in the company's Profit 
and Loss Account. t 

For the purposes of this subsection, any sums paid by the company in 
' ist July, 1948. 
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respscl of the auditors' expenses shall be deemed to be included in the 
expression "remuneration." (Para. 13, Part I, 8th Sch.) 

Exceptions for Certain Classes of Company 

Such banking and discount companies as the Board of Trade may designate 
ire exempted from complying with certain of the foregoing requirements, 
but where in the Balance Sheet of such a company capital reserves, revenue 
reserves or provisions (other than provisions for depreciation, renewals or 
diminution in the value of assets) are not stated separately, any heading 
stating an amount arrived at after taking into account such a reserve or 
provision shall be so framed or marked as to indicate that fact. (Para. 23, 
Part HI, flth Sch.) 

Assurance companies axe also exempted from compliance with certain of 
the.foregoing requirements. (Vide Para. 24, Part HI. 8th Sch.) 

Loans to Directors and Officers of the Company 

(A) Prohibition of loans to directors — 

(t) It shall not be lawful for a company to make a loan to any person who 
lb its director or a director of its holding company, or to enter into any 
guarantee or provide any security in connection with a loan made to such a 
person as aforesaid by any other person : 

Provided that nothing in this section shall apply either — 

{a) To anything done by a company which is for the time being an 
exempt private company ; or 

(&) To anything done by a subsidiary, where the director is its holding 
company; or 

(c) Subject to the next following subsection, to anything done to pro- 
vide any such person as aforesaid with funds to meet expenditure incurred 
^ nr to be incurred by him for the purposes of the company or for the pur- 
jmse of enabling him properly to perform his duties as an ofldeer of the 
company; or 

(rf) In the case of a company whose ordinary business includes the 
lending of moneys or the giving of guarantees in connection with loans 
made by other persons, to anything done by the company in the ordinary 
course of that business. 

(2) Proviso (c) to the foregoing subsection shall not authorize the making 
3 f any loan, or the entering into any guarantee, or the provision of any 
security, except either — 

(a) With the prior approval of the company given at a general meeting 
at which the purposes of the expenditure and the amount of the loan or 
tliC extent of the guarantee or security, as the case may be, are disclosed ; or 
On condition that, if the approval of the company is not given as 
aforesaid at or before the next following annual general meeting, the loan 
shall be repaid or the liability under the guarantee or security shall be dis- 
charf^ed, as the case may be, within six months from the conclusion of that 
meeting. 

(3) Where the approval of the company is not given as required by any 
mch condition, the directors authorizing the making of the loan, or the 
entering into the guarantee, or the provision of the security, shall be jointly 

severally liable to indemnify the company against any loss arising 
tliErofrom. (Sect. 190.) 

(B) Disclosure in accounts — 

f (j) The accounts which, in pursuance of this Act, are to be laid before 
'^Bry company in general meeting shall, subject to the provisions of this 
lection, contain particulars showing — 
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(a) The amount of any loans made during the company's financial year 
to — 

(i) Any officer of the company; or 

(ii) Any person who, after the making of the loan, became during that 
year an officer of the company; 

by the company or a subsidiary thereof or by any other person under a 
guarantee from or on a security provided by the company or a subsidiary 
thereof (including any such loans which were repaid during that year) ; and 
(&) The amount of any loans made in manner aforesaid to any such 
officer or person as aforesaid at any time before the company's financial 
year and outstanding at the expiration thereof. 

(2) The foregoing subsection shall not require the inclusion in accounts of 
particulars of — 

(a) A loan made in the ordinary course of its business by the compfMiy 
or a subsidiary thereof, where the ordinary business of the company or/i;’' 
the case may be, the subsidiary, includes the lending of money ; or 

(b) A loan made by tlie company or a subsidiary thereof to an employee 
of the company or subsidiary, as the case may be, if the loan does not 
exceed two thousand pounds and is certified by the directors of the com- 
pany or subsidiary, as the case may be, to have been made in accordance 
with any practice adopted or about to be adopted by the company or 
subsidiary with respect to loans to its employees ; 

not being, in either case, a loan made by the company under a guarantee 
from or on a security provided by a subsidiary thereof or a loan made by a 
subsidiary of the company under a guarantee from or on a security provided 
by the company or any other subsidiary thereof. 

(3) If in the case of any such accounts as aforesaid the requirements dI 
this section are not complied with, it shall be the duty of the auditors of the 
company by whom the accounts are examined to include in their repori 'on 
the Balance Sheet of the company, so far as they are reasonably able to do 
so, a statement giving the required particulars. 

(4) References in this section to a subsidiary shall be taken as referring' 
a subsidiary at the end of the company's financial year whether or nut a 
subsidiary at the date of the loan). (Sect. 197.) 

Payments to Directors and Officers of the Company. 

Sect. 128 of the 1929 Act has been repealed in so far as it relates 
to Directors’ Remuneration and new obligations have been laid 
down in the 1948 Act for the disclosure in the accounts of the aggre- 
gate amount of Directors’ emoluments, including those of the 
managing director and all directors' salaried remuneration and other 
benefits, including past and present directors' pensions and com- 
pensation for loss of office. Moreover, the 194B Act prohibits tn? 
making of "tax free” payments to Directors, except for those 
arising under a contract in force on i8th July, 1945. There are also 
exceptions for remuneration due or in respect of a period before the 
Act comes into force. The relevant sections of the 1948 Act are — 
(A) Prohibition of tax free payments (Sect. 189) — 

(i) It shall not be lawful for a company to pay a director remuneration 
(whether as director or otherwise) free of income tax or of income tax other 
than sur-tax, or otherwise calculated by reference to or varying with thf 
amount of his income tax or his income tax other than sur-tax, or to or wit\ 
the rate or standard rate of income tax, except under a contract which 
in force on the eighteenth day of July, nineteen hundred and forty-five, and 
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provides expressly, and not by reference to the Articles, for payment of re- 
inuneration as aforesaid. 

(2) Any provision contained in a company's Articles, or in any contract 
□ther than such a contract as aforesaid, or in any resolution of a company or 
a company's directors, for payment to a director of remuneration as afore- 
said shall have effect as if it provided for payment, as a gross sum subject to 
income tax and sur-tax, of the net sum for which it actually provides. 

(3) This section shall not apply to remuneration due before the commence- 
ment of this Act or in respect of a period before the commencement of this 
Act.* (Sect. 1B9.) 

(B) Payments for loss of office or on retirement (Sect. 191) — 

It shall not be lawful for a company to make to any director of the com- 
^ pany any payment by way of compensation for loss of office, or as considera- 
'tion lor or in connection with his retirement from office, without particulars 
with respect to the proposed payment (including the amount thereof) being 
disclosed to the members of idle company and the proposal being approved 
by the company. 

The next two sections (192 and 193) deal with payments involving 
the transfer of a company's property to a director for loss of office, 
etc., the approval of the company being again necessary. 

(C) Particulars in accounts of directors' salaries, etc. (Sect. 196) — 

(1) In any accounts of a company laid before it in general meeting, or in a 
statement annexed thereto, there shall, subject to and in accordance with the 
provisions of this section, be shown so far as the information is contained in 
the Company’s books and papers or the company has the right to obtain it 
from the persons concerned — 

(a) The aggregate amount of the directors’ emoluments ; 

(b) The aggregate amount of directors’ or past directors’ pensions; and 
(r) The aggregate amount of any compensation to directors or past 

directors in respect of loss of office. 

(2) The amount to be shown under paragraph (0) of subsection (i) of this 
Section — 

[a) Shall include any emoluments paid to or receivable by any person 
in respect of his services as director of the company or in respect of his 
services, while director of the company, as director of any subsidiary 
thereof or otherwise in connection with the management of the affairs of 
the Company or any subsidiary thereof; and 

(b) Shall distinguish between emoluments in respect of services as 
director, whether of the company or its subsidiary, and other emoluments; 

ajid for the purposes of this section the expression "emoluments,” in relation 
to a director, includes fees and percentages, any sums paid by way of expenses 
.allowance in so far as those sums are charged to United Kingdom income tax, 
any contribution paid in respect of him under any pension scheme and the 
estimated money value of any other benefits received by him otherwise than 
in cash. 

(3) The amount to be shown under paragraph (6) of the said subsection (i) — 
(a) Shall not include any pension paid or receivable under a pension 

scheme if the scheme is such that the contributions thereunder are sub- 
stantially adequate for the maintenance of the scheme, but save as afore- 
said shall include any pension paid or receivable in respect of any such 
services of a director or past director of the company as are mentioned in 
the last foregoing subsection, whether to or by him or, on his nomination 
$' or by virtue of dependence on or other connection with him, to or by any 
other person ; and 


^ ist July, 1948. 
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(b) Shall distinguish between pensions in respect of services as director 
whether of the company or its subsidiary, and other pensions ; 
and for the purposes of this section the expression “pension" includes any 
superannuation allowance, superannuation gratuity or similar payment, and 
the expression "pension scheme" means a scheme for the provision of 
sions in respect of services as director or otherwise which is maintained in 
whole or in part by means of contributions, and the expression "contribu- 
tion" in relation to a pension scheme means any payment (including 
insurance premium) paid for the purposes of the scheme by or in respect of 
persons rendering services in respect of which pensions will or may become 
payable under the scheme, except that it does not include any payment in 
respect of two or more persons if the amount paid in respect of each of them 
is not ascertainable. 

(4) The amount to be shown under paragraph (c) of the said subsection ^1) - , 

(a) Shall include any sums paid to or receivable by a director or past 
director by way of compensation for the loss of office as director of the 
company or for the loss, while director of the company or on or in con- 
nection with his ceasing to be a director of the company, of any other office 
in connection with the management of the company's affairs or of any 
office as director or otherwise in connection with the management of the 
afiairs of any subsidiary thereof ; and 

(Z>) Shall distinguish between compensation in respect of the office of 
director, whether of the company or its subsidiary, and compensation in 
respect of other offices ; 

and for the purposes of this section references to compensation for loss of 
office shall include sums paid as consideration for or in connection with a 
person's retirement from office. 

(5) The amounts to be shown under each paragraph of the said :Pub- 
section (i) — 

(a) Shall include all relevant sums paid by or receivable from the com 
pany, and the company's subsidiaries, and any other person ; except sums 
to be accounted for to the company or any of its subsidiaries or, by virtue of 
section one hundred and ninety-three of this Act, to past or present members 
of the company or any of its subsidiaries or any class of those members, 
and 

(&) Shall distinguish, in the case of the amount to be shown under pard~ 
graph (c) of the said subsection (i), between the sums respectively paid 
by or receivable from the company, the company's subsidiaries and persons 
other than the company and its subsidiaries. 

(6) The amounts to be shown under this section for any hnancial year 
shall be the sums receivable in respect of that year, whenever paid, or, in 
the case of sums not receivable in respect of a period, the sums paid during 
that year, so, however, that where — 

(a) Any sums are not shown in the accounts for the relevant financial 
year on the ground that the person receiving them is liable to account 
therefor as mentioned in paragraph {a) of the last foregoing subsection, 
but the liability is thereafter wholly or partly released or is not enforced 
within a period of two years ; or 

(&) Any sums paid by way of expenses allowance are charged to United 
Kingdom income tax after the end of the relevant financial year ; 
those sums shall, to the extent to which the liability is released or not en- 
forced or they arc charged as aforesaid, as the case may be, be shown in tbe 
first accounts in which it is practicable to show them or in a statemeltn 
annexed thereto and shall be distinguished from the amounts to be shows 
therein apart from this provision. 
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Oj) Where it is necessary so to do for the purpose of making any distinc- 
tion required by this section in any amount to be shown thereunder, the 
directors may apportion any payments between the matters in respect of 
which thay have been paid or are receivable in such manner as they think 

appropriate. 

(8) If in the case of any accounts the requirements of this section are not 
complied with, it shall be the duty of the auditors of the company by whom 
the accounts are examined to include in their report thereon, so far as they 
are reasonably able to do so, a statement giving the required particulars. 

(g) In this section any reference to a company's subsidiary — 

(а) In relation to a person who is or was, while a director of the com- 
pany, a director also, by virtue of the company's nomination, direct or 
indirect, of any other body corporate, shall, subject to the following para- 

' graph, include that body corporate, whether or not it is or was in fact the 
company's subsidiary ; and 

(б) Shall for the purposes of subsections (z) and (3) be taken as referring 
to a subsidiary at the time the services were rendered, and for the purposes 
of subsection (4) be taken as referring to a subsidiary immediately before 
the loss of office as director of the company. 

As will be seen in the next chapter, neither Sect. 196 nor Sect. 197 
ol the Act apply for the purposes of consolidated accounts.^ (Para. 
19, Part II, 8th Sch.) It may be noted that there is still no obligation 
to disclose the pa5mients to individual directors. 

Statements or Documents Annexed to the Accounts 

References in this Act to a document annexed or required to be annexed 
to a company’s accounts or any of them shall not include the directors’ 
report or the auditors' report : 

Provided that any information which is required by this Act to be given in 
accounts and is thereby allowed to be given in a statement annexed may be 
Riven m the directors' report instead of the accounts and, if any such informa- 
tion IS so given, the report shall be annexed to the accounts and this Act 
shall apply in relation thereto accordingly, except that the auditors shall 
report thereon only so far as it gives the said information. (Sect. 163.) 

General Observations 

(1) Minimum information is extended to the Profit and Loss 
Account. 

(2) Accounts are to be filed with the Annual Return except in 
the case of an exempt private company. 

(3) Alternative means are afforded in certain instances of giving 
information by way of note or statement or report annexed. 

(4) The Board of Trade have power to modify certain of the 
requirements (at the company's request). 

(5) The Board have power by regulation to alter the provisions 
dealing with accounts, but such alterations are not to make the 
requirements more onerous unless the draft is approved by both 
Houses of Parliament. 

^ But Sect. 196 dues apply to emoluments, etc., of directors of a parent 
'Company where the option is taken under Sect. 149 (5) of showing the parent 
company's Profit and Loss Account framed as a consolidated Profit and Loss 
Account. 
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(6) Four types of fixed asset are excepted from the rule for 
disclosure of such assets at cost (or valuation) less aggregate depre- 
ciation, etc., written off, e.g. — 

(а) assets for which the necessary figures cannot be obtained 
without unnecessary cost or delay (relating to the period com- 
mencing with the operation of the Act) ; 

(б) assets to be replaced by the renewal method wholly or in 
part (means of replacement and unused provision therefor must 
be shown in the Balance Sheet) ; 

(c) investments in subsidiaries, and investments where the 
market value (or directors' estimate, if no market value) is sho\vii 
as the amount of the investments or by way of note ; so thstx+ 
only Trade Investments and unquoted investments where no 
valuation is made by the directors come within the rule ; 

{d) goodwill, patents, and trademarks. 

(7) There are extensive requirements for disclosure of amount 
and movement of reserves (Capital and Revenue being distinguished) 
and provisions. The objects are to make a clear distinction between 
what are virtually liabilities (or diminished assets) and undistributed 
profits of a revenue or capital nature. No adjustments are necessary 
in respect of amounts written off (but not excess provisions for 
depreciation or diminished value) before the commencement of the 
Act. 

(B) As will be seen in the next chapter, profit or loss of a subsidiary 
arising before purchase by a holding company is to be regarded ar 
Capitd. 

(9) Investments are to be divided into the following classes — 

(а) In subsidiaries. 

(б) Trade. 

(c) Quoted (not being trade investments). 

(d) Unquoted (not being trade investments). 

Where investments are shown at a market value which is taken 
as being higher than the stock exchange value, the latter must be 
disclosed. 

(10) Elaborate provisions are made for the disclosure of directors' 
emoluments (including "expenses"), pensions and compensation for 
loss of office, and in each case a distinction is made between the 
payments in respect of services as director and those in respect of 
services connected with the management of the company. 

(11) Material alterations are made in respect of the auditor's 
qualifications, duties, powers, and position. 

The following skeleton Balance Sheet and Profit and Loss Account • 
are given as a guide to the reader. 
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Profit and Loss Account 


C» 


CorTB- 

sending 

Figures 

of 

Previous 

Fenod 

£ 


for the [period] ended 

Corre- 

sponding 

Figures 

of 

Previous 

Period 


To Loss on Trading 
„ ProvisiDn for Deprecia- 
tion, Renew^s, or 
Diminution in value 
□i Fixed Assets 
„ Interest on Debentures 
and other Fixed Loans 
„ Aggregate Directors’ 
Emoluments 
As Directors 
As Exerutives 
„ Aggregate Directors’ or 
Past Directors' Pen- 
sions 

As Directors 
Other Pensions 
„ Aggregate Con^nsation 
for Loss of Office to 
Directors or Past 
Directors 

Office as Directors 
Other Offices 
„ Auditors’ Remunera- 
tion (when not fixed 
by Company in Gen- 
eral Meeting) 

„ Provisions (other than 
Depreciation, etc , 
above) 

„ United Kmgdom Taxa- 
tion on Current Profits 
Income Tax 
Profits lax 

„ Balance earned down. 


£ 


By Profit on Tradmg 
,, Income from Invest- 
ments 
Trade 
Others 

„ Miscellan Bous non- 
tradmg Profits and 
Income (e g Trans- 
fer Fees) 


L 


£ £. 


£. 


Profit and Loss Appropriation Account 


To Amounts set aside for £ 
Redemption of 
Share Capital 
Loans 

„ Amounts set aside, or 
so proposed, to Re- 
serves 

„ Dividends paid and 
proposed (net) 

„ Balance carried forward 


£ £ 


By Net Profit for the £ 
[period] brnught down 
„ Balance brought for- 
ward from last period 
,, Withdrawals from Re- 
serves 

„ Provisions no longer 
required 



(1) Any necessary notes will be added (see Para. 14, Part I, 
8th Sch). 

(2) When relevant. Income and Expenditure will be substituted 
for Profit and Loss, and Trading will be deleted. 

(3) Certain items need not be included in the above account 
unless the amounts are material. 

Many difficult problems arise in practice in the application of 
the Companies Act, 1948 ; for guidance on such matters the read^^ 
is recommended to study the booklet entitled "The Companies Ac% ' 
1947," issued by the Institute of Chartered Accountants. 
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SECTION (C) SHARE CAPITAL 

Shares. Before a company can begin its operations it must raise 
the necessary capital^ either by subscription amongst the friends of 
the promoters or by means of a public offer. 2 In either case, the 
shares may be issued at par or at a premium ; moreover, they may 
be all of one class or of different classes; whilst the amounts of 
subscription may be payable in instalments, or the whole sum at 
once, provided that the sum payable on application amounts at 
least to 5 per cent of the nominal amount, e.g. if the shares 
are to be £1 each the minimum amount payable on application is 
IS. per share. 

Issue of Shares of One Class at Par, Payable in One Sum. This 
procedure is the simplest. The entries are — 

Debit Sundry Members. Credit Share Capital. 

Debit Cash. Credit Sundry Members. 

Issue of Shares Payable in Instalments. The entries are (for each 
allotment class, if more than one) ; 

[a) Upon receipt of money from applicants for shares — 

(1) Debit Cash. Credit Application Account. 

(2) Debit Application Account. Credit Share Capital. 

(&) Upon shares being allotted to the applicant and cash received 
therefor — 

(1) Debit Allotment Account. Credit Share Capital. 

(2) Debit Cash. Credit Allotment Account. 

It should be carefully observed that in ( 6 ) the Allotment Account 
should first be debited so that the cash receipt entry is the second 
and not the first in the set ; but both [a) and (&) result in the same 
thing, viz. a debit of cash and a credit to Share Capital Account. 

Notification of all shares allotted must be made to the Registrar 
of Companies within one month of allotment. 

(c) Upon the occasion of each call and cash received therefor — 

(i) Debit Call Account. Credit Share Capital. 

(z) Debit Cash. Credit Call Account. 

^ Subject to Capital Issues Committee (Treasury) approval in certain cases. 

* Where an allotment is made by a company issuing a prospectus stating 
that an application has been (or will be) made for permission for the shares 
or debentures offered therein to be dealt in on any Stock Exchange, the allot- 
nient is void if permission has not been applied for before the third day after 
the first issue of the prospectus; or if permission is refused before the expira- 
tion of three weeks from the closing of the subscription lists, or such longer 
period not exceeding six weeks as may within the said three weeks have been 
notified, to the appUcant by the Stock Exchange. 

Where there is no application as mentioned above, or it has been refused, 
company must repay moneys to the applicants forthwith, and in the 
nieantime the application moneys must have been kept in a separate banking 
a-ccount. [Vide Sect. 51, Companies Act, 1948.) 
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Illustration. On ist January, 19.., X Ltd. makes an issue of 
10,000 ordinary shares of £1 each and 10,000 6 per cent preference 
shares of £1 each, both at par, payable as below — 



Ordinary Shares 

Preference Shares 


S. ( 1 . 

5 . d. 

On Application 

2 6 

5 0 

On Allotment 

2 6 

7 6 

On First Call 

10 0 

7 6 

On Second Call 

5 0 



Journalize and post, assuming that the precise numbers are 
applied for and all pa3mients are made at due dates. 

For the purpose of giving a clear view of the transactions the 
cash entries are journalized, although, in practice, these would be 
made in the Cash Book and posted direct to the Ledger. 


J DURNAL 


Cash ...... Dr. 

To Application (Ordinary Shares) 

Being zs. 6d. per share application money 
on 10,000 ordinary shares. 


£ 

1,250 

Cash ...... Dr. 

To Application (Preference Shares) 
Being 5s. per share application money on 
10,000 preference shares. 


2,500 

Application (Ordinary Shares) Dr. 

To Share Capital (Ordinary) 

Being zs. 6d. per share on 10,000 shares as 

per minute dated vide Minute 

Book, p. . . 


1,250 

Application (Preference Shares) , Dr. 

To Share Capital (Preference) 

Being 35. per share on io,oo0 shares as per 
minute dated vide Minute Book, 

p. .. 


2,500 

Allotment (Ordinary Shares) . Dr. 

To Share Capital (Ordinary) 

Being zs. 6d. per share on 10,000 shares as 

per minute dated vide Minute 

Book, p. . . 


1,250 

Allotment (Preference Shares) . Dr. 

To Share Capital (Preference) 

Being 7s. 6d. per share on 10,000 shares as 

per minute dated vide Minute 

Book, p. . . 


3,750 


£ 


2,5DD 


1,250 


2,500 


1,250 


3.750 
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Ca,5h ...... Dr. 

To Allotment (Ordinary Shares) 
Being zs. 6d. per share allotment money 
on 10,000 ordinary shares. 


Cash ...... Dr. 

To Allotment (Preference Shares) 
Being 75. 6d. per share allotment money 
on 10,000 preference shares. 


First Call (Ordinary Shares) . . Dr. 

To Share Capital (Ordinary) 

Being los. per share on 10,000 shares as 

per minute dated vide Minute 

Book, p. . , I 


First Call (Preference Shares) . Dr.\ 

T D Share Capital (Preference) . I 

Being 7s. 6d. per share on io,ood shares as 

per minute dated vide Minute 

Book, p. . . 


Cash ...... Dr. 

To First Call (Ordinary Shares) 
Being first call money of los. per share on 
10,000 ordinary shares. 


Cash ...... Dr. 

To Fir.st Call (Preference Shares) 
Being first call money of 7s. 6d. per share 
on 10,000 preference shares. 


Second Call (Ordinary Shares) . Dr. 

To Share Capital (Ordinary) 

Being second call of 35. per share on 

10,000 shares as per minute dated 

vide Minute Book, p. . . 


Cash ...... Dr. 

To Second Call (Ordinary Shares) 
Being second call money of 5s. per share 
on 10,000 ordinary shares. 



£ 

£ 


1,250 

1,250 


3.750 

3.750 


5,000 

5,000 


3.750 

3.750 


5,000 

5,000 


3.750 

3,750 


2,500 

2,500 


2,500 

2,500 


Note. In practice cash entries will be made direct into the Cash Book. 


Dr. Share Capital (Ordinary) Cr. 






By Application Moneys 
„ AilotmeDt Moneys 
„ First CaU . 

,, Second Call . 


£ 

1 . 25 ° 

1,250 

5,000 

2,500 







£id,doo 



ACCOUNTANCY 


604 

Dr. 


Cash (Ordinary Shares) 


Cf. 


Td Application Moneys 
„ AllDtment Moneys 

Pint Call 
,, Second Call . 


i 







Dr. Application (Ordinary Shares) Cr. 




£ 




To Share Capital 


i,zjo 


By Cash .... 



Dr. Allotment (Ordinary Shares) Cr. 




£ 




To Share Capital 


1*250 


By Cash .... 



Dr. First Call (Ordinary Shares) Cr. 


To Share Capital 


£ 

5,000 


By Cash . 



i 

5,DCN) 










Dr. Second Call (Ordinary Shares) Cr. 


To Share Capital 


s 


By Cash . 



£ 

2,5DJ 



1 







Dr. Share Capital (Preference) Cr. 






By Application Money's 
,, Allotmrnt Moneys 
,, First Call 


£ 

2,500 

3.75“ 

3.75“ 







£] 0,000. 


Dr. 


Cash (Preference Shares) 


Cr. 


To Application Moneys 
,, Allotment Moneys 
„ First CaU 


£ 

2,500 

3,750 

3,750 




£10,000 



Dr. Application (Preference Shares) Cr. 




£ 

1 



To Share Capital 


2,500 


By Cash .... 
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Allotment (Prbfbrencb Shares) 


To Share Capital 



£ 

3,750 






First Call (Preference Shares) 



£ 

3i75d 




To Share Capital 


~Note. The Cash Accounts have been shown separately, although in practice 
one combined account would normally be employed. 

It is, however, more usual to combine the Application and 
Allotment Accounts, in which case the Journal entries will appear 
(illustrating merely the ordinary shares) — 


J OURNAL 


Cash ... . . Df . ^,2^0 

To Application and Allotment (Ordin- 
ary Shares) ..... 1,250 

Being 2s. 6d. per share application money 
on 10,000 ordinary shares. 

Application and Allotment (Ordinary 

Shares] ..... Dr. 2,5 □□ 

To Share Capital (Ordinary) 2,500 

Being 5s. per share (2s. 6d. on application 
and 23 . 6d. on allotment) on 10,000 
ordinary shares of each allotted a^ 
per minute dated. . . vide Minute Book, 

P 

Cash ...... Dr. 1,250 

To Application and Allotment (Ordin- 
ary Shares). .... 1,250 

Being 2s. 6d. per share allotment money on 
10,000 ordinary shares. 

In examination work it is permissible to combine in one Journal 
entry the above entries with other classes of shares, e.g. the first 
entiy would be (reverting to the above illustration), ignoring 
narrative — 

J OURNAL 


Cash ...... Dr. 


£ 

3.750 

To Application and Allotment — 
Ordinary Shares 

Preference Shares 
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Calls. Calls are the instalments due by members of a company 
otherwise than by way of allotment in respect of shares allotted, 
and are specified in the prospectus, if any ; otherwise, the directors 
may make the calls at discretion or according to the company’s 
regulations. Where Table A is adopted members are entitled to 
14 days' notice of the call, which must not exceed — exclusive of 
premium — more than one-fourth of the nominal amount of each 
share (e.g. 5s. on a £1 share) and the call must not be payable at 
less than one month from the last call. 

Most companies take power to accept payment of calls before 
their due dates and allow interest on the sums so prepaid. Whe^^ 
Table A is adopted the company may pay interest at a rate nov^ 
exceeding 5 per cent per annum,^ unless the company otherwise 
directs by resolution at a general meeting; but so long as calls in 
advance are bearing interest, the holder in question is entitled to a 
dividend only upon the called-up portion. In other words, he does 
not receive both interest and dividend on the prepaid call. 

A call in advance is a debt against the company, and the interest 
(if any), unlike a dividend, is a definite charge against the company's 
profits. 

The call in advance is credited to Calls in Advance Account and 
upon appropriation when the call is due for payment is transferred 
to the Call Account. 

Illustration. X, Ltd., has made an issue of 10,000 shares of £1 
each, los. of which has been received by way of application and 
allotment. The first call of 5s. is made and all members pay, including 
several members holding 400 shares, who pay for the balance due in 
full. Later the final call is made and fully met. 

Show Journal entries relating to the calls, ignoring narratives. 


Journal 


First Call 

To Share Capital 


. Dr. 


£ 

2,500 

£ 

2,500 

Cash .... 
To First Call . 

„ Calls in Advance 


. Dr. 


2,6od 

2,500 

IDD 

Final Call 

To Share Capital 


. Dr. 


2.500 

2,500 

C ash .... 
Calls in Advance . 

To Final Call . 


. Dr. 

. Dr. 


2,400 

loo 

2,500 


Calls in Arrear. The treatment here is to transfer the amount of 
the arrears to the debit of Calls in Arrear Account, or to bring 

^ Six per cent per anuum under the 1929 Table A. 
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the balance down on the Call Account. Upon payment cash 
^ be debited, and the Calls in Arrear Account or the Call 
Account credited. A failure to pay a call at due date may imperil 
the holding of the member where the company has power to forfeit 
shares. This will be dealt with on page 815 ct scq. 

Illustration. The facts are the same as in the preceding example, 
except that members holding 400 shares fail to pay the first call, 
but owing to special reasons the directors permit the members to 
postpone payment until the final call is made. The defaulting mem- 
bers pay up in full on the final call. 

.Show Journal entries relative to the calls (ignoring narratives). 


Journal 





£ 

£ 

First Call .... 

. Dr. 


2,500 


To Share Capital 



2,500 

Cash ..... 

. Dr. 


2,400 


Calls in Arrear 

. Dr. 


100 


To First Call . 




2,500 

Final Call .... 

. Dr. 


2,500 


To Share Capital 




2,500 

Cash ..... 

. Dr. 


2 ,6 do 


To Final Call . 




2,500 

,, Calls in Arrear . 




100 

A Iternatively — 





Cash ..... 

. Dr. 


2,400 


To First Call . 




2,400 

[This leaves automatically a debit of ;iiDD 




on First Call.] 

Cash ..... 

. Dr. 


2,600 


To Final Call . 




2,500 

„ Fir.stCal]! 




loo 


If Table A is adopted the company may charge interest at a rate 
not exceeding 5 per cent per annum upon calls in arrear, although 
the practice of public companies at all events is to fix a rate (often 
as high as 10 per cent) in the articles. 

Further, Table A provides for dividends only upon the amounts 
PAID up on shares, although, again, articles may provide for some 
other mode, e.g. upon the nominal amount. 

Interest on Calls in Advance and in Arrear. The book-keeping 
entries are — 

(a) Calls in advance — 

(1) Debit Interest on Calls in Advance / 

Credit Sundry Members J 

(2) Debit Sundry Members 


for Interest. 


Credit Cash 

Credit Income Tax Account 

( 3 ) Debit Profit and Loss Account 
Credit Interest on Calls in Advance 


■ j 


for payment of Interest. 


for transfer of Interest 
charged to Profit and 
Loss Account 


^ This clears the balance on First Call Account. 

This sum will be accounted for to the Inland Revenue Authorities. [See 
Chapter XXI.] 
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(&) Calls in airear — 

The entries axe converse to the above, the name of the Interest 
Account being Interest on Calls in Arrear Account. 

The company may deem it a matter of prudence to carry forward 
the interest on calls in arrear instead of crediting it to Profit and 
Loss Account except to the extent of cash actually received for 
interest; but the charge for interest on calls in advance must be 
transferred to the debit of Profit and Loss Account. A company 
may, unless its Articles state otherwise, set off interest on calls in 
arrear against a dividend payable to the member whose calls are 
in arrear. 

Illustration. Holders of 400 shares pay their call of 5s. in ad- 
vance. The due date of the call is ist July, the date of payment in 
advance being 1st June. The interest allowed is 6 per cent per 
annum. Show Ledger Accounts. 


Dr. 


Sundry Members 


Cr. 




£ 

5. 

d 

19. . 


To Cash . 



5 

b 

July I 

Dy Interest on Calls in 

p, Income Tax 





Advance Account^ 

[9s. in £] 



4 

6 


[Interest on £100 for 






one month at 5 per 
cent per annum.] 





10 

0 





— 


— 




£ ^ d 

ID ( 


10 | 


Converse entries will be made for interest on calls in arrear if 
the payments therefor be received by the company in the usual 
way. If, however, a member holding 200 shares (400 being in 
arrear) pays his interest, the Ledger would be — 


Dr. Sundry Members Cr. 


Jufy 1 

To Interest on Calls in 
Arrear 


£ 

s. 

10 

d. 

0 

19 - 

July I 

By Cash 
,, Income Tax . 

[9s. in £] 

,, Balance 

c/d 

£ 

s. 

2 

2 

5 





10 

D 





ID 

July 2 

To Baiauce 

b/d 


5 

0 






Dr. 

Interest on 

Calls in Arrear 


Cr. 

ig.. 

? 

? 

To Profit and Ixtss 
Account . 

,, Balance* 

c/d 

£ 

s. 

3 

5 

d. 

0 

D 

jify'i 

By Sundry Members . 


£ 

S. 

ID 





10 

D 





ID 







’V- 

By Balance 

b/d 


5 


^ Transferred to the debit of Profit and Loss Account. 

■ That is, 5s. only is credited to Profit and Loss Account, the balance benu 
brought down. This has the effect of creating a full provision in respect oi 
the debt due by members. 
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The Balance Sheet of a company usually shows the calls in arrear 
—a debit balance — as a deduction from the issued share capital, 
whilst the calls in advance, a credit balance, is added thereto, but 
as a separate item, the former appearing before the latter. 

Interest outstanding on the above accounts is shown separately, 
respectively in assets and liabilities ; a provision may be created in 
respect of the former. 

The following shows the presentation indicated — 

Liabilities Side of Balance Sheet 

‘ ^ I 

Authorized Capital (details) 

Issued Share Capital — 

5,000 Shares of ;£l each, 15s. called. . 3,750 

Less Calls in Arrear .... 250 

3,500 

Calls in Advance . . . 350 


Interest on Calls in Advance (in Creditors) . 

Assets Side of Balance Sheet 

£ £ 

Interest on Calls in Arrear (in Debtors) ... 7 

Less Provision ....... 3 

— 4 

Over-subscription, It very rarely happens, in practice, that the 
exact amount required by the company is applied for. If less, the 
entries will be made on the basis of the number of shares applied 
for if the company goes to allotment ; if greater, some applications 
may be totally rejected and the application money returned; others 
may receive a smaller allotment than that applied for, and the 
excess application money returned or held on account of amounts 
due on allotment and calls. 

It will be necessary to prepare application and allotment lists 
and this usually entails a considerable amount of detail work. 
The book-keeping entries are (other than the normal entries) — 

1. Debit Application and Allotment Account, credit cash (in 
respect of amounts returned). 

2. Debit Application and Allotment Account, credit Calls Account 
(in respect of amounts held on account of calls). 

^ Illustration. The following list shows the details of application 
'Moneys, allotments, and cash retained and returned in an over- 
subscribed issue of shares. 


3.850 

10 
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Issue of i,ooo Shakes of £i each 


Applicant 

Shares 

Applied 

for 

Shans 

Allotted 

Amounta 
Paid on 
Applica- 
tion (5s.) 

£ 

Amount 
Due on 
Applica- 
tion and 
AUotinent 
(15s.) 

Balance 

Due 

£ 

Amounts 
Trans- 
ferred to 
Calls in 
Advance 
Account 
£ 

Amaunti 

Returned 

£ 

A 

300 

lOD 

75 

75 




B 

200 

120 

5D 

90 

40 



C 

1,820 

400 

455 

300 


loo 

55 

D 

8 od 

300 

200 

225 

25 



E 

200 

3 D 

5° 

22} 


7i 

20 

F 

100 

Nil 

25 




25 • 

G 

160 

5 D 

40 

37i 





3.5B0 

I,DOO 

£^95 (a) 

£75« (b) 

£65 (c) 

£110 (i) 

£100 (t) 


(I) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 


Note. Column 3 = 5s. in £ being application money, i.e. J of column 1. 

Column 4 = 15s. in £ being application and allotment money, i.e. | 
of column 2. 

Columns 4 -|- 6 -|- 7 = columns 3 + 5- 

Show entries in Ledger form. 


Dr. Application and Allotment Cr. 


To Share Capital 

( 6 ) 

£ 

750 


By Cash (Application) 

(«) 

£ 

B95 

,, Calls in Advance 

id) 

no 


,, ,, (Allotment) . 

(p) 

65 

,, Cash returned 

(^) 

IDD 

£960 




£960 


Dr. 


Calls in Advance 


Cr 






By Application and Allot- 






ment Account . 

[d] 


I 

110 


Dr. 


Cash 


Cr. 


To Application and Allot- 
ment Account — 
f Applications) 

(Balances on Allotment) 

(a) 

(c) 

£ 

895 

65 


By Application and Allot- 
ment Account 
p, Balance 

(«) 

c/d 

i: 

100 

B 6 a 



£960 





To Balance 

b/d 

H 5 o 






Dr. Share Capital Cr. 






By Application and Allot- 






ment Account . 

(6) 
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Upon the making of future calls, the proportion of calls in ad- 
vance absorbed by the calls made will be debited to Calls in Advance 
Account and credited to Call Account. 

Illustration. Assuming for simplicity that the balance of 55. per 
share is called up in one sum there will be received £140, which 
with the transfer from Calls in Advance Account will make up the 
requisite credit to Call Account of 1,000 shares at 5s. In summary 
form the entries are ; 


Journal 






L 

i 


Ccish 

. Dr. 


140 



Calls in Advance 

. Dr. 


no 



To Call 

. 



25D 


The amounts receivable arc — 





Amount Brouf^ht 


Applicant 

Shares Allotted 

Call— 5S. 

Forward (Calls 
in Advance) 

Balance Due 



1 

£ 

£ 

A 

loo 

25 


25 

B 

120 

30 


30 

C 

40D 

100 

100 

Nil 

D 

300 

75 


75 

E 

30 


7 i 

Nil 

F 

Nil 



Nil 

G 

50 

12J 


ID 


1,000 

£250 

£110 

£14° 







If separate Application and Allotment Accounts were used, they 
would be as follows — 

Dr. Application Cr. 



To Share Capital 


£ 

500 


By Application A ixount 
„ Cash . . . . 


£ 

436 

63 



£500 




£500 












8I2 


ACCOUNTANCY 


It will be observed that the combination of the two accounts 
gives the same result as is shown by the Application and Allotment 
Account, the italicized items cancelling themselves out. 

The amount of £435 is arrived at by taking the cash received £895 
less transferable to calls and cash returnable £210, leaving £685 net 
as against application money allocable against the amount due in 
respect of shares allotted, £250. 

The components of the item of £435 are : 


Appli- 

cant 

Effective 

Applications 

Paid 

"Over" (i.e. 
transferable to 
Allotment 
Account) 

Transferred to 
Calls or Repav- 
able (per previous 
List — 

Columns 6 and 7) 


L 

£ 

£ 

£ 

A 

IDD at 5s. 25 

75 

50 


B 

120 at 55. 30 

50 

20 


C 

400 at 5s. loo 

455 

200 

155 

D 

30D at 5s. 75 

200 

125 


E 

30 at 5s. 74 

50 

15 

27i 

F 

nil nil 

25 


25 

G 

50 at 5s. 124 

40 

25 

24 


^250 

£895 

Z435 

^210 


(I) 

(2) 

(3) 

(4) 


Note, Columns 14-3 + 4 = 2. 


Issue of Shares at a Premium. A company may, owing to tlie 
attractiveness of its shares, be able to make an issue of shares at 
a premium by which it will receive an amount per share exceeding 
the nominal amount or the paid up amount, e.g. a £i share, fully 
paid, issued at 22s. 6d. ; or a 2s. share, fuUy paid, at 2s. 3d. ; or 
a £i share, los. paid, at iis. 3d. The premiums are zs. 6d., 3d., and 
IS. 3d. respectively. 

Many successful companies are, by reason of continuous develop- 
ment and expansion, constantly requiring further capital, which they 
raise by an issue of shares to the public, or by offering to the members 
the right to take up a certain munber at a stipulated price which^ 
usually is lower than the quoted market price. The member thus 
obtains a valuable saleable right. 

The premium receivable is credited to a separate account called 
Share Premium Account, the class of share (where necessary) being 
described. The amount must be regarded as capital, but it may be 
used wholly or in part towards paying the premium on the redemp- 
tion of redeemable preference shares, writing off preliminary ex- 
penses, commissions and discounts on issue of shares or debentures. 

Illustration. X, Ltd., issues 10,000 shares of £i at 235. payable 
5s. on appheation, 8s, on allotment (including the premium of 3s.), 
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los. call. All the shares are subscribed, allotted, and paid for at 
due dates. Show Journal entries, opening a combined Application 
and Allotment Account, entering the cash entries in the Cash Book 
and posting to Ledger. 


J OURNAL 



Application and Allotment Dr. 

To Share Capital .... 

„ Share Premium .... 

Being 55. per share on application and Bs. 
per share on allotment inclusive of pre- 
mium of 3s. on 10,000 shares of £j 
allotted as per directors' resolution 
dated vide Minute Book, p. . . . 


i 

6,500 

1 

5,000 

1,500 


Call ...... Dr. 

To Share Capital .... 

Being 105 . per share on lo.ooo shares of £1 
each for the first and final call made in 
accordance with terms of issue as par 

directors' resolution dated vide 

Minute Book, p. . . . 


5, ODD 

5,000 


The following is the Cash Account, which, as already stated, may 
be journalized in examination work, where the posting to the Ledger 
is not called for — 


Df. Cash Cr. 


To Application and Allotment 
Account — 

Sundry Applicants, Re- 
ceipt of Application 
Moneys, js. per Share 
on 1 0,000 Shares of £ 1 . 
Bach 

Receipt of Allotment 
Moneys, Bs. per Share 
on iD.DDo Shares of £1 
each, viz. 53. Allot- 
ment, 3S. Premium . 

,, Call Account — 

Receipt of Coll Moneys, 
IDS. per Share on 
10,000 Shares of £i 
each 


£ 


a, 500 


4,000 


5,000 


Dr. Share Capital Cr. 






By Application and Allotment 
Account 

J. 





,, Call Account . 

J. 
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Dr . Application and Allotment Cr. 


To Shan Capital. 

,, Shore Ptemlum 

]: 

£ 

5,000 

1,500 


By Caah : Arollcatloii Moneys 
,, „ Allotment Modbts 

(Including Premlumi) 

c.a 

C.B. 

£ 

3 | 3 M) 

4,000 



£6,100 




£ 6,300 









Dr. Call Cr. 



To Share Capital 

J. 

£ 

5,000 


By Cash .... 

C.B. 

£ 

5,000 










Note. J signifies posting from Journal. 


It is clear that without further transactions, the Balance Sheet 
will be — 

Balance Sheet 


Authorized Capital 

£ 

? 

Cash .... 

£ 

H,50D 

Issued Share Capital; 

10,000 Shares of each 

fully paid . 

Share Premium Account 

10,000 

1,500 






^11,500 






Issue of Shares at a Discount. Until the passing of the Companies 
Act, 1929, it was illegal to issue shares at a discount. The severity 
of this rule has been modified by permitting an issue of shares at a 
discount, provided that the company conforms to Sect. 57 of the 
Companies Act, 1948. 

The material requirements of this section are — 

1. The shares are of a class already issued. 

2. More than one year has elapsed since the date on which the 
company was entitled to commence business. 

3. The issue must be authorized by an ordinary resolution passed 
in general meeting, such resolution to specify the maximum rate oi 
discount. (This resolution is not effective unless filed with the 
Registrar of Companies within 15 days.) 

4. Sanction of the Court must be obtained (the issue must be made 
within either one month from the date of the sanction or such 
extended time as the Court may allow). The Court may give 
sanction on such terms and conditions as it thinks fit. 

It is essential that every prospectus relating to the issue of shares 
and every subsequent Balance Sheet issued by the company shall 
contain particulars of such discount as has not been written off at 
the date of the issue of the prospectus or Balance Sheet in question. 
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Illustration- A company finds itself in need of further capital and 
the directors decide to m^e a further issue of £1 ordinary shares, 
which are at present quoted at 15s. It is decided to apply to the 
Court for an order under Sect. 57 sanctioning the new issue to be 
made at a discount of 25 per cent. The necessary formalities are 
carried out and 50,000 shares are issued, the whole number being 
applied for and allotted (5s. on application, los. on allotment). 

Show Journal entries. 

J OURNAL 



Cash ...... Dr. 

To Application and Allotment 

Being application and allotment moneys of 
3s. per share on application, los. per share 
on allotment issued in accordance with 

ordinary resolution dated vide 

Minute Book, p. . . 


£ 

37.500 

£ 

37.500 


Application and Allotment . Dr. 

Discount on Shares .... Dr. 

To Ordinary Share Capital . 

Being 50,000 ordinary shares issued at a dis- 
count of 25% in accordance with ordinary 

resolution dated and sanction of 

the Court dated vide Minute Book, 

p. .. 


37.500 

12.500 

50.000 


Forfeiture of Shares. As a matter of practice almost every com- 
pany takes power, either by the adoption of Table A or by an express 
provision in its articles, to forfeit the shares of members who have 
failed to pay the due calls ; otherwise no right of forfeiture of shares 
exists. Table A provides that notice must be given by the com- 
pany to the defaulting member of the intention to forfeit; such 
notice must state the amount due, with interest, if any, and intimate , 
that if payment is not made within 14 days (or such longer time as the 
directors may decide) from the date of the notice the shares 
will be forfeited. If the notice is not properly complied with by the 
member, the directors may pass a resolution of forfeiture. Under 
■Table A, the person whose shares have been forfeited remains 
liable to the company for all calls owing as at the date of forfeiture 
Until the company has received payment in full — ^it matters not 
from whom. 

After forfeiture the company is entitled, subject to any contrary 
provision in the articles, to reissue the shares at any price what- 
soever so long as the amount received on reissue, added to the 
amount received on the shares reissued from the original holder, 
IS at least equal to the called-up value in the case of shares not 
fully paid or to the nominal value in the case of fully paid shares. 

Upon reissue of the forfeited shares and the payment by the 
holder of the unpaid balance on the shares, the original holder, 
notwithstanding any proviso in the company's articles, is pro tanio 
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absolved, and can never be called upon to pay more than the net 
balance remaining, i.e. the balance unpaid as at the date of for- 
feiture, less the amount paid by the new holder. 

The entries in the books of account are — 

I. Debit Share Capital Account with the number of shares forfeited 
at the CALLED-UP value. 

Credit Forfeited Shares Account. 

z. Debit Forfeited Shares Account. 

Credit Call Account 

in respect of the unpaid call of the defaulting member. 

Two very frequent mistakes common to most students ma>\hfe 
mentioned. 

I. The debit to share capital must be proportionate to the amount 
in terms of money standing to the credit of this account. Many 
students debit the account with the number of shares forfeited at 
the nominal value, e.g. £i. 

The debit must be based, as mentioned, upon the called-up 
value and may be alternatively stated thus : the amount to be debited 
to share capital is the amount produced by the number of shares 
forfeited, divided by the whole number of shares of that class issued, 
multiplied by the amount standing to the credit of share capital 
of that class. Expressed briefly the formula is — 

number of shares forfeited jvl i ^ ^ i 

r : -T- X credit balance of Share Capital 

number of shares issued a 


2. The balance of unpaid calls must not be transferred to tie 
debit of share capital, but to the debit of Forfeited Shares Account. 

Illustration. 10,000 shares of £t each have been issued upon 
which 15s. has been called. Owing to failure to pay the call of 2s. 
a member's shares numbering 1,000 are forfeited. 

The requisite debit to share capital is 1,000 times 15s., i.e. £750, 
or computed in the alternative way — 


number of shares forfeited 
number of shares issued 


credit balance of Share Capital Account 


l,ODD 
1 0^000 


^7.500 = 


The balance of Forfeited Shares Account may always be proved 
because it represents the excess of amounts called on the defaulting 
member over those unpaid by him, i.e. the amount actually paid, 
which is the member's loss and the company's gain. In the above 
illustration, the amount called is 15s., and the amount unpaid 
zs. ; hence there is a profit of 13s. per share on 1,000 shares, as 
shown below. (Narratives ignored.) 

' It will be recollBcted that the Share Capital Account is credited on th^ 
occasion of each call and is, in the normal course of events, reflected in Cash 
or Debtors (Call Account). 
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Share Capital 

To Forfeited Shares. 

. Dr. 


£ 

750 

£ 

15 ° 


Forfeited Shares 

To Call .... 

. Dr. 


loo 

100 


In examination work it is permissible to combine the two entries 


thus — 


J OURNAL 






£ 

£ 


Share Capital 

. Dr. 


75 D 



To Call .... 




TOO 


,, Forfeited Shares 




650* 

1 


Illustration. Prosperity, Ltd., made an issue of 50,000 ordinary 
shares of each. The los. payable on application, allotment, and 
first call has been paid in full. A second call of 5s. a share is made, 
and V. Jones a holder of 100 shares fails to meet the call. After due 
notice the directors passed a resolution effecting the forfeiture of 
his shares. Show Journal entries relative to the second call and the 
forfeiture and Share Capital Account. 


Journal 





i 

£ 

Ordinary Share Capital . 

. Dr. 


75 


To Forfeited Shares 




75 

Being loo ordinary shares, 15s. called up 




forfeited in accordance 

with resolution 




of directors dated 

Book, p 

. . . . vide Minute 




Forfeited Shares 

. Dr. 


25 


To Second Call 




25 

Being transfer of amount unpaid by Jones 




on second call on 100 
forfeited as above. 

ordinary shares 





Hr. Ordinary Share Capital Cr. 




No. of 
Shares 

£ 




No. Dl 
Shares 

£ 

To Forieited Shares 
Account 

1, Balance 

c/d 

100 

49,900 

75 

37,425 


By Balance 
„ Second Call Ac- 
count 

b/d 

50,000 

25,000 

12,300 



50, Odd 

£37.500 




50,000 

£37,500 






By Balance 

b/d 

49.900 

37.425 


I.B. 13s. on 1,000 shares » ^650. 
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Dr. Second Call Cr. 



To Ordinary Share Capital 
Account 

i 

£ 

12.500 


By Cash .... 
„ Forfeited Shares Account 

£ 

£ 

*a .475 

12,500 




Dr. 

Forfeited Shares 


Cr. 


To Sreond Call Acrount 


£ 

*5 


By Ordinary Share Capital 


£ 


,, Balance 

c/d 

50 


Account 






£75 




£7^ 






By Balance 

b/d 

30 


Alternatively, the credit of £75 may be made to the second Call 
Account, leaving £^o to be transferred to Forfeited Shares Account, 
thus — 


Dr. Second Call Cr. 





£ 




£ 


To Ordinary Share Capital 




By Cash .... 


>*p 475 


Account 


12,500 


„ Share Capital 


75 


„ Forfeited Shares Account 


50 







£ 

12,550 



£ 

I *, 55 


The credit balance on forfeited shares is the total calls on 100 
shares at 15s., less 5s. per share unpaid, leaving a profit to tie 
company of £50, that is, the amount actually paid by Jones. 

The profit on forfeiture is legally available for dividend, subject 
to any contrary provisions in the articles of the company, but until 
the shares have been reissued and fully paid no profit can arise. 

The Balance Sheet, after giving effect to the above entries, will 
contain the following items on the liabilities side — 

37.425 
5° 


Issued Share Capital — 

49,9oD Ordinary Shares of each, 15s. paid . 
Forfeited Shares ...... 


This will equal the bank balance of £37,475 shown as an asset 
in the ordinary way. 

Reissue of Forfeited Shares. It has been seen that the company 
may reissue shares at a discount provided that it receives (in all) at 
least the amount per share with which the member is credited 
after the reissue, e.g. if a share is credited with 15s. at least this 
sum must have been received by the company in respect of such 


» I.c. 


lOD^^at the called-up value of 15B, or 


TOO 


X ^37.500 


/75- 


50,000 
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share; if it is a £i share credited as fully paid the sum received 
must be at least £1. 

Entries on reissue are — 

(1) Debit Sundry Members jfur the amount payable by 
Credit Share Capital J new member, 
fid Debit Forfeited Shares . 

' ' Credit Share Capital J d^count on reissue. 

(lii) Debit Cash ^for receipt of amount payable by 

Credit Sundry Members J new member. 

Or more shortly — 

(I) Debit Sundry Members. 

Forfeited Shares. 

Credit Share Capital. 

(II) Debit Cash. 

Credit Sundry Members. 


Illustration. X, Ltd., has received from a member, on luo shares 
of £t each the sum of 15s., but the subwsequent call of 2s. 6d. thereon 
being unpaid the shares are forfeited. As there is a profit of 15s. 
on each share, the company may pass on this gain to the person 
who takes up the reissued shares, and if they are to be credited as 
fuUy paid the applicant must pay on each share at least 5s., so 
that in all the company has received £1 on each share credited as 
fully paid. If the company's price for reissue of the shares as fully 
paid is 8s., it has still a profit of 3s. for it has received 15s. plus 
8s. for a £1 share; in other words, the discount on reissue is I 2 s., 
i.e. £j less 8s., but the previous profit was 15s., still leaving a gain 
of 3s. for the company. 

If the company reissues the shares at a premium, this is in the 
nature of further profit. 

Some accountants prefer to open a new account called Forfeited 
Shares Reissued Account, in which case the entries arc — 


(i) Debit Forfeited Shares Reissued 
Credit Share Capital 

(ii) Debit Sundry Members 

Forfeited Shares 

Credit Forfeited Shares Reissued 

(iii) Debit Cash 

Credit Sundry Members 


f for the number ol shares 
] at the price at which the 
( shares are to be credited. 

t for amount due payable 
by new members, 
for discount on reissue. 

( for the number of shares 
\ at the price at which the 
( shares are to be credited, 
c for amount paid by new 
1 members. 


If the shares are reissued at a premium the amount thereof will 
be credited to Share Premium Account or Premium on Shares 
Reissued Account. 


Illustration. Assume that in the illustration on page B18 100 
sh^es are reissued to G. Smith at 14s. a share to be credited as fully 
paid, the Ledger entries (entering only the last set of entries) are — 
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Cr. 


Ordinary Share Capital 










No. of 
Shares 

£ 







By Balance 

bid 

49,900 

37 , 42 S 


Dr. Ordinary Share Capital^ Cr. 










No. of 
Shares 

£ , 







By Forfeited Shares 
Reissued Account 


100 

lOD 


Dr. Forfeited Shares Reissued Cr 


To Ordinary Share Capital 
Account 


£ 

loo 


By Smith" . . . . 

,, Forfeited Shares Account * 


£ 

70 

30 



£100 




£100 









Dr. 


Forfeited Shares 


Cr. 


To Forfeited Shares Reissued 
Account 

,, Balance (et) 

c/d 

£ 

30 

20 


By Balance 

bid 

£ 

50 



£50 









By Balance 

b/d 

ZD 


(a) Unless there are other shares which may be reissued, the balance of tins 
account may be transferred to a Share Premium Account or used to write ofl 
Preliminary Expenses ; or even to Profit and Loss Account, although the 
latter procedure violates the principles of sound financial policy. It must be 
observed that the second or final call will be on 49,000 and not 50,000 shares, 
and when disposed of, the two Share Capital Accounts may be merged. 

Dr. G. Smith Cr. 




£ 




To Forfeited Shares Account 


70 


By Cash .... 



* Until the other shares are fully paid it is preferable to open a separate 
account of those reissued as fully paid. 

■ Shown separately for clarity. 
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Cr. 


Df. 


To Balance 

bjd 

1 

37.475 




„ Smith .... 

1 


70 





^oic. Items in italics are the balances as shown on pages 817 and 8i8 . 

The final profit on the I DO shares is proved by taking the total cash received 
in rr^psct of the loo shares, and deducting from it the amount at which the 
shanks are credited, viz. cash received 10s. (from first holder) plus 14s. (from 
the second holder), in all 24s. a share credited as fully paid; hence, a profit 
dd 1 00 shares at 4s. per share, viz. £‘io. 

Treatment of Balance of Forfeited Shares Account. It will be 
clear that until the shares are fully paid the credit balance on for- 
feited shares cannot be considered as a final profit, because the 
company may, on reissue, allow a discount to the purchaser of the 
shares forfeited to the full extent of the amount in credit therefor 
in Forfeited Shares Account. Thus, if there were 100 shares previ- 
ously forfeited upon which there was a credit balance on Forfeited 
Shares Account of Bs. per share the company might reissue them 
as fully paid for 12s. per share. When, therefore, part of the 
shares forfeited are reissued, only such portion of the amount in 
credit in Forfeited Shares Accoimt may be taken as final profit 
representing profit on the shares reissued as fully paid. Thus, if of 
the foregoing 100 shares upon which there is a credit on forfeited 
^shares of £40 (8s. a share) sixty are reissued for 15s. per share to be 
credited as fully paid, the final profit will be 60 X (8s. + 15s. - 20s.) 
3s. — £g. The company has finally credited share capital with £60, 
but it has received in all 23s. per share, against which 20s. per share 
stands to the credit of share capital. The balance of Forfeited Shares 
Account will be brought down, pending the result of the further 
reissue in respect of the forty shares. 

The Ledger entries would be — 


Dr. Forfeited Shares Cr 


To Loss or Ri'issue of Shares 
Credited as fully paid 
[6 d at 5s.] 

Profit on Shares Reissued 
AcCDUUt . 

, Balance 

c/d 

£ 

15 

9 

16 


By Balance 

b/d 

i 

40 



£40 




£40 





By BalaucB^ 

b/d 

16 


Cash Cr. 


Td Share Capital Account 


£ 




[60 at 15s.] . 


45 





^ T-he b^ancQ represents amounts paid in respect of 40 shares forfeited and 
not yet reiBsued, i.e. 40 at 8s. 



822 

Dr. 


ACCOUNTANCY 


Profit on Shares Reissued 


Cr. 






By Forfeited Sharei Ac- 
count ^ . . . 



Dr. Share Capital Cr. 






By Cash .... 
,, Forfeited Shana Account 


£ 

43 

K 







60 


The Forfeited Shares Account can be the more readily under- 
stood by splitting the account as follows — 


Dr. Forfeited Shares Cr. 





4 ° 

Shares 

60 

Shares 




40 

Shares 

6d 

Sliarci 


To I..OSB, etc. . 
,, Profit, etc. . 
,, Balance 

c/d 

£ 

16 

£ 

15 

9 


By Balance 

b/d 

£ 

16 

£ 

24 





£24 




£16 

£24 







By Balance 

b/d 

16 



Reissue of Forfeited Shares Previously Issued at a Premium and 
Forfeited. Where shares have been issued at a premium, it has 
already been seen that the premium must be credited to Share 
Premium Account which can only be reduced in the special ways 
permitted by Sect. 56, Companies Act, 1948. If, therefore, shares 
are forfeited in respect of which a premium has already been 
received, the premium cannot be transferred to the credit of Por- 
feited Shares Account. The Share Premium Account will accordingly 
be no longer proportionate to the balance on Share Capital 
Account. 

Illustration. A, Ltd., whose authorized share capital is £10,000 
in £1 shares, issued the whole of its capital to the public at a 
premium of 2s. per share, payable as follows; On application and 
allotment 12s. per share (including premium), first call of 2s. pet 
share. 

The application and allotment moneys were received in full, but 
members holding 1,000 shares failed to pay the call of 2s., and in 
consequence the shares were forfeited. At a later date and before 
further calls were made, 500 of these shares were reissued as fully 
paid for a consideration of i6s. per share. Write up Ledger 
Accounts. 

^ The balance represents the sum of the payments on 6o shares (i) by the 
original allottee of 8s., and (2) by the subsequent holder of 15s., amounting 
to 233. less the amount credited in respect thereof, i.e. 20s. This gives a 
profit of 3s. on 6 d shares. 



COMPANY ACCOUNTS — SHARE CAPITAL 


Dr. 


Share Capital 


8z3 

Cr. 


7 


Shares 

£ 




Shares 

£ 

To Forfeited Shares 
Account 
,, Balance . 

c/d 

1,000 

9,000 

600 

5 . 4 DO 


By Application and 
Allotment Ac- 
count 

„ First Call Account 

By Balance 

b/d 

10,000 

3,000 

I,Df )0 

10,000 

£6,000 

lD,DOO 

£ 6,000 



9 ,ooD 

3,400 


Dr. 


Share Capital (Fully Paid) 


Cr. 





Shares 

£ 



1 1 Shares 

II 

£ 


i'o Balance 

c/d 

500 

5oo 


By Cash . 

,, Forfeited Shares 
Account . 


500 

400 

loo 




500 

£500 




300 

£500 







By Balance 

b/d 

300 

500 


As soon as the amount owing on the balance of 9,000 shares has 
been fully paid, the two accounts will be merged and made into one 
account. 


Dr. Share Premium Cr. 


_ i 


Shares 

£ 

1 



Shares 

£ 






By Cash . 


lD,DOD 

1,000^ 


First Call Cr. 





Shares 

^ 11 



Shares 

£ 


To Share Capital 
Account 


lO.OOD 

l, 0 OD 


By Cash . 

,, Forfeited Shares 

ALCDimt . 


9,000 

I,ooO 

900 

100 




10,000 

£i,odd 




10,000 

£i,doo 


ihiTp P*''’nuum receivpd on the subsequently forfeited shares must remain in this account, ids. per 
transferred from Share Capital Account to Forfeited Shares Account. 

*7'(B.2dB3) 
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Forfeited Shares 


Cf. 








— ■ — 



£ 




£ 









Td First Call Account . 

,, Balance 

c/d 

IDD 

500 


By Share Capital Account . 


600 







{fine 

To Share Capital Account 
,, Profit on Shares Reissued 
Account 
,, Balance 

c/d 

lOD 

I5D 

250 


By Balance 

b/d 

500 



£500 









By Balance 

b/d 



Dr. 


Profit on Shares Reissued 


Cr. 






By Forfeited Shares Account 



Notes, (i) The accuracy of the book-keeping in respect of the 500 shares 
reissued may be verified as follows — / ^ 

'd 

Cash received from original allottee (excluding pre- 
mium), 500 at los. . . 250 

Cash received from new holder, 500 at 165. . 400 


Total cash received 


£^50 


Since the Share Capital Account is credited with ^^500, there is a profit on 
Ihe reissue of £150. The profit is thus 500 X 6s. 

(2) The balance on Forfeited Shares Account represents the temporal}' 
profit on the shares forfeited and not yet reissued, i.e. 500 shares at los 
= £^ 5 ^- The balance of the account shows the maximum amount the cnm 
pany may lose on the reissued shares to keep within the law [i.e. 500 at ids 
= ;^25o]. If therefore the company reissues the 500 shares as fully paid for in'! 
it will have received in all 22s,, viz. los. plus zs. premium from original 
allottee and ids. from the new holder. 

(3) The student must bear in mind that the Share Capital Account will be 
debited and Forfeited Shares Account credited with the full amount called 
up, and not the amount which has been paid up on the shares to the date of 
the forfeiture. 


Reissue of Forfeited Shares Issued at a Discount. Where shares 
issued at a discount are forfeited, a proportionate part of the 
discount should be written off to Forfeited Shares Account. 
reissue, discount proportionate to the shares reissued may be re. - 
stated in the books, so that the discount on shares will always 
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remain in proportion to the shares actually issued. This treatment 
differs from that in respect of premiums, outlined in the preceding 

paragraph. 

The Discount on Shares Account will be opened on allotment when 
the company becomes liable to allow the discount. 

Illustration. A, Ltd., makes an issue of 10,000 £1 ordinary shares 
at a discount of 2s. per share, payable as follows — 

On Application and Allotment . .85. 

On First Call ...... 53. 

On Second Call ..... 3s. 

Members holding 400 shares do not pay the second coll and the 
shares are duly forfeited, 200 of which are reissued as full]^ paid at 
los. per share. 

Show Ledger Accounts. 


Ur . Ordinary Share Capital Cr. 


To Forfeitrd Shares Account 
,, Balance 

c/d 

£ 

400 
9, Boo 


By Application and Allot- 
ment Account 
,, Discount on Shares 
Account . 

„ First Call Account 
,, Second Call Account 
,, Forfeited Shares Account 


£ 

4.000 

1.000 
2,500 
2,500 

200 


£ 

10,200 



£ 

IO,2DO 





By Balance 

b/d 

l|,BOO 


Dr. 


Discount on Shares 


Cr. 


To Ordinary Share Capital 
Account 

,, Forfeited Shares Account 


£ 

I,DOd 

20 


By Forfeited Shares Account 
„ Balance 

c/d 



£ 1 , 02 D 




To Balance 

b/d 

980 





Dr. Second Call Cr. 


To Share Capital Account 


£ 

2,500 


By Cash . . . ■ 

,, Forfeited Shares Account 


£ 

2, 400 
100 



£2.500 




£g.5PP 











826 ACCOUNTANCY 


Dr. Forfeited Shares Cr. 


To Diicoiuit on Shares 
Account . 

,, Second Call Account 
,, Share Capital Account . 
„ Profit on Shares Reisauad 
Account^ . 

,, Balance* 

c/d 

£ 

4 “ 

100 

aoo 

30 

130 


By Share Capital Account 
„ Cash . 

,, Discount on Shares 
Account . 


£ 

400 

XDO 

ao 



£520 




£330 





By Balance 

b/d 

ISO 


Surrender of Shares. Without the sanction of Court, shares 
can only be surrendered as a short cut to forfeiture, and, generally 
speaking, surrender takes place where the purchase consideration 
satisfied in shares has turned out to be excessive. 

Illustration. Spes, Ltd., purchased from Trader his business as 
a going concern, the consideration being the allotment to him of 
10,000 shares of each, credited as fully paid. Owing to over- 
valuation of certain assets at the date of sale it was agreed that 
Trader should surrender 2,000 of his shares. The Court sanctioned 
the agreement. 

Show Journal entries in the books of the company. 


J OURNAL 





L 

1 


Share Capital .... Dr. 


2,DDO 



To Assets (as specified) 



2,000 


Being the surrender of 2,000 shares of £1 





each fully paid in respect of adjustment 
of purchase consideration by reason of 
over-valuation of assets as per agree- 
ment dated per directors' resolu- 

tion and sanctioned by the Court vide 
Minute Book, p 





The issued share capital, obviously, is now £S,ooo. 

General Illustration. Anti-Grab, Ltd., make an issue of 10,000 
shares of £i each at Z2s. 6d. per share, as follows — 

^ This is a. final profit on 2oo shares as the combined net sum received is‘‘ 
235. [i.e. 13s. and ids.] to which must be added 2s. discount (this loss being 
shown in Discount on Shares Account), showing 25s. as against 20s. per 
share credited to share capital, this giving a profit of 55. on 200 shares = £so. 

It would be advisable to write off the above-mentioned 2s. discount on 
the 200 shares by debiting Profit on Reissued Shares Account and crediting 
Discount on Shares Account. 

■ The balance represents 200 shares forfeited and not yet reissued upon 
which 13s. has been received per share. The account has been debited with 
the discount of less ;^20 (which will be written back when the remaining 
shares are reissued as fully paid), so that the balance brought down is the 
net receipt and not the 15s. per share. 

The Discount on Shares Account shows a net debit of /980, which is 2 h. in 
£ on the issued share capital of ;^9,8oo. 
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Amount 

Date 

Payable on Application 

s. d. 

2 6 

ist August 

Payable on Allotment (including Premium) 

5 D 

loth August 

First Call ...... 

10 D 

30th September 

Second Call ...... 

3 D 

31st October 

Third Call 

2 0 

3Dth November 


The application and allotment moneys are duly received and in 
addition holders of 5,000 shares pay in full on allotment, interest 
being credited to them at 6 per cent per annum. ^ Holders of 200 
shares fail to pay the first call, and after due notice their shares are 
forfeited. The amounts payable on the second call (made after 
the forfeiture) are paid in full, except that a holder of 100 shares 
fails to pay. On the 15th November, 150 of the 200 shares forfeited 
are reissued, credited with i8s. paid for 13s. per share. The new 
holder pays for these shares in full, the balance of zs. per share being 
counted as a call in advance. The final call is met in full, including 
the arrears of the second call, on which has been charged interest 
at 5 per cent per annum. 

Show Journal entries including cash (ignoring narratives) assum- 
ing that cash has not been received or paid in respect of interest on 
calls in arrear and in advance. Income tax to be ignored. 


J OURNAL 


19 . . 




i 

s. 

d. 

L 


d. 

Aug. I 

Cash ..... 

Dr. 


7>5dd 

0 

D 





To Application and Allotment 






2^500 

0 

0 


,, Calls in Advance . 






3,750 

o 

0 


,, Share Premium 






1.250 

0 

0 

10 

Application and Allotment 

Dr. 


2,500 

0 

0 





To Share Capital 






2,500 

0 

0 

Sept, lo 

First Call .... 

Dr. 


5,000 

D 

0 





To Share Capital 






5,000 

D 

0 


Calls in Advance . 

Dr. 


2,500 

0 

□ 





Calls in Arrear 

Dr. 


IDO 

0 

0 





Cash ..... 

Dr. 


2,400 

0 

D 





To First Call 

• 




5,000 

0 

0 


Interest on Calls in Advance 

Dr. 


31 

8 

9 





(;i3.75o at 6% p.a. for 51 days 









i.e. loth Aug. to 3Dth Sept.) 









To Sundry Members . 






31 

8 

9 


^ Five per cent per annum only is allowed by Table A (1948), unless the' 
company in general meeting directs otherwise. 



828 


ACCOUNTANCY 


Journal — contd. 


19. ■ 

Sept. 30 


Oct. 31 


Nov. 15 


30 




£ 

s. 

d. 

£ 

5. 

Share Capital .Dr 


150 

0 

0 



To Calls in Arrear 





lOD 

0 

,, Forfeited Shares . 





5° 

0 

Second Call .... Dr. 


1.470 

0 

0 



To Share Capital 





1.47° 

0 

Calls in Advance . . Dr. 


75 D 

0 

o 



Calls in Arrear . Dr. 


15 

0 

□ 



Cash ..... Dr. 


705 

0 

D 



To Second Call .... 





I. 47 D 

0 

Interest on Calls in Advance . Dr. 


6 

7 

5 



(;ii|25o at 6% p.a. for 31 days. 







i.e. 1st Oct. to 31st Oct.) 







To Sundry Members . 





6 

7 

Cash . . . . Dr. 


Ilz 

10 

D 



Forfeited Shares . . Dr. 


37 

ID 

D 



To Share Capital 




135 

0 

,, Calls in Advance . 





15 

D 

Final Call . .. Dr. 


995 

0 

D 



To Share Capital 




995 

0 

Calls in Advance , . Dr. 


515 

0 

0 



Cash ..... Dr. 


495 

D 

0 



To Calls in Arrear 




15 

0 

,, Final Call .... 





995 

0 

Intere.st on Calls in Advance Dr. 


2 

ID 

I 



(;f50D at 6% p.a. for 30 days and 







;^I5 at 6% p.a. lor 15 days, 
i.e. 1st Nov. to 30th Nov., and 







15th Nov. to 30th Nov respec- 
tively.) 







To Sundry Membeis . 





2 

10 

Sundry Members . . Dr. 



I 

3 



To Interest on Calls in Arrear 







K15 a-t 5% p.a. for 30 days, i.e. 






I 

1st Nov. to 30th Nov ) 








d. 


The Ledger Accounts will be written up in the ordinary way 
from the above Journal entries. 

■ When the postings have been completed the balances will appear 
as follows — 
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Triai. Balance Dr. Cr. 




i 

S. 

d. 

1 

s . 

d. 

Cash ...... 


11,212 

10 

D 




Share Capital .... 





9.950 

0 

0 

(0) Share Premium 





1,250 

0 

0 

(b) Forfeited Shares 





12 

lo 

0 

Interest — 








Calls in Arrear 






1 

3 

Calls in Advance 


40 

6 

3 




Sundry Members for Interest — 








Calls in Arrear 



I 

3 




Calls in Advance 





40 

6 

3 


£ 

11,252 

17 

6 

;tll.252 

17 

6 


Notes, ( a ) 2s. 6d. per share received in respect of id.odo shares. 

(fc) The amount paid on 50 shares forfeited, but not reissued, i.e. 50 at 7s. 6d., 
less premium of 25. 6d. 

There is no hnal profit on the 150 shares reissued as the total amount 
received for shares credited as i8s. paid is 22s. 6d. (i.e. original holder 7s. 6d., 
new holder 15s.), but of this 2s. 6d. is in respect of premium, whilst 2s. is in 
respect of call in advance, thus leaving a net receipt of i8s. Alternatively, 
as the new holder pays 15s., of which 2s. represents a call in advance, the 
company by crediting share capital with i8s. as against a receipt for it of 13s. 
incurs a loss of 5s., which is exactly covered by the amount paid by the 
original allottee, excluding premium. Further, as the reissued shares are fully 
paid at the date of the above Trial Balance, it can be seen that the company 
has received in all 22s. 6d. (i.e. original holder 7s. 6d., new holder 15s.), but 
1 2s. 6d. thereof has been credited to Premium Account, leaving the sum of £l 
^ per share credited to Share Capital. 

Balancing the Share Register. In large companies, prior to the 
preparation of the dividend warrants from the dividend sheets it is 
essential to strike a balance on the Share Register the total of which 
must agree with the issued capital of the company. 

Usually, as a matter of practical necessity, the Register is sub- 
divided, as with Ledgers in the sectional balancing principle, so 
that it is necessary to employ a Transfers Posting Journal, ruled 
for the number of separate Registers in use, thus — 


• 

Transferee's 

Re SISTERS 

Transferor's 

Registers 

Date 

Details 

Shares 

Trans- 

ferred 

1 

2 

3 

I 

2 

3 



lOD 

I DO 





1 00 



40D 

50 

200 

200 

400 

50 

50 

400 

200 


r' 


750 

30D 

4DO 

50 

5° 

600 

100 
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At the date of closing the Register the totals will be incorporated 
into an adjustments summary, the total of the individual balances 
in each Register agreeing therewith. 

[If not the error(s) wiU have to be located.] 

Illustration. Assuming the transfers for the year are as above 
and the opening balances of the Registers are as below, show Share 
Adjustment Summary. 

Shares 

No. I . . 35, ODD 

No. 2 . . . . 47, ODD 

No. 3 . . . 18, ODD 


lOD.ODO 


Shares Adjustment Summary 



Registers 

Totals 


1 

2 

3 


Balances, opening .... 
Add Transferees .... 

35. ODD 
3DD 

47.000 

40D 

i8,ddo 

50 

100,000 

750 

Less Transferors .... 

35.3OD 

50 

47.400 

600 

18,050 

loo 

100,750 

750 

Balances, closing . . . . 

35.250 

46,800 

17.950 

100,000 







Stock Units. In recent years large numbers of companies have 
introduced Stock units in order to save the enormous trouble 
involved in handling transfers of Shares because of the necessity to 
register their distinctive numbers. 

Stock (as distinct from Shares) involves no registered numbers 
and therefore facilitates transfers, but is not a popular form of 
investment, so that the Stock unit has been devised, allowing the 
share equivalent to be negotiated in the ordinary way ; e.g. Kote.s 
Ltd. has shares of los. each fully paid, so that if it desires to take 
advantage of the use of stock units, it will convert its Shares 
the form of Stock divided into units of los. each. This form satisfies 
both needs (a) to avoid dealing with distinctive numbers and (&) 
permitting transactions in "Share'' form. 

Illustration. X Ltd., has a share capital of 1,000,000 shares of 
5s. each fully paid. This is converted into £250,000 stock divided 
into 1,000,000 5s. units. As far as a member of the company is 
concerned, he is in just the same position after the conversion as 
before. If he wishes to sell part of his holding, the only difference 
is that he sells so many stock units instead of shares of the sanfe^ 
nominal amount. 
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It will, no doubt, be remembered that of necessity the Stock 
must be fully paid. 

The need for this procedure is to a great extent obviated by 
Sect. 74 of the Companies Act, 194B, which provides that if all the 
issued shares in a company (or all the issued shares of any class) 
are fully paid and rank pari passu for all purposes, such shares need 
not have distinguishing numbers. 

SECTION (D) DEBENTURES 

Debentures. A debenture is a document acknowledging a loan 
to a company and is generally executed under the seal of the com- 
pany. It usually (but not necessarily) provides for payment of 
interest at a stated rate and/or repayment of capital, and may give 
security for the payment over some or all of the assets and under- 
taking of the company {Lemon v. Austin Friars Investment Trust). 
A debenture may be classified thus — 

1. As to security. Containing a charge either — 

[а) Specific, which constitutes a mortgage to trustees with a 
deed of trust, in respect of specified and definite assets. 

(б) Floating, which constitutes a charge on the undertaking as a 
whole (subject to any specific charge).^ 

The former precludes the company from dealing with the subject- 
matter comprised in the charge, but the latter does not prevent the 
company from changing the assets from time to time. 

(c) Naked debenture which confers on the holder no security of 
any kind. 

2. As to priority — First debenture. Second debenture. 

3. As to permanence — Redeemable debenture. Irredeemable 
debenture. 

Debentures may be issued at par, at a premium or at a discount ; 
either in a series or in the form of stock. 

Issue of Debentures. A company must have borrowing powers 
so as to give validity to debentures, such powers being inferred in 
the case of a trading company unless expressly prohibited in the 
Memorandum of Association; whilst non-trading companies have 
no such implied power and so must obtain in the Memorandum of 
Association express power to borrow; but even where borrowing 
powers exist, the Articles may limit the amount and manner of 
borrowing. 

Upon the issue of registered debentures, stamp duty is payable on 
the amount secured (including premium on redemption) as follows — 

5. d. 

Exceeding £2.^ but not exceeding ;f5o . . . .26 

Exceeding and not exceeding ^^300 for each or fraction 

thereof . . . . .26 

Exceeding ;£3 od for every ;£!□□ or fraction thereof . .50 

^ If created by an insolvent company for a past debt within twelve months 
of the commencement of liquidation, the charge is void, but the loan is valid 
and carries interest at 5 per cent per annum. The Treasury may by order 
alter the rate. (Sect. 322.) 
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Mutatis mutandis, the entries are similar to those in respect of 
shares. 

Illustration. X, Ltd., issues ten £100 debentures at 105, payable 
£20 on application and £85 on allotment. Show Journal entries 
(ignoring narratives). 

Journal 


Cash ..... Dr. 

To Application and Allotment 
(Debentures) . . . . 


£ 

200 

£ 

200 (a) 

Application and Allotment (Deben- 
tures) ..... Dr. 
To Debentures .... 
,, Debentures Premium* 


1,050 (a) 

1. 000 

50 

Cash ..... Dr. 

To Application and Allotment 
(Debentures) .... 


B50 

850 w 


Items marked (a) cancel themselves out in the Ledger. 


Illustration. X, Ltd., issues ten £100 debentures at 95 per cent, 
payable ^£20 on application and £50 on allotment : £25 call. Show 
Journal entries (ignoring narratives). 


J OURNAL 


Cash . . . . 

To Application and 
(Debentures) 

. Dr. 
Allotment 

Application and Allotment (Deben- 

tures) , . . . 

- Dr. 

Debenture Discount* . 

. Dr. 

To Debentures 


Cash . . . . 

. Dr. 

To Application and 

Allotment 

(Debentures) 


Call Account (Debentures) . 

. Dr. 

To Debentures 


Cash 

. Dr. 

To Call Account (Debentures) 



£ 

£ 


200 

ZOO (0) 


700 (a) 



50 

750 


50D 

500 (a) 


250 (6) 

250 


250 

25 D (6) 


Items marked (a) and (&) cancel themselves out in the Ledger. 

A premium on debentures, except in a company operating 
under the Double Account System, is legally available for 


^ Note that the discount and premium entries are entered with those 
made on allotment. 
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distribution as dividend unless the Articles forbid, although such 
application is contrary to sound financial practice. 

The law requires that the discount on debentures be separately 
shown in the Balance Sheet till written off, and in consequence this 
entails the disclosure of the debenture liability at the nominal value, 

i.e. gross. In the above illustration, the Balance Sheet will show the 
debentures at £1,000 as a liability and the discount of £50 on the 
assets side (unless written off). The amount of discount must be 
disclosed in the Annual Return. 

In all cases a debenture containing a charge must be registered 
* with the Registrar of Companies within 21 days of the creation of 
the charge. 

The Companies Act, 1948, provides that the following items 
(appropriate to the matters under discussion) shall be shown separ- 
ately in the Balance Sheet tiU written oft — 

1. Discount on debentures. 

2. Discount on shares. 

3. Commission on shares and debentures. 

4. Expenses of issue of shares and debentures. 

It will be observed that whilst commission on both shares and 
' debentures may be merged (similarly with expenses) the discounts 
must be shown separately. 

Issue of Shares and Debentures to Vendor. The opening entries 
will be dealt with in Chapter XXIII (/), but it is necessary, to com- 
plete the explanation of entries for shares and debentures, to refer 
very briefly to the discharge of the debt to the vendor of a business 
acquired by the company. 

A student will have no difficulty in understanding that the vendor 
wiU be a creditor in respect of the purchase consideration which 
with goodwill, if necessary, will be exactly equal to the nd assets 
acquired. If the vendor receives his debt in cash there will be 
required a credit entry in the Cash Book for the payment, the ven- 
"dor being debited. If, however, shares and/or debentures are 
allotted, an entry in Share Capital Account and/or Debentures 
Account takes the place of the entry in the Cash Book. So far as 
relates to the vendor's shares and/or debentures there will be no 
need for Application and Allotment and Call Accounts. 

Illustration. The purchase consideration payable to the vendor 
is £2,000, to be discharged by the issue of 1,100 shares of £1, credited 
fLS fully paid, and £1,000 7 per cent debentures at a discount of 
^10 per cent. 

Show the Journal entries in the books of the company. 
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Vendor ..... Dr. 

To Share Capital^ 

Being the issue of i,ioo shares of each 

fuUy paid in part discharge of pur- 
chase consideration per directors* 

resolution dated vide Minute 

Book, p 


£ 

I, loo 

£ 

1,100 


Vendor ..... Dr. 
Discount on Debentures . . Dr. 

To 7% Debentures 

Being the issue of ^i.ooo debentures at 
90% in final discharge of purchase 
consideration per directors' resolution 
dated vide Minute Book, 

p. ... 


QOO 

IDO (a) 

1,000 (b) 


Assuming that the vendor sold to the company sundry assets 
worth £1,850, excluding goodwill, for £2,000, the initial entry would 
be — 

J OURNAL 




£ 

£ 

Goodwill .... - Dr. 




Sundry Assets .... Dr. 


1,850 


To Vendor* .... 



2,00 i 

Being assets taken over from Vendor as per 




purchase agreement dated 





The Balance Sheet will be — 

Balance Sheet as at 


Authorized Capital 
Issued Share Capital — 
I, IDO Shares of £1 
fully paid . 

7% Debentures 


£ 


£ 


Sundry Assets . 

1.850 


Goodwill 

150 

I.IOO 

Discount on Debentures 

100 

1,000 



£2,100 


£2,100 


^ Particulars of the allotment stating the consideration therefor must be 
notified to the Registrar of Companies within one month of allotment. 

(a) Shown as "asset" till written off. 

(b) Shown as liability for ;^j,dod. 

In examination work the two Journal entries may be combined, although 
(unless pressed for time) it is preferable that the student write them up^ 
separately. 

‘ Upon the issue of shares and debentures the debits from the Journal 
will eliminate the above credit. 
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The company, in practice, would probably issue further shares 
and this would be essential if the vendor is to receive part or all 
‘ of the purchase consideration in cash, the entries tor which will be 
made according to the principles already outlined. 

Issue of Debentures as Collateral Security for a Loan. A company 
may issue its own debentures as collateral security for a loan or for 
a bank overdraft by way of total or partial security therefor. 

A collateral security is one which can be realized by the party 
in possession in the event of the original loan not being repaid at 
the due date or in the event of other breach of agreement between 
the parties. On repa5mient of the loan the collateral security is at 
'once released. 

Thus, in the case of debentures issued by a company as collateral, 
these debentures will normally be withdrawn if the loan is repaid 
at the due date. 

Sect. 90 (3) of the Companies Act, 1948, however, provides that 
debentures deposited as security for advances from time to time on 
current account or otherwise shall not be considered to have been 
redeemed by reason only of the account of the company having 
ceased to be in debit whilst the debentures still remain deposited. 

There are two ways of dealing with these debentures in the accounts 
of the company. 

I. No entry whatsoever is made in the financial books of the 
, company in respect of such debentures, their existence being 
i recorded simply by a note on the Balance Sheet under the liability 
secured. 

Illustration. Aldine, Ltd., obtains an overdraft from its bankers 
of £20,000, giving as collateral security £25,000 debentures. The 
Balance Sheet of Aldine, Ltd., will appear as follows — 


Balance Sheet as at 


Liabilities Side 

i 

Bank Overdraft ..... 

1 

(CDllatcrally secured an issue of 

1 20,000 

/ 25 ,DOo debentures.) 

1 


2. By recording the transaction in the financial books of the 
company. The debentures issued will be debited to Debentures 
Suspense Account and credited to Debentures Account. The De- 
bentures Suspense Account will appear as an asset on the Balance 
Sheet. Upon repayment of the loan the entries will be reversed. 
Debentures Account being debited and Debentures Suspense 
Account credited. 

7 Illustration. Taking the same details as in the above illustration, 
the entries on issue are — 
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Debentures Suspense . . Dr. 

To Debentures .... 

Being debentures issued collaterally to 
X Bank to secure an overdraft of ;£20 ,doo 
as per directors' resolution dated 


i 

25,000 

£ 

25.000 

vide Minute Book, p 





No question of interest on debentures arises in such a case: 
the interest on Bank Overdraft is dealt with in the normal manner. 

Debenture Interest. Debenture interest is the interest payable 
by the borrowing company in return for money lent on debenture ; 
it constitutes a charge against profits whether profits are earned 01 
not. Upon payment of debenture interest, the company is bound 
to deduct income tax at the standard rate from the interest, and 
account for the tax deducted to the Inland Revenue. (See Chap- 
ter XXL) 

Book-keeping Entries. l. Debit the Debenture Interest Account 
with the GROSS amomit of the interest. 

2. Credit the net amount to Debenture-holders. 

3. Credit the income tax on the interest to Income Tax Account. 

The Debenture-holders Account will be debited upon the pay- 
ment by the company, and at the end of the accounting period the 
Debenture Interest Account will be transferred to the debit of 
Profit and Loss Account. 

Illustration. Borrowers, Ltd., has 400 5 per cent debentures of 
£100 each outstanding, the interest being payable half-yearly on 
5th April and 5th October. The company's year ends on 5th 
April, and the liability for Income Tax, based on the profits, includ- 
ing debenture interest added back, is £2,500. Show Journal entries 
in the company's books. Take Income Tax at 9s. in the £. 

In addition, write up the necessary ledger accounts. 


J UURNAL 


II). . 
Oct. 5 

Debenture Interest 

To Debenture-holders 
, , Income Tax 

Being half-year’s debenture interest 
income tax thereon at 9s. in £ 

Dr. 

and 


£ 

I,DOD 

£ 

550 

450 

19.. 






April 5 

Debenture Interest 

Dr. 


I,DDD 



To Debenture-holders 




55 ° 


,, Income Tax 




45 ° 


Being half-year’s debenture interest 

and 





income tax thereon at 95. in £ 







Dr. 
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Cr. 


To Half-yeBT’i Interest^ . 


£ 

IfOtXI 

19.. 
April 5 

By Profit and Lobs Ad count 


£ 

2,000 

>■ .1 ^ ■ 


I,oOo 






Dr. Income Tax ^ Cr. 


19.. 
April 5 

To Commissionesrs of In- 
land Revenue : Liabil- 
ity for the Year* 


£ 

2,500 

19.. 
Oct. 5 

19. . 
April 5 

By Debenture Interest 
Account 

„ Profi’t and Loss Appro- 
priation Account 


£ 

450 

450 

1,600 




£2,500 




£2.300 










Dr, Debenture-holders Cr. 


ig. . 
Oct. 5 

19 

April 5 

To Cash 


£ 

550 

550 

19.. 
Oct. 5 

19. . 

April 5 

By Debenture Interest 
Account 


£ 

550 

.550 




£x,ioo 




£x,xoo 










Dr. Commissioners of Inland Revenue Cr. 





19.. 



£ 




April 5 

By Income Tax Account . 


2,500 


Debenture Interest and Tax Thereon in Final Accounts. Students 
will often find in examination problems involving a Profit and 
Loss Account and Balance Sheet an item in the Trial Balance 
as follows — 

Half-year’s debenture interest, less tax at gs., £660. 

This item shows that only the cash payment made to the de- 
benture-holders has been recorded in the books, and hence it is 
necessary to find the gross figure, which is £1,200. The Profit and 
Loss Account will be debited with thQ full year’s interest (gross), 
£2,400, together with the net balance on Income Tax Account, the 
Balance Sheet showing the liability to the debenture-holders £660, 
and to the Inland Revenue on the assessment figure. The result is 
to show the liability under its true heading. Assuming the tax 
liability of the company to be £i,gzo, the following entries will 
appear in the books of the company — 


Dr. Profit and Loss Account Cr. 





£ 






To Debenture Interest 
„ Income Tax* 


2,400 

B40 






^ The gross and tax may be entered separately. (See next illustration.) 

* Debit for the tax payable per assessment on profits, which will include 
the amount of debenture interest added back. 

* Actually this may appear in the Appropriation Section 
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Dr. Income Tax Cr. 


□ CominlssiDni'rs of Inland 
Revenue; Liability for 
the year 


£ 

I, 93 D 


By Debenture Interest Ac- 
count 

,, Profit and Loss Appro- 
priaUon Account ^ 


£ 

i,dBo 

840 



£1,920 




£1,920 










Dr. 


Debenture Interest 


Cr. 



To Debenture-holdeis for 
half-year’ij interest 


£ 

660 

660 

i,oBo 


j. Income Tax' 

[gs. in £ on £2,400] 





£2,400 






B> Profit and I^oss Acrount. 


£ 

3,400 


£2.40° 


Dr. Debenture-holders Cr. 


1 0 Cash 
,, Balance 

c/d 

/ 

660 

66d 


By Debenture Interest Ac- 
count 


£ 

660 

66d 



£1,320 




£i, 32 D 





By Balance 

b/d 

O60 


Balance Sheet 


Liabilities Side 

£ 

Reseive for future Income Tax 

Current Liabilities ■ 

1,920 

Creditors (includes Debenture-holders) 

6G0 


Other important problems arise on this topic, but as they 
involve a knowledge of matters not yet explained, they will be 
dealt with at the same time as the problems with which they 
are connected. 

Redemption of Debentures. Where debentures are redeemable 
the method usually adopted to safeguard the interests of the deben- 
ture-holders is to require a Sinking Fund to be created out of profits 
and a sum equivalent thereto invested in outside securities or in 
an insurance policy. This usually takes place where the debentures 
are redeemable at a fixed date. 

Instead of requiring a fixed appropriation to a Sinking Fund, 
provision is sometimes made whereby the company is precluded 
from paying dividends over and above a certain fixed rate. This 

^ Net balance, as mentioned above 

* In practice the transfer to Income lax Account would be made at the 
date of each accrual ; m this instance, half-yearly. 
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proviso will not of itself ensure the reasonable certainty that 
the CASH will be forthcoming, so that a further provision is ad- 
visable to compel the setting aside of moneys, e.g. by an insurance 
policy, so that cash may be available when required for debenture 
redemption. 

The three ways of discharging a debenture debt are — 

1. By payment to the holders, either at par or at a premium, at 
the expiry of a specified period or at the company's option at a 
date within a specified period. 

2. By purchase of the debentures in the open market usually 
* permitted only if the market price falls to, or below, a specified 

iigare, e.g. in the case of £100 debenture stock if the market price 
falls to, or below, say 97. 

3. By payment year by year of a certain portion, say one-tenth, 
of the total debenture debt by “drawings,” that is, by withdrawal 
from a sealed drum of slips, each representing a number of deben- 
tures to be repaid. 

Payment of Debentures at Maturity. The practice is to set aside 
annually an equal sum which, with compound interest at a rate 
decided upon, will amount to the sum required to pay off the 
debentures at the date fixed for redemption. Simultaneously with 
the above appropriation, a like sum of money is invested in first- 
class fixed income securities together with the interest received 
'therefrom year by year, so that in each Balance Sheet of the com- 
pany until the debentures are redeemed, will appear the deben- 
tures and the Sinking Fund as liabilities and the Sinking Fund 
Investment as an asset. 

It is necessary to distinguish carefully between the two items; 
the first is merely a certain amount of undistributed profit kept 
on one side and not available for immediate distribution to the 
members, but nevertheless, still profits of the company ; whilst the 
investment of the same amount is merely an asset of the company 
invested “outside” so that it becomes an available cash asset 
when required. 

In making calculations for the amount to set on one side the 
•irjtual figure is obtainable from Tables. Consideration must be 
given to the cost of purchase, income tax on the interest (the rate of 
which obviously cannot be accurately prognosticated), possible 
depreciation of the investment at the date when it is necessary to 
realize it for the purpose of providing cash to repay the debenture- 
holders. For these reasons, many companies provide the cash by 
taking out an insurance policy, the yearly premiums being the 
equivalent of the yearly investment in securities; others prefer 
to take a security which has a redemption date coinciding with 

g at of the date on which the repayment of the debentures 
lls due. 

The book-keeping entries are at the date of the creation of Fimd — 
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(i) Debit Profit and Loss Appropriation Account^ ) with the yearly sum 
Credit Sinking Fund Account 3 to be set aside. 

(z) Debit Sinking Fund Investment Account | with the yearly sum 
Credit Cash 3 invested. 

This process will be repeated each year. 

In addition, the annual interest will have to be dealt with thus — 

(1) Debit Cash 1 on receipt of 

Credit Sinking Fund Account J Interest. 

(2) Debit Sinking Fund Investment Account ) on reinvestment of 

Credit Cash 1 Interest. 

Upon realization and redemption the entries are — 

sSking Fund Investment Account. ) “ investments. 

(2) Debit Debentures Account. \ on redemption of 

Credit Cash. j debentures. 

(3) Debit Sinking Fund Account. j with part of Sinking Fund 

Credit Reserve. I no longer required. 

Where debentures are redeemed at a premium, the additional 
entries necessitated are as follows — 

(1) Debit Premium on Redemption of Debentures Account. 

Credit Debentures Account. 

(2) Debit Sinking Fund Account. 

Credit Premium on Redemption of Debentures Account. 

The converse applies in the case of a redemption at a discount. 

Alternatively, the balance of Debentures Account may be trans- 
ferred to the credit of Debenture-holders Account, and upon 
redemption cash debited thereto. 

Illustration. Ushant, Ltd., has made an issue of £10,000 5 per 
cent debentures at par on ist January, 1951, the terms of which 
include that the company must provide a Sinking Fund for redemp- 
tion on 31st December, three years later. It is ascertained from 
Tables that the annual sum to be set on one side for three years 
at 4 per cent (rate chosen) compound interest to accumulate to £i 
is £-320348. The first investment to be made on 31st December 
following issue. 

Show Journal entries for the first two years and Ledger Accounts 
for the three years, ignoring tax and expenses. 

[It should first be mentioned that so short a life is unlikely, the 
period being thus chosen so as to show all the transactions. Secondly, 
the fund will not come into being until the end of the first year and 
no interest will arise till the end of the second year, i.e. on the first 
investment.] 

The amount to be set aside is — 

10,000 times -320348 = £3203-48 

^ The amount in question is NOT a charge against profits. 
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1951 

Dec. 31 

Profit and Loss Appropriation Dr. 
To Sinking Fund 

Being annual sum set aside out of 
profits. 


£ 

3.203 

9 

d. 

7 

£ 

3.203 

s. 

9 

d. 

7 

1952 

Dec. 31 

Sinking Fund Investment Dr. 

To Cash ..... 
Being annual sum invested at 4% p.a. 


3 . 2 D 3 

9 

7 

3.203 

9 

7 

Cash ..... Dr. 
To Sinking Fund 

Being interest received on ;f3,ZD3 
9s. yd. at 4% per annum 


izB 

z 

ID 

izB 

2 

10 


Sinking Fund Investment . Dr. 

To Cash ..... 
Being investment of interest received. 

[At this date entries will, in addition, be made 
similar to those in 1951} 


128 

2 

ID 

12B 

2 

ID 


Dr. 5 % Debentures Cr. 


1953 



£ 

5 . 

d. 

1951 

By Cash: £10,000 


£ 

1 . 

d. 

Dec. 31 

To Cash: Dcben- 





Jan. 1 





tures red eemed 


10,000 

0 

0 

Debentures 
issued at par . 


ZD,DO 0 

0 

D 















Dr. 


Sinking Fund Investment 


Cr. 


1951 



£ 

5 . 

d. 

2951 



£ 

5 . 

d. 

Dec. 31 

To Cash 


3.203 

9 

7 

Dec. 31 

By Balance . 

r/d 

3.203 

9 

7 

1952 




"1 


1952 






Jan. I 

To Balance . 

b/d 

3,203 

9 

7 

Dec. 31 

By Balance 

c/d 

6.535 

2 

0 

Dec. 31 

,, Cash 

,, Interest at 4% 


3,203 

9 

7 








p.a. on £3,203 
9s. 7d. for one 












year 


12B 

2 

ID 










^ 6,535 

2 

0 




£6.535 

2 

D 

1953 






1953 






Jan. I 

To Balance . 

b/d 

6,535 

2 

D 

Dec, 31 

By Cash 


10,000 

0 

□ 

Dec. 31 

„ Cash» 

,, Interest at 4% 

3.203 

9 

7 









p.a. on £6,535 
2S. for one 
year ‘ . 


■261 

B 

5 









L 

ID,ODO 

D 

D 



i 

10,000 

D 

D 














^ As redemption ta.kes place the same day, these items would obviously 
not be actually invested. 

■ The calculation of interest is strictly ^z6i 8s. zd., as the tables used are 
given to six decimal places only. 
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Dr. Sinking Fund Cy. 





£ 

t. 

d. 

19*51 

Dec. 31 

By Profit and Loss 


£ 

1 

1 ''' 







Appropriation 

Account 


3.303 

9 

7 








1952 












Dec. 31 

„ Profit and Loss 











Appropriation 

Account 


3,303 

9 

7 


1953 

Dec. 31 






19*53 
Dec. 31 

„ Casta: Interest 


12 B 

a 

ID 

Td Transfer to Gen- 





„ Profit and Loss 





eral Re^rve . 


ID.ODO 

□ 

□ 

Appropriation 

Account 


3,203 

9 

7 










„ Cash: Interest 


261 

B 

3 



£ 

ID.OOO 

0 

D 



£ 

10,000 

0 

0 














Balance Sheet 

(as relates to Debentures immediately prior to their redemption) 



£ 


£ 

;^io,DDo 5% Debentures 


Cash .... 

10,000 

redeemedable on 31st 




December, 1953 

I 0,000 



Sinking Fund . 

10,000 




It may be here noted that frequently the term "Debenture Re- 
demption Account (or Fund)" is employed instead of "Sinking 
Fund." 

Although it is not usual to redeem debentures until the com- 
pletion of the build up of the Sinking Fund, problems occur fre- 
quently in examinations which require the entries for redemption 
when part of the debentures are paid off out of the Redemption 
Fund Investments. 

It will be clear that in connection with debenture redemption 
there will normally arise two distinct profits or losses, viz. — 

1. Profit or loss on the realization of the Sinking Fund Investments. 

2. Profit or loss on the redemption of the debentures. 

Unless the question indicates to the contrary, both the above 
results should be transferred to the Sinking Fund (or Debenture 
Redemption Account). After this is done the balance of the Fund 
will be made up of — 

1. The amount representing the nominal amount of debentures 
redeemed. 

2. The amount representing the book value of the remaining 
Debenture Redemption Fund Investments (including any cash 
balance where the investments sold have produced more than the 
sum required for redemption). 

Item (i) will be transferred to General Reserve (or as the question 
indicates), leaving item (2) as the final balance. 
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Illustration. The Debenture Redemption Account of X, Ltd., 
stood at £8,000 represented by £10,000 (nominal) investments. 
The debentures stood at £30,000 and the company sold £6,000 
(nominal) investments at 84 for the purpose of redeeming £5,000 
debentures at 100 Show Ledger Accounts, ignoring interest and 
brokerage. 


Dr. Debentures Cr. 



Td Cash 
,, BiiJaiice 


c/d 

£ 

5,025 

25,000 


By BaUnce 

,, Debenture Redemption 
Account, Premium on 
Redemption 

b/d 

£ 

30.000 

25 




£ 

30,025 



£ 

30,025 







By Balance 

b/d 

25,000 

Dr. 

Debenture 

Redemption 


Cr. 


Td PremiuiD on Rcidemptina 
of £5 ODO Di beutures . 
,, Oeneral Reserve (i) 

,, Balance 

c/d 

£ 

25 

5 ,DDO 

3,215 


By Balance 

,, Profit on RealizaLion oi 
Investments 

b/d 

£ 

8, ODD 

240 





£8,240 




£ 0.240 







By Balance (a) . 

b/d 

3.213 


Dr. Debenture Redemption Fund Investment Cr. 


1 

1 


Nom- 

inal 

Price 





Nom- 

inal 

Price 



To Balance . 

,, Debenture Re- 
deniptlou Ac- 
count — 

Profit on 
Rcaluation . 

b/d 

£ 

ID.OOO 

Bo 

£ 

B,ood 

240 


By Cash 
,, Balance 

c/d 

£ 

6,000 

4,000 

84 

Bo 

£ 

5.040 

3,200 



£ 

10,000 


£8,240 



£ 

lO.OOO 


£8,2iD 


To Balance (2) 

b/d 

4,000 

Bo 

3,200 








Dr. 

General Reserve 

Cr. 






By Debenture Redemption 
Account . 


£ 

5,000 

Dr. 


Cash 


Cr. 


To Debenture Redemption 
Fund Investment 

Act Dunt . 


£ 

5,040 


By Debentures Account 
,, Balance 

c/d 

£ 

3,025 

15 



£5,040 




£5,040 

To Balanre (2) . 

b/d 

21 
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Note (i) The transfer to General Reserve equals the nominal amount of 
debentures redeemed. 

Note (2). The balance on Debenture Redemption Account equals the book 
value of investments, viz. investments ;f3,2DD, plus cash £1^. The latter is 
merely the balance remaining by reason of the sale of investments providing 
slightly more cash than is required for redemption. 

Insurance Policy Method. The principle outlined above applies 
to this method, except that no interest is receivable during the 
period. Accordingly, the instalments (i.e. the premiums payable) 
will be less than the total sum of the policy divided by the number 
of premiums, e.g. if the amount to be provided is £5,000 in five 
years, the premium will be considerably less than £1,000 seeing that 
no interest as such is receivable ; on the other hand it will be higher 
than the sum set aside by the investment method, because the latter 
will presuppose a rate of interest of, say, 3 per cent to 3^ per cent, 
whereas the yearly premiums will be based at a rate approximating 
to 2^ to 3 per cent. 

Again, the investment made into securities can be realized at any 
time, subject to any depreciation or appreciation in value, whereas 
if the policy is surrendered there will be a very serious loss entailed. 
This, however, may be avoided by obtaining a loan on the security 
of the policy. 

The premium must be paid at the commencement of the first 
year, as one year must elapse after the last premium is paid before 
the policy moneys fall due. 

The entries upon the yearly appropriation and payment of 
premium will be as follows — 

1. Debit Profit and Loss Appropriation Account. 

Credit Debenture Redemption Account. 

2. Debit Debenture Redemption Policy Account. 

Credit cash. 


Upon realization and redemption — 

1. Debit cash. 

Credit Debenture Redemption Policy Account 

2. Debit Debentures Account. 

Credit cash. 

3. Debit Debenture Redemption Account. 

Credit Reserve Account. 

Where debentures are redeemed at 3. premiufn, the entries necessi- 
tated are as follows — 

(1) Debit Premium on Redemption of Debentures Account. 

Credit Debentures Account. 

(2) Debit Debenture Redemption Account. 

Credit Premium on Redemption of Debentures Account. 


The converse applies in the case of a redemption at a discount. 
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As the amount receivable will be in excess of the sum of the 
premiums, there will be a profit at the end of the period on the 
policy, unless a transfer is made yearly on the basis of an estimated 
rate of interest earned, in which case the yearly transfer would be — 
Debit Debenture Redemption Policy Account. 

Credit Debenture Redemption Account. 

Illustration. Ushant, Ltd., has made an issue of £io,ooo 5 per 
cent debentures on 1st January, ig. the terms of which include 
that the company must provide a Sinking Fund for redemption 
□n 31st December, ig. . (three years later). The directors decide to 
take out an insurance policy to provide the necessary cash, the 
annual premium being £3,141 is. 5d., on which the return is 3 per 
cent per annum compound interest. 

Show Ledger Accounts. 


Dr. 5% Debentures Cr. 


Year 3 
(cud) 

Td Cash 


£ 

10,000 

Year i 
(coin- 

By Cibh 


£ 

10,000 





meat ) 





Dr. 


Year 

(end) 


Td Oeneral Reserve 


Debenture^ Redemption Cr. 


£ 

s. 

d 

Year 

By Profit and Loss 


£ 

s. 

d. 




I 

Appropriation 








(and) 

Account . 

,, Debenture Re- 


3.141 

I 

5 





demption Policy 
Account — 









Interest at 3% 









p.a. on £ 3,141 
IS. 5d. lor one 









year 


94 

4 

8 







3.235 

6 

I 




2 

By Profit and Loss 








(end) 

Appropriation 

Account 


3.141 

1 

5 





„ Debenture Re- 








demption Policy 
Account — 









Interest at 3% 









p.a. on £6,376 
7s. 6d. for one 









year 


191 

3 

10 

10,000 

0 

0 

3 

By Profit and Loss 


6,567 

13 

4 



(end) 

Appropriation 








Account . 

„ Debenture Re- 


3fl4i 

1 

5 





demption Policy 
Account — 









Interest at 3% 
p.a. on £9,706 
14s. gd. for one 
year 


3gi 

5 

3 

10,000 

0 

0 



£ 

10 , 000 

0 

D 


These accounts will be balanced off yearly in the usual way. 
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Dr, Debenture^ Redemption Policy Cr. 


Year 1 
(com- 

To Cash — 



£ 

s. 

d. 




£ 

s. 

mence- 

Premium 



3.141 

I 

5 






meat) 












(CDd) 

„ Debenture 

Re- 










demption 
count — 

Ac- 












Interest 



»4 

4 

8 










3.235 

6 

I 






Year a 
(com- 

To Cash — 











men ce- 

Premium 



3.141 

1 

5 






ment) 












(end) 

„ Debenture 

Re- 










demption 
count — 

Ac- 












Interest 



igl 

5 

ID 










6,567 

13 

4 






Year 3 







Year 3 





(com- 

To Cash- 






(end) 

By Cash 


10,000 

D 

mence- 

Premium 



3.141 

1 

5 





ment) 












(end) 

,, Debenture 

Re- 










demption 
count — 

Ac- 












Interest 



291 

5 

3 









£ 

10,000 

0 

0 



£ 

10,000 

□ 














Dr. Cash [re Redemption) Cr. 


Year 3 
(end) 

To Debenture Redemption 
Policy Account 


£ 

10,000 

Year 3 
(end) 

By 5% Debentures Account 


£ 

10,000 










It will be observed that the principles enumerated are precisely 
those discussed in Chapter VII, so far as they relate to the con- 
struction of the accounts for the amortization of an asset. The 
balance of the Debenture Redemption Account upon the repay- 
ment of debentures becomes a free reserve, whereas the Asset 
Amortization Account must be used to write down an asset. (See 
page 184.) 

Redemption by Annual Drawings. The repayments taking place 
annually preclude the building up of a Sinking Fund and investments 
to accumulate to the required sum due on a fixed date, so that 
is usual to restrict the rate of dividends on ordinary shares to a 
certain percentage until the final repayment or to permit the rate 
of dividend to increase as the debenture debt diminishes. The 
entries required are ; debit debentures, credit cash with the yearly 
drawings. 

Debenture Discount. Where debentures have been issued at a 
discount the prudent company will write off to Profit and Loss Ap- 
propriation Account a proportion year by year, although it is not 
legally necessary unless the company’s own provisions require it. 

^ These accounts will be balanced off yearly in the usual way. 
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The two methods usually employed are (i) to write off au 
imount yearly, proportionate to the life of the debentures, e.g. 
if the maturity of the debentures is ten years after issue, one-tenth 
jf the debenture discount will be written off; or (z) to write off 
discount proportionate to the debenture debt outstanding at the 
::ommencement of each year less repayments, if any, during that 
^ear. 

Illustration. A, Ltd., issues £10,000 debentures on ist January, 
ig. at a discount of 5 per cent repayable in annual drawings of 
f2,ooo, commencing 31st December following. The company's year 
ends on 31st December. Show the amounts to be written off in the 
five years, assuming that the company decides to write off Debenture 
Discount Account during the life of the debentures. 

Method i. 

One-fifth of /5oo = £100 per annum. 

Method 2 . 

Amount of debentures outstanding at the commencement of each 
year, viz. : 

Year Proportion Amount 

L i s. d. 

1 ID, ODD = 1 |} X 5OD = 166 13 4 

2 8,udo = X 50D = 133 6 8 

3 6,000 = X 500 =100 D o 

4 4,000 = 3^,, X 500 = 66 13 4 

5 2,000 = 3-^ X 500 = 33 6 B 

30,000 £500 O D 


The Ledger Account for Debenture discount as dealt with by 
Method 2 is as follows — 

Dr, Debenture Discount Cr. 


Year 

1 

To Dcbenturc:s. 


£ 

500 

5 . 

0 

d. 

0 

Year 

I 

By Profit and Loss Appro- 
priation Account 
„ Balance 

c/d 

£ 

166 

333 

s. 

13 

6 

d. 

4 

B 




£5^0 

D 

0 




£sdo 

0 

D 

2 

To Balantc 

b/d 

333 

6 

B 

z 

By Profit and Loss Appro- 
priation Account 
„ Balance 

c/ri 

133 

200 

6 

0 

B 

D 




£333 

6 

_B 




£333 

_6 

B 

3 

To Balance 

b/d 

zoo 

D 

0 

3 

By Profit and Loss Appro- 
priation Account 
„ Balance 

c/d 

IDO 

lOD 

0 

0 

0 

D 




£20^ 

D 

□ 




£200 

0 

□ 

4 

To Balance 

b/d 

loo 

D 

D 

4 

By Profit and Loss Appro- 
prution Account 
„ Balanca 

c/d 

66 

33 

13 

6 

4 

B 




£100 

□ 

□ 




jflDO 

D 

D 

5 

To Balance 

b/d 

£33 

6 ^ 

B 

5 

By Profit and Loss Appro- 
priation Account 


£33 

_6 

_B 
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Illustration. Debenture discount is £120 in respect of £6,000 
debentures issued on ist April, 1950, repayable by three equal 
drawings of £2,000 each. The company makes its accounts up to 
31st December. The calculation for the amount of discount to be 
written off is as follows — 


Year ended 



Amount written off 


£ 

£ 

£ 



£ 

3iBt Dec., 1950 

6,000 X } [i.e. 1st April to 31st Dec.] 


4,500 


X 120 — 

45 

M 1951 

6,000 X i [i.e. 1st Jan. to 31st Mar.] 

1,500 






4,000 X 1 [i.e. 1st April to 31st Dec.] 

3,DOO 








4.500 


X 130 — 

45 

1952 

4,ooo X 1 [as in 1948] 

I,OOD 






3,000 X f [as in 194BJ 

1,5 DO 








3,500 

iV’i. 

X 130 = 

*5 

1953 

2,Dao X I [i.e. ist Jan. to 31st Mar.] 


500 

rin 

X 120 — 

5 


lZ,DOO £1^0 


It is assumed that the first repayment takes place on ist April, 1951. 


The writing off in the above illustration involves four accounting 
periods, the first and the last being respectively for 9 months (of 
1950) and 3 months (of 1953), during which time debentures are 
outstanding. After the first full year operates (i.e. 1951) the ratios 
decrease by ^^2,000.^ 

The position in regard to an issue of debentures at a premium 
or at a discount demands further attention. The principles involved 
are similar, so that the question of an issue at a premium will also 
be considered. Where debentures are issued at a premium it is 
usually because the interest payable thereon is higher than that 
reasonably obtainable on a security of that kind, after making due 
allowance for business risk. Therefore, the real burden to the com- 
pany should be that arising from a payment of interest at the 
normal rate so that the premium on issue is not a true profit at all. 
If the debentures are redeemable at a fixed date the premium 
charged should be the present worth of the differential interest, 
so that the difference between the actual and normal rate of 
interest will exhaust the amount of the premium by the expiry of 
the term of the debentures. 

For instance, if a company issues £1,000 debentures (ruling rate 
of interest being 4 per cent) they may be issued at a premium with, 
a higher rate of interest than 4 per cent or at a discount with a 
lower rate of interest than 4 per cent having regard to date of 
maturity. 

Illustration. Assuming that the £1,000 debentures are redeemable 
at the expiry of five years the issue price would be (on a 4 per 
cent yield basis, but a 6 per cent interest payment basis) at a 
premium of £89 03 to the nearest second place of decimals or in 
practice £89. ^ 

^ If method (i) is used, the amounts written off will be £"^ 0 , £40, 

and £id respectively. 
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The above figure may be obtained from an Annuity Table. The 
book-keeping entry will be — 

I i 

Debit Cash .... i,oB9'o3 
Credit Debentures . . i,ood 

,, Premium .... 89-03 

As the interest on £1,089-03 at 4 per cent per annum is really 
£43-56 annually, debenture interest should be debited therewith; 
the difference between such amount and the 6 per cent on £1,000 = 
£60 is virtually a part repayment of the premium, so that at the 
be^nning of the second year the amount of premium has been 
returned to the extent of £16-44, leaving premium outstanding 
at £72-59 (i.e. £89-03 less £16-44). Hence, in the second year the 
return of premium will be the difference between the £60 and 4 
per cent interest on £1072-59 (£42*90). viz. £17-10, thus continuing 
the process until the end of the fifth year, when £1,000 remains 
for payment. 

The book-keeping entries for each of the five years will be — 



Dr. 

Debenture 
Interest 
[per next 
column] 

4 % on 

Dr. 

Premium 

Cr. 

Cash 

B a] dll res 

Cr. Cr. 

Debentures Premium 


£ 

£ ! 

£ 

£ 

£ 

£ 

Commencement of ist year 





1,000 

89-03 

T.nd of 1st year 

43-56 

(1,089-03) 

{b) 16-44 

60 

l,ooo 

(a) 7Z-59 

2 iid 

42-90 

1,072-59 

id) 171D 

60 

l,D0O 

c) 55-49 

3rd 

42-22 

(i, 055 - 49 ) 

(/) 17-78 

60 

1,000 

U) 37-71 

4 th 

. 41-51 

(1,037-71) 

(fc) iB -49 

6 d 

1,000 

(g) lg-22 

5 th 

140-78 

(1,019-22) 

U) 19-22 

60 

1,000 

(») nil 




£89-03 





(a) 89-03 less repayment of (6) 16-44 = 72-59 
(c) 72‘59 „ (ti) 17-10 = 55*49 

( c ) 55*49 „ (/) 17*78 = 37*7^ 

(^) 37*71 „ ,, (A) 18-49 = I 9 -Z 2 

(t) 19-22 „ ,, [j) 19-22 = nil 

The results may now be compared thus — 

(a) By the above method. (b) By taking the premium as profit. 


Debenture Interest 

Debenture Interest 

Premium 


£ 

£ 

£ 

Year i 

43-56 

60 

B9-03 

,, 2 

4290 

60 


3 

42-22 

60 


„ 4 

41-51 

60 


.. 5 

40-78 

60 



Total (Debit) £210-97 (Debit) £300 [n«tDebit£2io-97] (Credit) £89-03 


There is no LEGAL necessity for treatment on strict theoretical 
lines, but the method is scientifically sound and in examination 
Wrk the principle should be mentioned and (time permitting) 
Wustrated. No provision exists in the Companies Act, laying down 

^ Actually 40-77 [-oi error arises by taking two places of decimals only]. 
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any particular treatment of premiums on debentures, but only 
as regards discounts. 

Illustration. The same principle applies in treating debentures at 
a discount. The company in offering debentures at a discount would 
have to compute on a 4 per cent basis with interest at 2 per cent to 
permit of the same figures being employed. Just as, in the previous 
illustration, the 2 per cent extra interest was merged in the pre- 
mium, so the 2 per cent less interest will be merged in the discount. 
Hence, as the premium for the differential 2 per cent was 89-03 per 
£1,000, so the discount will be the same figure; therefore, the de 
bentures will be issued on that basis, the entry on receipt being — 

I I 

Debit Cash ...... 91 0-97 

,, Discount on Debentures . . 8g'D3 

Credit Debentures .... i,ddo 

The law, it will be remembered, insists on the discount on deben- 
tures being shown in the Balance Sheet as a separate item (and the 
debentures as a consequence at the gross figure) The reverse pro- 
cess now applies, viz. the true rate of interest is I20 [2 per cent on 
£1,000] plus £16-44 fo make up 4 per cent on £910-97 [£36-44], so 
that the sum of £36-44 will be debited to Profit and Loss Account, 
Cash and Debenture Discount being respectively credited with £20 
and £16-44. Although the law does not require an actual writing 
off of the debenture discount, it must be shown in the Balance 
Sheet TILL written off. 

The entry, therefore, for the first j^ear will be — 

£ £ 

Debit Debenture Interest . . 36-44 

Credit Cash .... . 2u-oo 

,, Debenture Discount . 16-44 

This process will be continued until the date for repayment of 
debentures. 


The entries year by year will therefore be — 



Dr. 

Debeiiturt 


Cr. 

Cr. 

Cash 

Balancea 


Interest 
[per neat 
column] 

4% on 

Debenture 

Discount 

Cr. 

Debentures 

Dr 

I>cben tore 
Discount 

CommencBinent of ist year 

£ 

£ 

£ 

£ 

L 

1,000 

£ 

89 03 

End of 1 st year 

36 44 

(a) ( 9 ID- 97 ) 

1644 

20 

1,000 

72-59 

and 

37-10 

(b) ( 927 - 41 ) 

17-ID 

20 

1,000 

55 49 

3 rd 

37-7B 

(c) ( 944 - 51 ) 

17-78 

20 

I.OCO 

3771 

4tb 

38-49 

(i) ( 962 - 29 ) 

18-49 

20 

1,000 

19-22 

5 th 

‘ 39-22 

(r) ( 9 Bd- 7 B) 

19-22 

£ 89-03 

20 

1,000 

nil 


^ Actually 39-23 [-oi error arises by taking two places of decimals only]. 



COMPANY ACCOUNTS — DEBENTURES 


B5I 


(«) 

£ 

Balance i.oqo less Debenture Discount 

£ £ 
B9-03 = 9 IO -97 

(f>) 

,, I, ODD ,, ,, ,, 

72-59 = 927-41 

(c) 

.. i.DDo ,, 

5549 = 944-51 

( d ) 

,, I,DOO ,, 

37-71 = 962-29 

(e) 

,, 1,000 ,, 

19-22 = 980-78 


The results may now be compared, thus — 


(a) By the above method. 

[b) By taking the discount as loss. 


Debenture Interest 

Discount 



Dr. 

Cf. 


£ 

£ 

£ 

Year i 

36-44 

89-03 

i6-44 

,, 2 

37-ID 


17-10 

>. 3 

37-78 


17-78 

4 

38-49 


18-49 

>* 5 

39-22 


19-22 

Total (Debit) £ 189-03 

£ 89-03 



Debenture Interest Discount 

£ I 

2D 

ZD 

2D 

2D 

20 fi9‘D3 

(Debit) £idd [Total Debit (Debit) £B9 -d3 
~ — £189-03] 


[The premium (and conversely for discount) is the present worth of the 
differential annuity of 2 per cent for five years, taking 4 per cent as the basic 
rate— / ^ i \ 

V ~ (i-D 4 )V 


Present worth = 2 X 


•□4 


0 1-21665) 

= £8-903 


The present worth of an annuity of £2 at 4 per cent for 5 years is £8-903, 
£89-03 for an annuity of £20. The investor is, theoretically, prepared to 
pay £89 03 premium to receive, over and above 4 per cent on £i,ddo, five 
annual payments of £20 each (i.e. 2 per cent on £i,ddd). 

Conversely, the investor would, in consideration of losing five annual pay- 
ments of £20, require a rebate on the purchase price of £i,doo debentures 
on which he wants a 4 per cent yield, to the extent of £89-03.] 

Purchase of Debentures in Open Market. This is the method 
adopted when it is desired to keep the debentures alive with a view 
to future reissue. They may be purchased as the investment on the 
Sinking Fund or a certain amount may be spent each 5^ear out of 
the liquid capital of the business, even where there is no specific 
obligation to redeem. If the purchase is made immediately after 
^he interest has been paid the question of accrued interest will not, 
course, enter into the calculations. In practice, however, the 
purchase will be made at a time when the market is most favour- 
able, that is, when the market price is low. Where the debentures 
so purchased represent investments on the Sinking Fund, it is 
advisable to write off any premium or discount involved in the 
purchase price to the Sinking Fund, so that at the date of redemp- 
tion the balance of Debenture Investment Account will equal the 
balance of the Debentures Account. If, however, the debentures 
^ merely held as an investment in the ordinary course of the com- 
/feny's business, a Debentures Investment Account will be opened 
and treated as an Investment Account in the ordinary way. 
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It may be noted that, where there is a Sinking Fund in existence, 
debentures purchased in the open market are often utilized as the 
Sinking Fund Investment. 

Treatment of Interest on Own Debentures, (i) no Sinking 

Fund exists, the interest will be credited either as a separate item 
to Profit and Loss Account or to Debenture Interest Account,^ the 
net balance of the latter being transferred to the debit of Profit and 
Loss Account in the ordinary way. 

(z) Where a Sinking Fund is being built up, if the debentures 
have been acquired either out of the proceeds of sale of Sinking 
Fund Investments or out of profit to the Sinking Fund, then 
inasmuch as such debentures will form part of the Sinking Fund 
Investments, the interest will be credited to the Fund, precisely as 
if the investments were outside investments. Obviously, the debit 
for such interest will be to Profit and Loss Account, as the latter 
account should include the interest on the whole of the debentures, 
i.e. those held by outsiders and those held by the company itself. 

Profits and losses on Sinking Fund Investments will be dealt 
with on the same principle. 

(3) Where no Sinking Fund exists, if the debentures are purchased 
for cancellation or redeemed by drawings, it is a common practice 
to transfer an amount equal to the debentures purchased for can- 
cellation from Profit and Loss Account to General Reserve — ignoring 
interest — having the same effect as if a fund had been built 
annually and upon redemption of the debentures transferred to 
General Reserve. 

Should the purchase be made within the interest period, the price 
will be inclusive of accruing interest if bought "cum interest"; 
but if purchased "ex interest," the forthcoming interest is retained 
by the seller. In order to adjust the matter, the accrued interest 
at the date of purchase will be debited in the interest column of the 
Investment Account and the interest for the whole period credited 
in the interest column. Thus a credit is left covering the proportion 
of interest arising since the date of purchase of the debentures. 

Illustration. X, Ltd., purchases on ist April, 19. ., £200 nominal 
of its own 6 per cent debentures at 98^, brokerage and expenses 
being £1. A further purchase of £600 nominal was made on 3!^. 
October at loi^, brokerage and expenses being £2. Debenture in- 
terest is payable on 30th June and 31st December. Ignore income 
tax. Show Ledger Accounts. 

(а) Included in the price is 3 months’ interest at 6 per cent per 
annum on £200 = £3, so that of the £6 received £z is "pure" 
interest. 

(б) Included in the price is 4 months' interest (ist July to 3i.st 
October) at 6 per cent per annum on £600 = £1.2, so that out of tjie 

t- 

^ Either credited to Debenture Interest Received Account and transferrE^ 
to Debenture Interest Paid Account, or credited direct to the latter account 
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£24 received on 31st December there remains £12 "pure” interest, 
made up of — 

£ 

6 months' Interest at 6 per cent per annum on £^00 . . .6 
z months' Interest at 6 per cent per annum on £^oo . .6 

As per Investment Account . £12 

If on 1st January, 19. ., the £Boo debentures are cancelled, the 
Investment Account wiU be debited with £6 and Profit and Loss on 
Cancellation of Debentures Account credited with £6, followed by a 
debit of £Boo to Debentures and a credit of £Boo to the above 
Investment Account. 

This results as follows — 


Dr. Own Debentures Investment Cr. 





Nominal 

£ 

£ 




N ominal 
£ 

£ 

19.. 
Jan. 1 

To Balance 
„ Profit and 
Loss on Can- 
cellation of 
Debentures 
Account 

b/d 

Boo 

794 

6 

19.. 
Jan. I 

By Debrntures 
Account 


Boo 

Bod 

^Hoo 

£Bdd 

£Boo 

i(Boo 






Dr. Debentures Cr. 


19.. 
Jan. X 

To Debentures 

purchased and 
cancelled 


£ 

BoD 

1 

1 Jan. I 

Dy Balance 

b/d 

S 

Dr. 

Profit and Loss i 

ON Cancellation of Debentures 

Cr. 





19. . 
Jan. I 

By Profit Dll purchase 
and cancrllation of 
£8 DO Debentures * 


£ 

6 


Where debentures are purchased on the open market for im- 
mediate cancellation, the purchase price, if " cum interest,” includes 
the accruing interest, and the portion of the price that relates to 
interest must be transferred to Debenture Interest Account. When 
the interest date is approaching, the price paid above par may be 
less than the amount represented by the accruing interest, so that 
what appears to be a premium on purchase may really be a discount. 

Where the debentures are acquired "ex interest,” the converse 
applies, and the debenture interest will have to be paid at the 
end of the period, but as, at the date of acquisition, the full period 
interest was deducted from the " cum interest” price, an adjustment 

^ This account should be lelt as a Reserve to cover possible subsequent 
losses until all the Debentures have been discharged. The balance of profit, 
if any, is usually utilized to eliminate expenses of issue and discount on Deben- 
tures if this has not already been done during the life of the Debentures. 
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in relief of interest against capital is required. This is necessary 
because the debenture interest on the debentures bought and can- 
celled does not cover the whole period, but the capital cost has been 
relieved to the extent of the interest for the full period by reason 
of the deduction of the interest for the full period from the price 
when the latter is quoted ** ex interest.” 

Illustration. On ist January, X, Ltd., has £12,000 6 per cent 
debentures. In accordance with the powers under the deed, the 
directors acquire in the open market for immediate cancellation 
debentures, as follows — 

Mar. I. ^2,000 at 98 
Aug. I. ^4,000 at 100^ 

Dec. 15. ;^i.DDO at g8^ ex interest 

Debenture interest is payable half-yearly, 30th June and 31st 
December. Show Ledger accounts of Debentures, Debenture Interest, 
Profit and Loss on Cancellation. Strike a balance half-yearly — 


ist Half-year. 

Dr. 


Debentures 



Cr. 

19 .. 

Mar. I 

To Debentures pur- 
chased ^1,960 

, , Profit and 

Loss Dll 

Cancella- 
tion of De- 
bentures 

Account 40 

0 

L 

19. . 
Jan. I 

Dy Balance 

b/d 

£ 

12,000 

June 30 

,, Balance 

10,000 








£i2,OOU 




£iz,ood 





July 1 

By Balance 

b/d 

10,000 

Dr. 

Profit and Loss on Cancellation of Debentures 

Cr. 

ig.. 
June 30 

To Reserve 


£ 

6o 

ig. . 
Mar. I 

By Debentures 

Account 

„ Debentiu'e Interest 
Account . 

(&) 

£ 

4° 

20 




£60 




£6o 









Dr. 


Debenture Interest 


Cr. 

19.. 
Mar. 1 

June 30 

To Profit and Loss on 
Cancellation of De- 
bentures Account 
,, Debenture-holders 
(Interest) Account 


£ 

20 

300 

19.. 

June 30 

By Profit and Loss 
Account . 


£ 

320 




£320 




£320 









Dr. 

Debenture-holders (Interest) 


Cr. 

19.. 
June 30 

To Cash 
,, Income Tax 
(at gs. in the £) 


£ 

Ifi5 

135 

19.. 
June 30 

By Debenture Interest 
Account* 

[£l 0,000 at 6% per an- 
num for six mon ths] 


L 

300 




£300 



£300 











^ Alternatively, the net amount of ^165 might be credited to this account 
and Tax debited to Debenture Interest Account. 


afl — (8.2083) 
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Notes — 

(1) a-6 = £2,000 - = £i,^to £2,000 Debentures at 9B = ;£i.96o 

(2) The true Debenture Interest on ;f2,ooD from ist Jan to 28th £ 

Februa^ at 6 per cent per annum . . = 20 

The true Debenture Interest on;^iD,DOD fur (year to June 30th 
at 6 per cent per annum ■ « 300 

Charged to Profit and Loss Account, as above . . £'^’2.0 


(3) The par value of each ^loo of Debentures plus accruing interest at 6 
per cent per annum for 2 months (1 e ist Jan to 2Sth February) = The 

Debentures were bought back at £^% only, leaving a profit on the ;^2,oooat3 
per cent = /60 


2nd Half-year. 

Dr Debentures Cy 


*9 




£ 

19 


b/d 

£ 

Aug 

I 

To Debentures pur- 



July I 

By Balance 

ID, 000 



chased 


4,010 

Aug I 

„ Profit and Loss on 



Dec 

*5 

,, Debentures pur 


Lancellatlon of Db 




chased £985 

„ Profit and Loss 
on Cancellation 
of Debentures 
Account zj 




bentures Account 


ID 




— 


1,000 






31 

,, Balance 

c/d 

5,000 









£io,oio 




£id,oid 






Jan 1 

By Balance 

b/d 

5,000 


Dr Profit and Loss on Cancellation of Debentures Cr 




£ 

5 

d 

19 



£ 

S 

To Debentures 





Aug I 

By Debenture Inter 




Account 


10 

0 

D 


est Account 


20 

0 

,, Balance 

c/d 

ID 

0 

D 








° 1 
^ 1 

0 

0 




£20 

D 

To Debenture Inter 





Aug I 

By Balance 

b/d 

ID 

0 

est Account 


2 

ID 

D 

Dec 15 

,, Debentures Ac 



,, Balance 

c/d 

22 

ID 

D 

count 


15 

0 



£25 

D 

0 




£25 

D 






Jan 1 

By Balance 

b/d 

22 

ID 


Dr 


Debenture Interest 


Cr 




£ 

i 

d 

19 



£ 

s 

d 

To Profit and Loss on 





Dec 31 

By Profit and Loss on 





Can equation of 





Cancellation of 





Debentures Ac 






Debentures Ac 





count* 


20 

D 

0 


count 


2 

10 

□ 

,, Debenture holders 






„ Profit and Loss 





(Interest) Ac- 

count 


iBo 

0 

D 


Account 


197 

ID 

D 



£200 

0 

o 




£ 2 DD 

O 

□ 













^ One month's interest on ^£4.000 at 6 per cent per annum 
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j)r, Dkbenturk-holders (Interest) Cy. 


X 9 -- 
Dbc. 3 X 

To Cash 
,, Incomo Tax 

(at 9B. in the £) . 


£ 

99 

Bi 

19. . 
Dec. 31 

By Debenture Interest 
Account* . 

0^6,000 at 6% per au- 


£ 

iBo 




^iBo 


num for six months] 


£iBo 











The respective profits on cancellation may be proved as follows — 

(1) 1st August cancellation. The price at true par, i.e. principal 
plus interest to date should be 100 + J per cent [i.e. 6 per cent per 
annum for I month] = looj. This burden is discharged at looj, 
leaving a profit of J per cent on £4,000 = £id, which is the balance 
shown in the account. 

(2) 15th December cancellation. The "cum interest" price at 
this date should be — 

IDD + months' interest at b per cent per annum = io2f %. 

But seeing that the price is to be reckoned " ex interest,” 6 months 
interest must be deducted, viz. 3% — 

True "par" value [iD2|% - 3 %] . . . . . = 99i% 

The purchase price . . . . . . = 9 ^i% 

Leaving a profit of . . . . . . . = i J% 


Hence — X £1,000 = £12 los. profit over par value is made 
100 


by the company. 

- In order, therefore, to adjust capital and income, a debit to capital 
and a credit to interest of £2 los. is required, bringing the true 
cost of purchased debentures to 99! . This reduces the redemption 
profit to £12 IDS. In other words, 99^ "ex interest” is the actual 
"no profit no loss” price, but the actual price being 98 J there is 
clearly a gain of ij per cent on £1,000. 

It must be noted that the interest on 31st December is upon 
£6,000, that is, the remaining debentures plus those redeemed ex 
interest ” because the debenture-holders are on the register at the 
time of the sale " ex interest/' and are thus entitled to the interest. 


The net charge to Profit and Loss for the half-year ended 31st 
December is computed as follows — 

, £ s. d. 

I month's interest on ;^4. ODD at 6% per annum. 20 o o 
5^ months' interest on £i,dod at 6% per annum 27 id d 
6 months’ interest on ^5, do o at 6% per annum .150 o d 

[on debentures still outstanding] 

[See page B56] .... -£197 10 o 


General Illustration. A company raises a loan of £20,000 upon 
debenture stock at a discount of 10 per cent on ist January, 1951. 
The loan is redeemable at par at the end of a period of years by a 
C'^mulative Sinking Fund, but the company has power to call upon 

^ Alternatively, the net amount of £99 might be credited to this account 
a>nd Tax debited to Debenture Interest Account. 
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the trustees to apply the Sinking Fund investments in the purchase 
of stock, if below par^ at any time. The annual Sinking Fund con- 
tribution, exclusive of interest accumulated, is £z,ooo. This amount 
is promptly invested, together with income accumulations, on ist 
January in each year; capital balances arising from realization 
of investments are reinvested at the same time. The Sinking Fund 
instalments are calculated on a 3 per cent basis, but are invested 
to give a higher yield. 

Sinking Fund investments produce interest, less tax, as follows: 
1952. £86; 1953. £139. 

Realizations of Sinking Fund investments are as follows — 

1st Oct., 1952, /i,Di4; original cost, I, DO o. 

1st July, 1953, j^373.' original cost, /4D0. 

The proceeds of realizations are applied in redemption of stock 
as follows — 

1st Oct., 1952, ;^o6o; in cancellation of odd Stock. 

1st July, 1953, in cancellation of 240° Stock. 

Ignore interest on debenture stock. 

Prepare accounts in respect of the Sinking Fund transactions 
given for the years 1951 to 1953 inclusive, showing the manner in 
which the Sinking Fund would be compensated for the loss of 
interest resulting from the realization ol investments. State also 
how you would deal with the accounts relating to discount on issue., 
profit on cancellation of stock, and profit and loss on realization 
of investments. 

[For sake of completeness a Cash Account and Profit and Loss 
Appropriation Account in relation to the whole set of transactions 
is given, together with a “Trial Balance."] 


Dr. Cash [re Debenture Stock) Cr. 


195] 



£ 

1951 



£ 

Jan. 1 

Td Debenture Stock 



Dec. 31 

By Balance 

c/d 

iB,ooo 


A ccount 


18,000 


1952 




1952 




Jan. 1 

To Balance 

b/d 

iB,odd 

Jan. 1 

By Sinking Fund In- 



Oct. I 

,, Sinking Fund 




vestments Account 


2,090 


Investments Ac- 



Oct. I 

,, Debenture Stock 




count . 


1,014 


Account 


q6d 

Dec. 31 

,, Sinking Fund Ac- 



Dec. 31 

,, Deposit Account 
,, Balance 




count — Interest . 


B6 

r/d 

i6,d86 




£19,100 




£i 9 i 1 p° 

1933 




1953 




Jan. 1 

To Balacce 

b/d 

i6,oB6 

Jan. 1 

Dy Smkinf: Fund In- 



July I 

„ Sinking Fund In- 




vest m cn ts Ac c oun t 


2,0Da 


vestmeu ts Account 


373 


PI II IF 


B6 


„ Suspense Account . 
,, SinJdng Fund Ac- 


10 

July I 

,, Debenture Stock 



Dec. 31 



Ar count 


383 


count — Interest . 


139 

Dec. 31 

,, Balance 

c/d 

14.139 




£i6,(jdB 




£i6,6dB 

1934 
Jan. 1 

To Balance 

b/d 

14.139 
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Dr , Deposit Account Cr. 




£ 

1953 



£ 

To Cash 


54 

Jan. 1 

By Sinking Fund In- 







vestments Account 


54 


Dr. Profit and Loss Appropriation Account Cr. 


1951 

Dec. 31 

Td Sinking Fund Ac- 
count 


£ 

2,000 





1952 
Dec. 31 

,, Siukiui; Fund Ac- 
count 


2,000 





1953 
Dec. 31 

,, Sinking Fund Ac- 
count 


2,000 






Dr. Debenture Stock Cr. 


1952 




£ 

1951 



£ 

Oct. I 

To 

Cash 

Proht and Loss on 


960 

Jan. 1 

By 


20,000 



Cancellation of De- 
benture Stock 
Account 


40 





Dec. 31 

• • 

Balance 

c/d 

19,000 









£20,000 




£zd,doo 

July 1 

To 

Cash 


3B3 

1953 

Jan. I 

By Balance 

b/d 

19,000 


Profit and I.oss on 









Cancellation of De- 
benture Stock 
Account 


17 





Dec. 31 

.1 

Balance 

c/d 

iB,6oo 









£19,000 




£19,000 






1954 

Jan. I 

By Balance 

b/d 

xB,6od 


Dr. Sinking Fund Investments Cr. 


^ 1952 
Tail, I 
Uct. 1 

To Cash . 

,, Profit and Loss on 
realization of In- 
vestments Account 


£ 

2,000 

14 

1952 

Oct. X 
Dec. 31 

By Cash 
„ Balance 

c/d 

£ 

Z,DI 4 

1,000 




£2,014 




£ 2 .oI 4 _ 

, 1953 

Jan. I 

To Balance 
,, Cash invested — 
Amount annually 
set aside £2,000 
Interest on 
Investments B6 
Balance of 

Sale of In- 
vestments 34 

b/d 

1,000 

2,140 

1953 

July 1 

Dec. 31 

By Cash 

,, Profit and Loss on 
realization of In- 
vestments Account 
,, Balance 

c/d 

373 

27 

2,740 

, 1 



£3.140 




£3.140 

1 , *954 

Jau. I 

To Balance 

b/d 

2.740 


1 

1 
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Dr . Suspense [re Cash) Cr. 






1953 



1 





July I 

By Cash 


10 


Dr. 


Sinking Fund 


Cr. 


1952 



L 

1951 

By Profit and LossAp- 


£ 

Dec 31 

To General Reserve 


1,000 

Dec. 31 



,, Balance 

c/d 

3.140 

propnatlou Ac- 

count . 


a.ooo 




1952 





Oct. 1 

,, Profit and Loss on 








CanceUation ol De- 
benture Stock Ac- 







Dec 31 

count . 

,, Profit and Loss on 
realization of In- 
vestments Aucount 
,, Interest on Invest- 


40 

M 





men ts Account 
,, Profit and Loss Ap- 


B6 







propnatlou Ac- 
count. 


2, DUO 

*953 



£4.140 




£4,140 




>951 




July 1 

To Profit and Loss on 



Jan. I 

By Balance 

b/d 

3,140 


realization of Iii- 
vps tmen ts A c count 


37 

July I 

,, Profit and Loss on 



D«:. 31 

,, General Reserve 


400 

Cancellation of De- 



,, BalauLB 

c/d 

4.B69 


benture Slock Ac- 
count . 


17 






Der. 31 

,, Interest on Invest- 






ments Account 
,, Profit and Loss Ap- 


139 







propriation Ac- 
count. 


2,000 




^ 5 , 29 f> 




£5.29^ 





1954 

Jan. I 

By Balance 

b/d 

4,869 


Profit and Loss on Cancellation of Debenture 
Df. Stock Cr. 


>952 
Oct. X 

To Sinking Fund Ac- 
count 


i 

40 

1952 
Oct. I 

By Debenture Stock 
Account 


£ 

40 

>953 
July I 

To Smking Fund Ac- 
count 


>7 

>951 
July I 

By Debenture Stock 
Account 


i 

17 










Dr. Profit and Loss on Pealization of Investments Cr. 


>952 



£ 

1952 



£ 

Oct. I 

To Sinking Fund Ac- 



□ct. I 

By Sinking Fund In- 




count . 


>4 


vestments Account 


14 

>953 




>953 




July I 

To Sinking Fund In- 



July I 

By Sinking Fund Ac- 


/ 


vestmeu ts Account 


*7 


count. 


27 
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Dr. General Reserve Cr. 


1952 

Dec. 31 

To Discount on Dabon- 
ture Stock Ac- 
count 


£ 

1,000 

1952 
Dec 31 

By Sinking Fund Ac- 
count. 


£ 

1,000 

1953 
Dec. 3 * 

To Discount m Deben- 
ture Stock Ac- 
count 


400 

1953 

Dec. 31 

By Sinking Fund Ac- 
count. 


400 










Dr. 


Discount on Debenture Stock 


Cr. 


1951 
Jan. 1 

To Debenture Stock Ac- 
count . 


£ 

2,000 

*952 
Dec. 31 

By General Reserve 
,, Balance 

c/d 

£ 

1,000 

1,000 




£2,000 




£3,000 

1953 

Jan. 1 

To Balance 

b/d 

1,000 

1953 

Dec. 31 

By General Reserve 
„ Balance 

c/d 

in;; 




£1,000 




£1,000 

1954 
Jan. 1 

To Balance 

b/d 

600 






Opening items are in italics. 


Trial Balances 



31st Dec., 1952 

31st Dec., 1953 


Dr. 

Cr. 


Dr. 

Cr. 

Debenture Stock 

Sinking Fund 

Sinking Fund Investments 
Cash: General (^r) £16,000 

Interest (b) 96 

Deposit . (c) 54 

£ 

(a) I, ODD 

16,140 

1,000 

4,000 

£ 

19 ,DOO 

3.140 

(y);£i4,ooo 
lb) 139 

£ 

(0)2,740 

14.139 

600 

6,000 

£ 

iS, 6 do 

4,869 

W* 10 


Suspense .... 
Discount on Debenture Stock 
Proht and Loss Appropriation 

£22,140 

£22,140 

£23.479 

;^Z3.479 






• ^ This is shown in a separate account for clearness and signifies that £io 
General Cash has been used in redeeming the Debenture Stock, On refer- 
ence to the Cash Account it will be seen that ^373 was received from the sale 
Df Investments and £3^^ used to repay the Debenture Stock. 
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Notes on 31st December, 1952. Trial Balance. 

(i) The sum of (a) (6) and (c) together with to be invested on ist 

Jan., 1953, wi^l equal the balance of Sinking Fund Account. 

(x) This is 8,000 less ;£2,ooo invested in Sinking Fund Investment Account. 

Notes on 31st December, 1953. Trial Balance. 

(i) The sum of (a) and (6) less (c) together with ;f2,ooo to be invested on ist 
Jan., 1954, equal the balance of Sinking Fund Account. 

(y) This is ;^i 6, ooo less £-z, ooo invested in Sinking Fund Investment Account. 

Notes, (i) As the Sinking Fund is used to cancel the Debenture Stock 

a proportion of the former is now “free,” and, subject to the desirability of 
eliminating part of the Debenture Discount, becomes a general reserve. 

(ii) Compensation to the Sinking Fund in respect of loss of interest on invest- 
ments sold is unnecessary since debentures have been cancelled by the 
proceeds of sale of Investments and so the charge for Debenture Interest 
diminished, but the Sinking Fund should be reconstituted so as to provide 
for redemption of the remaining debentures at the expiry of the period of 
ten years from ist January, 1951. 

Conversion into New Debentures. When a company has power 
to redeem debentures, advantage of low interest rates will usually be 
taken to replace the old debentures yielding a high interest by a 
new issue carrying a lower rate. 

The book-keeping entries are merely the entries appertaining to 

(а) the redemption of debentures followed by those appertaining to 

(б) the issue of debentures. 

Conversion of Debentures into Shares. It will be remembered that 
debentures may be issued at a discount, whilst shares cannot, except 
as provided by Sect. 57 of the Companies Act, 1948. The Courts 
will not permit the evasion of the latter restriction by the device 
of an issue of debentures at a discount and their conversion into 
the equivalent number of fully paid shares, but it is permissible to 
make the conversion as indicated if the debentures have become 
bona fide redeemable, there being no necessity for a formal repay- 
ment to the debenture-holders with an immediate return of the 
money by them to acquire shares. 

It is quite legal, however, even when the debentures have not 
become repayable, to convert into the same number of shares (repre- 
senting the nominal value of the debentures) if they are partly paid 
to the extent of the cash originally paid for the debentures, or even 
into fully paid shares on a basis that their number is in the sam^ 
proportion that the cash paid on the original debentures bore to 
their nominal value. 

Illustration. A company issued £10,000 debentures at 95. On 
what basis can they be converted into shares ? 

1. If they have become {pona fide) due for repayment, 10,000 
shares of £i each fully paid may be issued in exchange. 

2. Otherwise, 9,500 shares of £i each fully paid (i.e. 19 shares 
of £i each fully paid for £20 debentures) or 10,000 shares of £i each 
19s. paid (i.e. one share ot £i each, 19s. paid for every £i debenture) 
may be issued in exchange. 
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The same principles will apply where power is given to the 
debenture-holder to require his debenture to be converted into shares. 

Any “ profit " on conversion of debentures into shares should be 
credited to Share Premium Account or utilized to write off the 
debenture discount outstanding. 

Examination Problem. The terms of an issue of 100,000 5 per 
cent debentures of £1 each included the following — 

1. Interest payable half-yearly, 31st March and 30th September. 

2 . Twenty-live per cent of the profits of any year are to be applied 
in redeeming debentures and, upon being redeemed, they are to be 
cancelled. 

3. The company may purchase its debentures in the open market 
without limitation to the amount redeemable as above; those to be 
redeemed, if not obtainable by purchase, being drawn by lot and 
surrendered at 20s. 6d. 

4. Any debentures purchased in excess of the obligatory amount 
may, entirely at the option of the company, be cancelled or kept 
alive for reissue. 

5. Upon giving three months* notice the company can redeem 
the debentures outstanding at 22s. 

On 1st October, 1952 — 

1. £48,200 debentures had been redeemed and cancelled. 

2. The profits for the year to date are £42,000. 

3. The company held £28,200 of its live debentures (cost £25,380). 

On the above date the debentures to be redeemed and cancelled 

were appropriated out of the company's holding, and three months* 
notice to redeem the ["outside**] debentures was given. 

The redemption was duly completed on ist January, 1953, and 
the interest for the three months duly paid. 

On 31st March, 1953, following, it was resolved that the remain- 
ing debentures should be cancelled. 

Show Ledger Accounts, ignoring income tax. 

[Institute of Chartered Accountants, Final.) 

The student as a rule finds a difiiculty in presenting a reasonably 
good answer to this type of question because the terms indicated are 
',«ot clearly grasped. What the terms really amount to are that a 
certain minimum number must be redeemed and cancelled yearly. 
This minimum is to be equal to 25 per cent of the profits in any one 
year, but the company may purchase as many as it thinks fit ; and 
similarly may use those debentures in part or whole discharge 
of its obligatory minimum. As for the remainder of the debentures 
so purchased, the company may keep them alive for reissue. If 
the company has not bought sufficient of its own debentures to 
pay off the minimum, then it must draw lots as to the balance and 
fhy off these debentures at 20s. 6d. Quite apart from the above, 
’the company can always, if it so desires, give due notice to the deben- 
ture-holders 3Tid redeem with interest at 22s. 
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Dr. Debentures Cr. 


1953 
Oct. I 

1953 
Jan. 1 
April I 

To Own Debentures 
Purchased Ac- 
count 

,, Cash 

,, Own Debentures 
Purchased Ac- 
count 


£ 

io,5oo 

25,960 

17.700 

1952 
Oct. I 

1953 

Jan. I 

By Balance 

„ Premium on Re- 
demption of De- 
bentures Account 

b/d 

£ 

51,800 

2,360 




£54 .i 6 d 




£54,160 









Dr. 

Debenture Redemption Fund 


Cr. 

1953 

April I 

To Oeneral Reserve 


£ 

10,300 

1952 

Oct. I 

By Profit and Loss 
Appropriation 
Account' 


£ 

10,500 


Dr. 


Own Debentures Purchased 


Cr. 





Nominal 





Nominal 


1952 
Oct. 1 

1953 

Apr. 1 

To Balance 

„ Profit on Re- 
demption of 
Debentures 
Account 

„ Do. 

b/d 

£ 

28.200 

£ 

25,380 

1,050 

1,77° 

1952 

Oct. I 

1953 

Apr. 1 

By Deben tures 
Account 

.. Do. 


£ 

10,300 

17,700 

£ 

ID,50Q 

17,700 

£28,200 

£28,200 

£28,200 

£28,200 






Dr. Profit on Redemption of Debentures Cr. 


To Premium on Re- 
demption ut De- 
bentures Account 
„ General Reserve 


£ 

2,360 

460 

1952 
Oct. I 

1953 

April I 

By Own Debentures 
Purchased Account 

„ Do. 


£ 

1,050 

I. 77 D 



£2,820 




£2,820 









Dr. 


Debenture Interest 


Cr. 


1953 



£ 

5. 

d. 

1953 



£ 

1 . 

i. 

Jan. 1 

To Dc-bonture-holdcrs 





Jan. I 

By Debenture-holders 





Account . 


516 

5 

0 

Account 


221 

5 

0 

April 1 

„ Do. 


221 

5 

0 

April I 

(own debentures) 
,, Do. Do. 


221 

5 

0 







„ Profit and Lciss 












Account . 


295 

0 

D 




£737 

ID 

D 





10 

a" 


^ I.B. 25 per cent of ;^42 ,odo = /id,5od. 
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X)r. Premium on Redemption of Debenture Cr. 


1953 
Jau. 1 

To Debenture Account: 
Premium ou Re- 
demption . 


£ 

2,36a 

1953 

Jan. X 

By Profit on Redemp- 
tion oi Deben- 
tures Account 


£ 

2,360 









Dr. 


General 

Reserve 

Cr. 

1953 

April I 

To Balance 

c/d 

£ 

10,960 

1953 

April z 

By Debenture Redemp- 
tion Fund Account 
,, Profit on Redemp- 
tion of Debentures 
Account 


£ 

XD,5oo 

460 




£10,960 




£xo,96d 





April 2 

By Balance 

b/d 

10,960 


The first transaction is the cancellation of debentures out of those 
purchased, which reduces the debentures to £41,300 and the invest- 
ment to £17,700. The second transaction is the redemption by 
notice at 22s. of all the debentures outstanding, viz. £23,600, made 
up as follows — 

£ 

Balance [as above] ...... 41,5°° 

Less Debentures in hands of the Company . . £'zH,'zoo 

Less Cancelled ...... 10,500 

17,700 


Balance still “out” 


£2^,600 


On 1st January, 1953, interest (after taking into account the 
debentures held by the company as an investment) is 5 per cent 
on £23,600 for a quarter year, viz. £295. The Debenture Interest 
Account should show both the interest payable and the interest 
receivable, but the cash payments can only be to the holders of 
£23,600 — the "outsiders." The Journal form of entry would be — 

£ s. d. £ s. d. 

Debenture Interest (a) Dr. 516 5 □ 

To Debenture Interest (b) 221 5 o 

Cash 295 □ o 

|a) Interest at 5% p>er annum for quarter year on £ a \, 30 o « £3x6 js. od. 

(b) Interest at 5% per annum for quarter year on £17,700 = £221 5s. od. 

On 1st Jan., 1953, all the " outside" debentures have been paid off 
and therefore the balance of debentures as a liability must be 
equalled by the balance of debentures held by the company as an 
investment, viz. £17,700 nominal; the interest receivable on which 
will cancel the interest payable, i.e. £221 5s. 

As the debentures were purchased at the price of i8s. (£28,200 
it i8s. = £25,380) and as all the debentures purchased are used to 
“1 extinguish the debentures as a liability at par, there must be a 
profit of £2,820 (£28,200 at 2s.) as shown by Profit on Redemption 
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of Debentures Account. The ultimate profit, after debiting the loss 
on redemption, is £460, which is transferred, together with the 
balance of the redemption fund, to general reserve. 

Although it is in this instance not called for, the student should 
note that the debentures held as an investment might be treated 
as the Redemption Fund investment, the interest on which will be 
debited to the former and credited to the Redemption Fund. 

The final profit is readily proved as follows — 

The cost to redeem £51,800 debentures is — 

Nominal Cost 

£ £ 

[a) 28,200 at 1 8s. 25,380 Debentures purchased) 

(t) 23,600 at 22s. 25,960 [ex Cash) 




5I1340 


leaving a profit of 460 

Total j^5i,8do 


The entries for the redemption would be as shown in the Ledger, 
or as below — 


J DURNAL 


1953 

Jan. I Debentures .... Dr. 

Premium on Redemption of Deben- 
tures .... Dr. 
To Cash . . . . . 

Being redemption of ;f23,6DD Deben- 
tures at 22s. each by three months' 
notice, in accordance with the 
terms of the Debenture Deed as 
per Directors’ resolution dated 
vide Minute Book, p 


£ 

23,600 

2,360 


£ 


25,960 


The proviso as to drawings by lot does not operate because 
there is an adequate "supply*' of debentures purchased, i.e. £26,200 
to redeem £10,500; it is only in the event of this "supply" being 
less than the latter figure that the above term in the debenture deed 
becomes applicable. 

Illustration. Aldley & Co. has issued Share Capital of 100,000 
Ordinary Shares of £i each fully paid and 100,000 5 per cent Prefer- 
ence Shares of £i each fully paid. The company has £150,000 4J 
per cent Debenture Stock, now redeemable at 25 per cent premium. 

In order to provide funds for the redemption of 'the Debenture 
Stock the company issued a further 100,000 Ordinary Shares and a 
further 100,000 5 per cent Preference Shares at a premium of 2s 6d. 
and 5s. each respectively, all of which were paid up in full. No 
Sinking Fund existed. 

Show the Balance Sheet, immediately after the completion of the 
above arrangements, in so far as the facts given permit. 
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Balance Sheet (includes) 


Share Capital : Issued and fully paid — 
200, DOu 5% Preference Shares of £t 
each • • 

200,000 Ordinary Shares of £i each 
Shrirp Premium Account — 

Ordinary Shares . . £^2,500 

3 % Preference Shares . zSiDoo 

£ 

200,000 

200,000 

Cash ...... 

£ 

50,000 

37,500 

Less Transfer to Debenture 

Stock . . 37.500 




4^ per cent Debenture Stock £i5D,oon 
Add Premium 37, 5 00 

400,000 



187,300 

Less Cash . . . 187,000 









[Note. The Cash received is (a) Ordinary Shares, ;^ii2,5od; (b) Preference 
Shares, ;^i25,ooo; Cash paid to redeem Debenture Stock, ^187,500, giving a 
balance of ;^50 ,odo.] 


Mine Redemption Funds. In accounts of concerns such as mines 
holding wasting assets, provision may be made against the depletion 
of the assets by charging up so much per ton mined as depreciation. 
Provision may similarly be made for redeeming debentures. 

It must be appreciated that while the first provision is a charge 
against profits in respect of depletion, the second is merely an appro- 
priation of profits to provide funds for the repayment of a liability. 

‘ Illustration. The X Tin Mining Co., Ltd., with debenture stock 
£20,000, sets aside is. per ton mined to cover depletion of assets 
and provision for redemption of debentures, the sum being appor- 
tioned in the ratio 3 : i to the respective objects. 

The number of tons raised in the year ended 31st December, 
19. was 200,000. Total sales, £220,000. Total expenses, £180,000. 
Show Profit and Loss Account for year ended 31st December, 
ig... 

Profit and Loss Account for the Year Ended 


Dr, 31ST Dec., 19.. Cf. 


To Expenses 
„ Depreciation — 

Depletion Account. 

„ Balance, being net 
profit lor year 

c/d 

£ 

lBo,ooo 

7,500 

32,500 

By Sales .... 


£ 

220,000 



£220,000 



£220, DDO 

To Debenture Re- 
demption Fund 

,, Balance . . . . 

e/d 

2,500 

30,000 

By Balance 

b/d 

32,500 



£32,500 



£32.500 




By Balance 

b/d 

30,000 


SECTION (E) ALTERATIONS OF SHARE CAPITAL 
The alterations of share capital comprise the following — 
(i) Increase or decrease of authorized capital. 
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(z) Conversion of fully-paid shares into stock and stock into 
shares. 

(3) Subdivision of shares. 

(4) Consolidation of shares. 

(5) Redemption of redeemable preference shares. 

(6) Reduction of share capital. 

(7) Reorganization of share capital. 

(B) Bonus share issue. 

(1) Increase or Decrease in Authorized Capital. Where a com- 
pany desires to issue additional shares, it must pay the los. per cent ^ 
capital duty on the increase, where necessary, of the authorized 
capital, e.g. if the present authorized capital is £5,000 and the 
issued share capital is £4,000, the company may issue a further 
£1,000 without incurring a further charge. But if it wishes to issue, 
say, a further 6,000 shares, the authorized capital must be increased 
to £10,000, and stamp duty on the additional £5,000 will be incurred. 

On the other hand, if a company finds that its authorized capital 
is in excess of all possible requirements, it may decrease it, but no 
good purpose is served thereby, as there is no repayment of capital 
duty on a decrease. There are no book-keeping entries involved. 

A company may increase or decrease its authorized capital as 
it wishes, according to its Articles; but if Table A is adopted, the 
necessary authority is an Ordinary Resolution. The student must 
not confuse a reduction of authorized capital with reduction of 
issued capital, which is dealt with on page 873. 

(2) Conversion of Fully-paid Shares into Stock and Stock into 
Shares. Stock is the consolidation of the share capital into one 
unit divisible into aliquot parts. Whilst it is impossible to transfer 
less than one share, any amount of stock may be transferred, 
although in practice companies may restrict the transfers of stock 
to multiples of say £10. The transfer of stock avoids dealing with 
the distinctive numbers required in share transfers, and thus saves 
considerable clerical work (see page 830). 

In recent years a practice has been established whereby stock is 
transferable in £ units, e.g. £100 stock may be transferable in the 
form of 100 units, so that a buyer of 50 units is buying the equiva- 
lent of £50 of stock or 50 £i shares fully paid.^ 

A company must first issue fully-paid shares and then proceed 
to make the conversion, an original issue of stock not being per- 
missible, subject to the proviso that it must follow its own articles 
regulating the resolution required; and if Table A is adopted, it is 
necessary to obtain the consent of the company in general meeting. 
Every copy of the Memorandum and Articles of Association must 
thereafter have such alterations incorporated therein. 

The book-keeping entries merely record the transfer from Share 

^ In certain circumstances relief is granted in respect of st^mp duty on^ 
increase of authoiized capital (see Section 1 ). 

* But see page B31. 
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Capital Account to Stock Account, but a Stock Register will be 
opened to contain the statutory details of members' holdings, and 
the Annual Return modified accordingly. 

Illustration. Y, Ltd., after passing the necessary resolution, con- 
verts its 20,000 ordinary shares of £1 each fully paid into ;f2 0,000 
ordinary stock. Show Journal entry. 

Journal 

Ordinary Share Capital . Dr. 

To Ordinary Stock .... 

Being the conversion of 20,000 ordinary 
shares of £1 each fully-paid into ^20,000 
ordinary stock per resolution (described) 
dated vide Minute Book, p 

If the company’s articles require the passing of a special resolu- 
tion, a printed copy thereof must be filed with the Registrar of 
Companies within fifteen days, except in the case of an exempt 
private company when the copy may be in some other form approved 
by the Registrar. (Companies Act, 1948, Sect. 143 (i).) 

Illustration. Y, Ltd., after passmg the necessary resolution, con- 
verts its 20,000 ordinary shares of £1 each fully paid into £19,000 
ordinary stock on the basis of £95 of stock for every 100 fully-paid 
shares of £i each.^ Show Journal entry. 

J OURNAL 

Ordinary Share Capital . . Dr. 

To Ordinary Stock .... 

,, Premium on Stock 

Being the conversion of 20,000 fully-paid 
ordinary shares of £i each into 0,000 
stock at the rate of £95 per 100 shares per 

resolution (desrribed) dated and 

sanction of the Court dated vide 

Minute Book, p 

Illustration. Y, Ltd., after passing the necessary resolution, con- 
verts its 20,000 ordinary shares of £i each fully paid into £21,000 
ordinary stock on the basis of £105 of stock for every 100 fuUy- 
paid shares of £i each.^ Show Journal entry. 

J OURNAL 

Ordinary Share Capital . . Dr. 

Discount on Stock .... Dr. 

To Ordinary Stock .... 

Being the conversion of 20,000 fully-paid 
ordinary shares of £1 each into 1,000 
stock at the rate nf £i\^^ per loo shares per 
resolution and sanction as above. 

^ Tantamount respectively to a reduction of capital and an issue at a dis- 
count, so the procedure required therefor must be followed. (See pp. 814 and 

873)- 
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Converse entries will be required for reconverting stock into shares. 

(3) Subdivision of Shares. A company may find that, owing to 
the high nominal value of its shares, dealings in the shares are 
impeded and, in consequence, desires to subdivide them into shares 
with a smaller nominal value. 

The members are entitled to have a proportionately larger num- 
ber of shares of the smaller denomination in exchange for the shares 
of the higher, e.g. if a share is of a £10 denomination the holder is 
entitled to receive, say, 10 shares of £1 each, or 100 shares of zs., 
paid up proportionately. If the £10 share mentioned is fully paid, 
so must be the subdivided shares; if partly paid, the subdivided 
shares must be proportionately paid up, e.g. if the above shares 
are paid up to the extent of £y los., there will be 15s. and is. 6d. 
paid up on a £1 share and a 25. share respectively. 

Subdivision must be authorized by the Articles, otherwise a special 
resolution wiU be necessary to create such power. When authority 
is obtained, an Ordinary resolution suffices to exercise the power 
as it does if Table A is adopted. 

The book-keeping entry involves merely a transfer from the original 
to the revised share capital account — the totals being unaltered. 

Illustration. A company with a share capital of 20,000 ordinary 
shares of £1 each fully paid carries out by proper resolution a sub- 
division into shares of 5s. each fully paid. Show Journal entry. 


J OURNAL 





1 

Ordinary Share Capital (;fi) . Dr. 


20,000 


To Ordinary Share Capital (5s.) 



20,000 

Being the subdivision of 20 , odd fully-paid 




ordinary shares of each into do , odd 

shares of 5s. each fully paid per resolution 

(described) dated vide Minute Book, 

P 





Each member will receive four fully-paid new shares for every one 
old share. 

If the shares to be subdivided had been 40,000 shares of £1 each, 
los. paid, the holders would receive 160,000 shares of 5s. each, zs. 6tl. 
paid, involving the same Journal entry so far as relates to the 
money column, the narrative being adjusted accordingly. 

It will be necessary to prepare a subdivision list, so as to facilitate 
the work involved in making the exchange to each member. 

The Annual Return, Register of Members, and the description 
of the shares in the Balance Sheet wiU be altered accordingly. 

(4) Consolidation of Shares. The book-keeping entries are the 
reverse of those in the preceding paragraph. The authority required 
is an ordinary resolution, if Table A is adopted. 

(5) Redemption of Preference Share Capital. The following are 
the provisions relating to the issue and redemption of Redeemable 
Preference Shares contained in Sect. 58 of the Companies Act, 1948. 
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(а) A company may issue redeemable preference shares provided 
that no such shares shall be redeemed except out of profits of the 
company which would otherwise be available for dividend; or out 
of the proceeds of a fresh issue of shares made for the purposes of 
the redemption. 

(б) No such shares shall be redeemed unless fully paid. 

(c) The issue must be authorized by the Articles. 

(rf) Where any such shares are redeemed otherwise than out of 
the proceeds of a fresh issue, there shall be transferred out of profits 
which would otherwise have been available for dividend, to a 
reserve fund, to be called "The Capital Redemption Reserve 
Fund,” a sum equal to the nominal amount of the shares redeemed. 

(e) The redemption is not to be regarded as a reduction of the 
authorized share capital of a company. 

(/) The Capital Redemption Reserve may be used wholly or in 
part in paying up unissued shares of the company to be issued as 
Bonus Shares ; but otherwise the provisions of the Act relating to 
reduction of share capital apply as if it were paid up share capital 
of the company. 

(^) Every Balance Sheet must include a statement specifying 
what part of the issued capital of the company consists of such 
shares and the earliest date on which the company can redeem 
the shares. 

[h) The premium, if any, payable on redemption must have been 
provided out of the profits of the company or out of the company's 
share premium account before the shares are redeemed. 

Notice to Registrar. If a company having a share capital has — 

(а) Consolidated and divided its share capital into shares of 

larger amount than its existing shares ; or 

(б) converted any of its shares into stock; or 

(c) re-converted stock into shares ; or 

(d) subdivided its shares or any of them; or 

(e) redeemed any redeemable preference shares ; or 

(/) cancelled any shares (otherwise than in connection with a 
I reduction of capital), 

it shall within one month after so doing give notice thereof to the 
Registrar of Companies, specifying, as the case may be, the shares 
consolidated, divided, converted, subdivided, redeemed, or can- 
celled, or the stock re-converted. (Sect. 62.) 

Illustration. 10,000 six per cent Redeemable Preference Shares 
of £i each fully paid in A, Ltd., are outstanding on ist Jan., 19. .. 
This being the date of redemption, the shares are redeemed at 22s. 
each. 4,000 Ordinary Shares of each are issued at 2 is. for cash for 
"*the purpose of redemption. Show Ledger entries, assuming that 
the balance of Profit and Loss Appropriation Account is £24,600. 



ACCOUNTANCY 


872 

Dr. 6% Redeemable Preference Shares Cr. 




£ 

19 . 



To Sundry Members 


in,Doo 

Jan I 

By Balance 

b/d 


Dr. Sundry Members Cr. 


Jan. 1 

To Cash 


£ 

11,000 

19 ■ 

Jan I 

By 6% Redeemable Pre- 
ference Shares Ac- 
count . 

,, Premium on Re- 
demption of Shares 
Account 


£ 

10,000 

1,000 




£11,000 




£ii,doo 










Dr. Premium on Redemption of Shares Cr. 


19 - 

Jan. 1 

To Sundry Members 


£ 

1 ,dOO 

Jan I 

By Profit and Loss Ap- 
propriation Account 


£ 

1,000 










Dr. Ordinary Share Capital Cr. 





19 



£ 




Tan 1 

By Cash 


4,000 


Dr. Share Premium Cr. 






19 - 

Jan I 

By Cash* . 


£ 

30 D 

Dr. 

Profit and Loss Appropriation 


Cr. 

Jan. I 

To Premium on Re- 
demption of Pj rfer 
['n[ L Shares 
,, Capital Redemption 
Reserve hund 
,, Balance 

c/d 

£ 

1,000 

6,000 

17,600 

19 

Jan 1 

B> Balance 

b/d 

£ 

24,600 




£24,600 




£24,600 





Jan 3 

By Balance 

b/d 

\ 

17,600 


Dr. Capiial Redemption Reserve Fund Cr. 





19 . 
Jan. 1 

By Profit and Loss Ap- 


£ 





propriation Account 


6,000 


^ This may be used towards payment of the premium on redemption, 
which case the debit to Profit and Loss Appiopnation Account for that item 
will be ;£Sod mstead of ;^i,ooo. 
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(6) Reduction of Capital. By Section 66 of the Companies Act, 
1948, a company may reduce its capital in any way, provided it is 
authorized in its Articles and in particular — 

[а) Extinguish or reduce the liability on any of its shares in 
respect of capital not paid up, e.g. £1 share, 5s. paid, may be changed 
into a 5s. fully-paid share {extinguishing the liability entirely) or a 
7s. 6d. share, 5s. paid {reducing the liability by 12s. 6d.). 

(б) Cancel any paid-up capital which is lost or unrepresented by 
available assets — either with or without extinguishing or reducing 
the liability on any of its shares. 

(c) Pay off any share capital in excess of the requirements of 
the company either with or without extinguishing or reducing 
the liability on any of its shares, e.g. where a £1 share fully 
paid is repaid Bs., leaving a £1 share 12s. paid or a 12s. share 
fully paid. 

If the authority required under this section is not contained in the 
Articles (not Memorandum), the company must by special resolution 
supply such omission in the Articles ; after which the scheme must be 
carried out, in any case, by a special resolution. Where necessary, 
the two resolutions may be validly passed at one meeting of 
members. 

The proposed scheme must be submitted to the Court for its 
approval, failure to obtain which renders it ineffective. 

The Court may require the addition of the words '"and reduced" 
•after the company's name, but this formality is not required unless 
the Court so orders. 

The resolution for the reduction of share capital will not take 
effect until there has been filed with the Registrar of Companies — 

(1) A copy of the order of the Court sanctioning the scheme. 

(2) A minute, approved by the Court, showing with respect to 
the share capital of the company as altered by the order, the amount 
of the share capital, the number of shares into which it is to be 
divided and the amount of each share, and the amount, if any, at 
the date of registration deemed to be paid up on each share. 

The certificate of the Registrar that the order and minute have 
teen registered is conclusive evidence that all the provisions of the 
Act have been complied with. 

The entries in respect of extinguishing or reducing uncalled 
capital merely involve a transfer similar to subdivision, viz. from 
the ''old " to the “new." The Annual Return, Register of Members, 
and Balance Sheet as affected by the reduction of share capital will 
require suitable amendment. 

Illustration. X, Ltd., has an issued share capital of 10,000 shares 

£1 each, 5s. paid, and having complied with all legal formalities, 
proceeds to extinguish the uncalled liability on its shares. Show 
Journal entry. 
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J OURNAL 



Ordinary Share Capital (^i) . . Dr. 

To Ordinary Share Capital (5s.) 

Being the extinguishing of the uncalled lia- 
bility of 15s. on shares per special resolution 
dated . .... Court order dated 


£ 

2,500 

£ 

2,500 


vide Minute Book, page .... 





Upon the ascertainment of the loss on the assets and/or the addi- 
tion to liabilities, the method of adjusting the revised state of 
affairs is — 

(i) Debit Capital Reduction Account. ^ 

Credit Assets (in detail), including fictitious assets, f for writings off. 

B.g. debit balance of Profit and Loss Account ) 

Credit Liabilities (in detail). 

(ii) Debit Share capital Account | reduction of Share Capital. 

Credit Capital Reduction Account J ^ 

(iii) ^If there is a credit balance on Capital Reduction Account — 

Debit Capital Reduction Account (to close). 

Credit Capital Reserve Account. 

As the student will have learned, revaluations of items like 
debtors, investments and stock, will usually be made through the 
medium of a Reserve or Provision Account. 

The accounting principles involved in reduction (including re- 
organization) of capital are of supreme importance and somewhat 
formidable to the student. Being, in addition, a very frequent 
question in the professional accountancy examinations, the subject 
is dealt with as exhaustively as space will permit in Section (I) of 
this chapter, and this paragraph is confined to the more elementary 
book-keeping entries. 

Illustration. The Balance Sheet of Z, Ltd., is as follows — 


Balance Sheet 


Issued Share Capital — 

£ 

Sundry Assets . 

£ 

8,000 

10,000 shares of £1 each . 

10,000 

Debtors . . . . 

1,700-. 

Creditors .... 

1,500 

Profit and Loss Account 



£11,500 

{Dr.) 

1,800 

£11. .500 


It is decided (all formalities having been complied with) to re- 
duce the share capital to 10,000 shares of ids. each, fully paid; to 
reduce sundry assets by £2,500; to revalue the debtors at £1,000 ] 

Reverse entries would be required if the balance was debit, but this 
very unlikely to happen, as the Court would not sanction a scheme of reduc- 
tion in such a case. 
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and to eliminate the Profit and Loss Account item. Show Journal 
entries, ignoring narratives. 

Journal 


Capital Reduction 

To Sundr)’^ Assets 
,, Bad Debts Provision 
,, Profit and Loss Account 

. Dr. 


L 

5,000 

i 

Z.JOO 

700 

l,8oo 

Share Capital (jfi) . 

To Capital Reduction. 

,, Share Capital (ids.) 

. Dr. 


ID, ODD 

5,000 
5 , ODD 


The scheme here is simple and the eliminations are equal to the 
amount to be written off share capital, thus leaving no balance on 
Capital Reduction Account. 

The Balance Sheet, after reduction, will be : 


Z Ltd., and Reduced^ 
Balance Sheet as at. . . . 



L 

£ 


1 

£ 

Authorized Share Capi- 



Sundry Assets . 

8,000 


tal . 



Lcis Amount writ- 






ten off by Order 



Issued Share Capital — 



of Court . 

2,500 


10,000 Shares of 





5.500 

l\ cadi fully paid 



Debtors . 

1,700 


reduced by Order 



Less Bad Debt Pro- 



of Court to IDS 



vision to reduce 



each fully paid 


5jOoo 

value to ;^i,DOD 



Creditors 


1,500 

by Order of Court 

700 







1,000 




Profit and Loss Ac- 






count. 

1,800 





Less written off by 






Order of Court . 

i, 8 od 

— 



ZC>. 50 o 



;^ 6 . 5 oo 


^ Reduction by Return of Cash to Members. Where owing to closing 
of departments, exhaustion of wasting assets (e.g. mines), or de- 
clining business, a company finds itself with a surplus of floating 
assets, it may decide to make a return of cash to members, thus 
reducing the share capital. 

It is a frequent practice for companies to revise their assets and 
liabilities to current valuations at the same lime as the cash repre- 
senting excessive capital is repaid to members, such amendments 
being made through the Capital Reduction Account. 

.4 It may be noted that the latter account is often designated 
Reduction of Capital Account. 

' If Court orders tho addition of words “and reduced." 
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The book-keeping entries are— 

SSu't 1 " '“P“' •" 

SS" 1 "p“ “"““•p- 

Alternatively, 

(i) Debit Share Capital (old). 

Credit Sundry Members (amount to be repaid). 

Credit Share Capital (new, as reduced). 

(ii) As above (ii). 

Illustration. W, Ltd., with a share capital of 10, odd shares of £1 
each fully paid, decides to repay members 8 s. in the £, the reduced 
share capital to be 12s. fully paid. Show Journal entry. 


J OURNAL 



Share Capital [l\) . . . Dr. 

To Sundry Members . . . . 

,, Share Capital (12s.) 

Being reduction of 10,000 shares of £\ each 
fully paid to 10.000 shares of 12s. each 
fully paid to be discharged by a cash pay- 
ment of 8s. a share per special resolu- 
tion dated and confirmed by 

Court Order, dated vide Minute 

Book, p 


£ 

ID.DOO 

£ 

4,ood 

6,000 

This may be shown in two Journal entries as follows — 

J OURNAL 


Share Capital (Old) .... Dr. 
To Sundry Members .... 


£ 

4,000 

6,000 

£ 

4,000 

6, ODD 

Share Capital (Old) .... Dr 
To Share Capital Account (New) . 

The payment item will be posted from the Cash Book in the 
ordinary way, viz. debit sundry members, £4,000 ; and credit cash, 
£4,000. 

The Statutory books, Annual Return and Balance Sheet will 
require amending accordingly. 

If the shares are to remain as £i credited as fully paid, but 
reduced in number, the Journal entry will be — 

J OURNAL 


Share Capital ..... Dr. 

To Sundry Members .... 
Being reduction from 10,000 shares of each 

fully paid to 6,000 shares of each fully 

paid, to be discharged by a cash payment 
of as. per share per special resolution dated 

dated vide Minute Book, p 


£ 

4,000 

£ 

4,000 
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Where the "security" to the creditors is likely to be impaired, 
e.g. by a repayment of cash, the creditors are entitled to oppose 
the application for Court confirmation of the proposed reduction. 

(7) Reorganization of Share Capital. Although a reorganization 
may include reduction of capital, many other matters will also be 
involved. It is an important feature of company accounting, and 
special attention is given thereto in Section (I). 

(6) Bonus Shares. See Section (H). 

SECTION (F) ACQUISITION ENTRIES 

Before dealing with the acquisition entries, the following general 
‘ matters should be noted. 

Preliminary Expenses. The term "Preliminary Expenses" em- 
braces all expenses necessary to promote the company, of which 
the most important are — 

[а) Costs attendant upon the issue of the prospectus. 

(&) Legal, accounting, valuation, and other professional charges. 

(c) Costs of printing the memorandum and articles, certificates, 
statutory books, letters of allotment and regret (usually available 
at law stationers in printed form), and books of account; com- 
pany’s seal. 

[d) Stamp duties and registration fees. 

(g) Underwriting and other commissions ; Brokerage on applica- 
tions. 

< Such expenses must be shown separately in the Balance Sheet 
till written off. 

In the case of private companies, there are no expenses of issuing 
a prospectus. 

Registration of a Company. To register a limited company, cer- 
tain formalities must be complied with. Numerous documents must 
be filed and various stamp duties paid. 

The documents to be filed with the Registrar of Companies are — 

(i) Memorandum and articles of association: deed stamp, los. 
each ; registration fee on articles, 5s. 

(z) Statement of nominal capital: stamp, los. per cent. 

(3) Notice of situation of registered office: stamp, 5s. 

(4) List of directors and secretary : stamp, 5s. 

(5) Consent of directors to act stamp, 5s. 

(б) Contract of directors to take qualification shares in cases 
where they are not signatories to the memorandum:^ stamp, 5s., 
together with an agreement stamp (6d.) in respect of each signature, 

(7) Statutory declaration that all requirements have been com- 
plied with : stamp, 5s. 

(8) Prospectus, or statement in lieu of prospectus stamp, 5s. 

(9) Particulars of contract of sale : stamp, 5s. 

. ' The memorandum of association must also be impressed with a 
^lee stamp computed according to the nominal capital, viz. — 

^ Only necessary for a public company. 
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Capital not exceeding /2.D0D 

Every /i,dod or part thereof (^2,000 to ^5,000) 
Every ;^i,ooD or part thereof (^5,000 to ^idd.dod) 
Every /i.ooo or part thereof (beyond ;^iod,ooo) 


1 5 . d. 

2 0 0 
I O D 

5 D 

I o 


The minimum memorandum fee payable is £z and the maximum 
fee £50, i.e. ad valorem fee on capital of £525,000. 

This scale applies only to a company having share capital. 

An ad valorem duty at the rate of £2 per cent is payable on the 
contract of sale in respect of — 

[a) Equitable estates in any property. 

(&) Patents, licences, trade-marks, and copyrights. 

(c) Goodwill. 

(d) Debts, including cash on Deposit Account. 

(e) The benefit of contracts. 

(/) Tenant's and trade fixtures and fittings which are not in a 
state of complete severance. 

No stamp duty is payable where the property passes by mere 
delivery, e.g. stock-in-trade. 

Where the consideration does not exceed £500 and the instru- 
ment contains a certificate to the effect that the transaction does 
not form part of a series in which the aggregate consideration 
exceeds £500, the rate of duty is los. per cent. 

Where the consideration does not exceed £3,000, and where the 
consideration exceeds £3,000 but does not exceed £3,450 (accom- 
panied by a certificate that it does not form part of a larger transac- 
tion or of a series of transactions) duty payable is reduced to the 
rate of £i per cent in the former case, and, in the latter case, to the 
rate of £i los. per cent. 

Where the consideration exceeds, £3,450 the duty is £i for every 
£50 and fraction of £50 of the total amount. 

This duty may be avoided or reduced by — 

[а) An agreement whereby debtors are not taken over, but are 
collected by the purchasing company on behalf of the vendors.^ 

(б) An agreement whereby land and buildings are to be held in 
trust for the company by the vendors, no conveyance therefore 
being required. 

(c) Where possible by having no written agreement of sale, th^^-, 
transfer of assets being effected for cash. 

Underwriting Commission. Underwriting commission may be 
paid to any person in consideration of his subscribing or agreeing 
to subscribe for any share, or procuring or agreeing to procure sub- 
scriptions, whether absolute or conditional, for any shares in the 
company, provided that Sect. 53 of the Companies Act, 1948, is 
complied with, viz. the payment must be authorized by the articles, 


^ Frequently the arrangement is that neither the debtors nor creditors are 
taken over, but the purchasing company, as agents for the vendor, collect^ 
the debts, out of which the creditors are paid and a settlement of the balance 
made with the vendor. 
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and in no case shall the rate exceed lo p)er cent of the price at 
which the shares are issued or the amount or rate authorized by 
the articles, whichever is the less. The amount or rate of the com- 
mission and the number of shares agreed for a commission to be 
subscribed must be disclosed in the prospectus or statement in lieu 
uf prospectus duly furnished to the Registrar of Companies. The 
total amount paid as underwriting commission must be separately 
shown in the Balance Sheet and in the Annual Return. 

By entering into arrangements with reputable underwriters, the 
success of an issue of shares or debentures is at the outset fully assured. 

The underwriters almost invariably distribute their risk amongst 
others by way of sub-underwriting, the sub-underwriters not being 
in any contractual relationship with the company (Collins v. 
Greyhound Racing Association). Thus the commission is paid to 
the underwriters, sub-underwriters looking to the underwriters for 
their commission. 

A special commission is sometimes paid to underwriters (in 
addition to the underwriting commission) for placing blocks of 
the underwriting with their clients. Just as the underwriting 
commission is paid direct to the underwriters themselves, leaving 
them to make their own arrangements with the sub-underwriters, 
so is the special commission paid direct to the underwriters. This 
special commission is called overriding commission. 

Purchase Consideration. When an existing business is acquired by 
' a limited company, one of the most important matters to settle is the 
purchase consideration. Usually a reviuation of assets and liabilities 
will be required, as well as an agreement upon the value of good- 
will. In practice, it is usual to fix the purchase consideration in 
terms of a round figure, so that the goodwill item — approximating 
to the agreed value — will merely be a balancing figure. Occasion- 
ally the purchase consideration is accounted for by a writing up of 
the assets taken over in place of the introduction of a Goodwill 
Account, e.g. if the net assets taken over are worth £1,000 and the 
purchase consideration is £1,250, the balancing figure is: Goodwill, 
£250, unless the net assets are themselves written up to £1,250. 

The principle underlying the opening entries is simple; if the 
«,purchasing company is prepared to give £100,000 for £0o,ooo of 
assets (exclusive of Goodwill) it is obvious that the Goodwill is 
£20,000; yet in examination work candidates frequently become 
confused because of the form in which the particular question is set, 
thus the problem being one in ascertaining the purchase consideration. 

Suppose that a purchasing company is acquiring a business com- 
prising Stock £5,000; Debtors £6,300; and Fixtures £3,000; 
against which are liabilities £7,300. The company agrees to acquire 
the whole business for £15,000 to be discharged as to £10,000 in 
Cash and £5,000 in £i Shares at par. This question can be framed in 
^several ways, e.g. — 

(a) By giving details of the purchase money discharge. 
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In this case the sum of £15,000 represents the cost of acquiring 
the whole business. In order to compute the goodwill, tangible 
assets, separately or in total, must be given as well as the liabilities, 
and it is vital to know if the latter are being taken over by the pur- 
chasing company. Therefore (i) if liabilities are taken over, it is 
clear that (assuming no amendments of valuations) assets are 
£14,300 and liabilities £7,300, net £7,000. Hence the Goodwill is 
£8,000, being purchase price of £15,000 less £7,000; (ii) if liabilities 
are not taken over, the Goodwill is £700, as the purchase price is 
£15,000 for assets of £14,300. 

(6) By giving the gross purchase price of the assets (stating the 
goodwill or the means of computing it) and giving the liabUities ' 
taken over. [If the liabilities are not taken over there is no gross 
purchase price, the figure given is the purchase price.] Assuming 
that the liabilities are taken over and the figures given in the 
preceding paragraphs are used, the question will be set in the form 
that states that the gross purchase price of the various assets is 
£14,300, the liabilities taken over are £7,300 and the Goodwill 
(either supplied or to be computed) is £8,000. From the above it 
is seen that the “net” tangible assets are £7,000, which together 
with goodwill of £8,000, equals the purchase price of £15,000. 

(c) By giving the “net” Tangible Assets, purchase price and 
liabilities, the figures supplied would be £7,000, £15,000 and £7,300, 
from which goodwill would be deduced as £8,000. This form oi 
presentment frequently bewilders the examination candidate, as 
except that it indicates what the gross tangible assets are, the item 
of £7,300 is superfluous, as the term "net” tangible assets means 
tangible assets less liabilities. Therefore if the “net” tangible assets 
of £7,000 are acquired for £15,000 the goodwill is £8,000. In order, 
however, to enter more fully the opening figures, the addition of 
the liabilities of £7,300, simply means that the tangible assets 
(Stock, Debtors and Fixtures) are £7,000 + £7,300, i.e. £14,300; 
and as the purchasing company is, in consideration for acquiring 
those assets of £14,300, willing to pay off liabilities £7,300 and give 
the purchase price of £15,000, it commits itself for £22,300 as against 
tangible assets of £14,300, thus giving £8,000 for the goodwill. 

The purchase price may in fact be less than the net tangible assets 
but the principle is the same, the balance being put to CapitaT 
Reserve or the relevant assets and/or liabilities revalued. 

Goodwill. On the acquisition of a business, goodwill is frequently 
based upon super profits, necessitating the ascertainment of net 
profits and the average capital employed in the business. When 
these have been computed, super profits are arrived at by taking 
(i) Net profits, (2) less “normal risk” profits, i.e. profits reasonably 
expected on a business of the same nature and capital. 

This difference represents differential or super profits, and will b^ 
capitalized by taking a number of years' purchase, considering all 
the circumstances, e.g. — 
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(1) Trend of profits in relation to capital requirements. 

(2) Prospects — 

(a) General all-round conditions. 

(b) General prospects in the particular trade. 

(c) Prospects of the particular business, especially having regard 

to the possibility of the company having reached “saturation'' point. 

(3) Status of the business. 

(4) Continuity of management. 

(5) Market value of shares of companies in similar occupations. 

(6) Possibility of legislative or political changes (e.g. Nationaliza- 
tion). 

(7) Valuation of assets and modernity of the equipment. 

(S) Existence of favourable or unfavourable contracts, long term 
leases, etc. 

(g) Financial structure and financial and technical efficiency. 

(10) Adequacy of labour and raw materials ; quota allocations, etc. 

Illustration. A company’s net profit is £20,000: the average 
capital employed is £200,000, Assuming that 8 per cent repre- 
sents “normal risk" return, show the super-profit of the company. 


Net Profit ........ 20, ODD 

Less of £200, ooo representing "normal risk” return i6,odo 

Super-profit .... £4,000 


i The capitalization is frequently graded into portions capitalized 
at a decreasing number of years, the first portion being capitalized 
at the highest as being more likely to be maintained than the next 
portion, each portion being less than its predecessor. 

The profits brought into computation may require adjustment, 
e.g. the Profit and Loss Account of the vending company may 
have included exceptional items, e.g. a charge for rent in respect of 
premises which are to be acquired by the purchasing company. 

Illustration. Assuming that the super-profit of a company is 
£7,800, each portion being taken at £2,000, the first being taken at 
four years' purchase, each scale to be diminished by one year’s pur- 
chase, goodwill is £ig,8oo, computed as follows — 


(1) First £2,000 X 4 - . . 8,000 

(2) Second £2,000 x 3 . . . 6,ood 

(3) Third £2,000 X 2 . . . 4,000 

(4) Balance £1.800 x i . . . 1,800 

Goodwill ..... £19.800 


Computation of Goodwill. The usual ways of computing goodwill 
in connection with the acquisition of a business by a limited 
company are — 

/ (i) To take net profits and capitalize them for a certain number 
of years (varying with circumstances), and deduct therefrom the 
value of the net tangible assets. 
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(2) To take net profits and deduct therefrom the amount of net 
profits required to cover risk (based upon a percentage on the net 
assets employed), capitalizing the balance at a certain number of 
years' purchase. 

Illustration. Assuming that the net profit of a business is 
£20,000 and ID per cent is considered to represent the normal risk, 
and the tangible assets are £90,000, show goodwill computed in 
accordance with the methods above stated. 

Method (i) 

Net Profit of /20,D0D capitalized at id years’ 

Xmrehase ....... 

Less Tangible Assets .... 

Goodwill ...... 

Method (2) 

Net Profit ...... 

Less ID% on ^^90,000 ..... 

Super -profit ...... 

Goodwill — 10 years’ purchase 

Book-keeping Entries. Where one company acquires another, 
the general principles of accounting apply, but particular attention 
is required in dealing with the following matters — 

(1) The purchasing company may place values on the assets taken 
over quite different from those appearing in the books of the vendor •- 
The former are important in order to arrive at the goodwill or 
capital reserve figure ; but of no importance in the vendor's books, 
unless they are the only means of ascertaining the purchase 
consideration. 

(2) Losses and fictitious assets existing at the date of liquidation 
should be transferred out to the debit of Sundry Members ; likewise 
profits — e.g. Share Premium Account, Debenture Redemption Fund 
— and capital credits — c.g. Capital Redemption Reserve Fund — to 
the credit of Sundry Members. 

(3) Profits and losses occurring in and arising out of the liquida- 
tion should be credited or debited, as the case may be, to the 
Realization Account, including debtors and creditors taken ovey 
in the liquidation, etc. 

(4) Where creditors are not taken over they will usually be for- 
mally paid out by the liquidator of the vendor company, e.g. if the 
purchase consideration is £50,000 plus the taking over of £10,000 
liabilities, the purchasing company will have to enter £60,000 of 
liabilities, £50,000 to Vendor and £10,000 for liabilities. If on the 
other hand the liabilities are not taken over the purchase 
consideration will be £60,000 all due to the Vendor, so that, in fact, 

^ The same result can be arrived at only if the number of years’ purchase^ 
(Method (i) ) multiplied by rate of interest on capital (Method (2) ) cquah 
IDO, e.g. if the former is taken at 12^ years, the latter will be taken at B per cent 


£ 

200,000 

90.000 

/lID,DDO^ 

20.000 
9,000 

;^II,OOD 

;£iio,odd^ 
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instead of the purchasing company paying the individual creditors, 
it will pay one cheque therefor to the liquidator of the vendor 
company. 

The vendor company may either — 

[а) transfer £60,000 to the credit of Realization Account (and 
therefore not transfer the £10,000 from habilities). The item of 
£60,000 will be debited to the purchasing company which will be 
credited with £10,000 on receipt of the cheque which will be used 
for payment of the creditors. (The remaining £50,000 will be 
credited when discharged and debited to the various assets com- 
prised in the settlement) ; or 

(б) debit the purchasing company and credit Realization 
Account with the true purchase consideration of £50,000, followed 
by a similar double-entry of £10,000 in respect of the habilities, 
with subsequent entries as in (a). 

(5) Items which are connected with those taken over should 
be transferred to Realization Account, e.g. Provisions for deprecia- 
tion, bad debts and discounts, Leasehold Amortization Account. 

(6) Where some of the assets (apart from cash) are not taken 
over, they will be dealt with on the usual lines by transfer to a 
Realization Account (preferably kept separate from that relating to 
the main realization) which will be credited with sale, etc., proceeds, 
the profit or loss being transferred (as with the main Realization 
Account) to Sundry Members. Alternatively, each asset account 
may be kept open until the asset is realized, the profit or loss being 
then transferred to Realization Account from which the net profit 
or loss is finally transferred to Sundry Members. 

(7) Expenses of realization will be debited to Realization Account 
(or to the purchasing company if the latter agrees to pay them). 

(8) The question arises with some items as to whether they are 
profits (or losses) or assets (or liabilities) or partly both. Such items 
are Employees' Pension Funds, Accident Compensation Funds, 
Superannuation Funds, and Employees' Profit-sharing Funds. 
These items will be treated on the principles already outlined 
according to their nature. 

(9) Provision may be required to cover fractions (see page 993). 

(10) The distribution of the assets of the vendor company will 
depend upon the Memorandum and Articles of that company; 
otherwise according to the general principles of law (see page 98B). 

From the book-keeping point of view the purchasing company is 
concerned only with the assets and liabilities taken over and not 
with the conventional items which go to complete the double entry 
in the books of the vendor company, such as the proprietorship 
element, however described, into which will be merged the profit 
loss balance, debit or credit, and the fictitious assets. Care will 
be necessary with certain items as mentioned in (8) above. 
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Illustration. The following is the abridged Balance Sheet of X, 
Ltd. which is being taken over by Y, Ltd. Show the acquisition 
entries in the books of the latter, assuming that all assets and 
liabilities are taken over at their present valuation and ignoring 
the question of goodwill. 


X, LTD. 
Balance Sheet 



£ 


£ 

Share Capital . 

15,000 

Fixed Assets 

30,000 

General Reserve 

10,000 

Current Assets 

6o,ood 

Leasehold Amortization 


Preliminary Expenses 

2,000 

Fund .... 

15,000 

Profit and Loss Account 

8,d()o 

Debenture Sinking Fund 

10,000 



Pension Fund . 

20,000 



Debentures 

30,000 




;^IOD ,000 


;£ido,DOO 






The estimated liability on Pension Fund is £14,000. 


The Balance Sheet items may be classed as follows — 


Real 


Conventional 


Fixed Assets ..... 
Current Assets .... 

£ 

30,000 

6 d,doo 

Share Capital ..... 

Rbsctve ...... 

Debenture Sinking Fund . 

Pension Fund ..... 

£ 

ISiDOO 

10, ODD 

X 0,000 
6,000 

Less Debentures ^^UfOoo 

„ Leasehold Amortization 

Fiud . x.^,000 

Pension Fund 14,000 

90,000 


Less Front and Loss Account . 

41,000 

B,ood 

59,000 


33.000 

2 , 00 D 


„ Preliminary Expenses 


£31,000 

Net Proprietorship .... 

£31,000 






The entries in the books of Y, Ltd. will therefore be — 


J QURNAL 


Fixed Assets (detailed) 


. Dr. 

£ 

30,000 

£ 

Current Assets (detailed) 


. Dr. 

6o,odo 


To Debentures .... 




30,000 

,, Leasehold Amortization Fund . 




15,000 

,, Pension Fund. 




14,000 

„ XLtd 




31,000 


The " conventional" items will not appear in the books of Y, Ltd. 
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The opening entries on the acquisition of a business by a com- 
pany will occasion no difficulty, as the assets other than goodwill 
will be debited and the liabilities taken over credited, as will be 
the amount due to the vendor. The excess of the purchase 
consideration over the net assets acquired (excluding goodwill) 
is debited to Goodwill Account; and in the converse case, the 
excess of net assets acquired after eliminating goodwill (if any) 
over the purchase consideration, credited to capital reserve, assets, 
or provision for depreciation. 

The liability to the vendor will be discharged by a payment of 
cash and/or allotment of fully-paid shares and/or debentures. 

The entries will be a debit to the vendor and a credit to cash, 
share capital and/or debentures. 

Where, in addition to the net tangible assets acquired, the pur- 
chasing company discharges the realization expenses of the vendor, 
the amount is debited to goodwill or preliminary expenses and the 
vendor credited, unless the amount is already included in the credit 
to the vendor for purchase consideration. The cash in the latter 
instance will be debited to the vendor. 

There may be a revaluation of assets, in which case the revised 
figures will be introduced into the books of the purchasing company, 
goodwill or capital reserve being modified accordingly. 

Where debtors and/or stock are revalued (if taken over), the 
method is to retain the hook value intact and provide for the reduced 
value of the debtors and/or stock by way of a provision. 

In many examinations problems are set in which the values of 
the net tangible assets are not disclosed, but merely the deteuls 
of liabilities taken over, together with the amount of purchase 
consideration. In these circumstances the amount of goodwill is 
not ascertainable unless given, or the necessary data for its com- 
putation provided. 

Illustration. A, Ltd., acquires the business of L, Ltd., as a going 
concern, the purchase consideration being £3,700, to be discharged 
in 2,500 shares of £i each fully paid at par, the balance in cash. 

The assets and liabilities are taken over as follows — 


£ £ 

Debtors ....... 3,250 

Stock ....... 1, 250 

Plant ....... 1,000 

Creditors ...... 720 

Debentures ...... 800 

Rent owing ...... 5 


A, Ltd., agrees to pay out the debenture holders at 5% premium. 
The debtors are revalued in the books of A, Ltd,, at £2,500. 

" In addition. A, Ltd., is to discharge the realization expenses of 
L, Ltd., the amount thereof being £170. 
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Show the opening Journal entries in the books of A, Ltd. 

Journal 


GoodwilP ..... Dr. 

Preliminary Expenses (or Gcxxiwill) Dr. 
Debtors ...... Dr. 

Stock ...... Dr. 

Plant ...... Dr. 


To Debenture Holders of L, Ltd. . 

,, Debtors Provision .... 
,, Creditors ..... 
,, Rent owing ..... 
,, Vendor ..... 
Being assets and liabilities taken over from 
L, Ltd., as per purchase agreement dated 

Opening assets and liabilities of 

A. Ltd. 


535 

170 

3.250 

1,230 

1,000 


B40 


750 

720 

5 

3.870 


^ 6.185 


^6,185 


Vendor ...... Dr. 

To Cash ...... 

,, Share Capital .... 

Being satisfaction of purchase consideration 


3.870 


1.370 

2,500 


Notes, (i) If the purchase consideration had been, say, capital 

reserve would be £^^5 and the goodwill item eliminated. 

(2) The cash to meet the realization expenses will be paid to the liquidatoi 
of L, Ltd. 

(3) The amount due to vendor (L, Ltd.) is £3,^70, viz. the purchase con- 
sideration /3,7oo plus ^170, as the question states that the latter amount is 
payable "in addition.’* 


Alternatively, a Business Purchase Account may be opened as 
below — 


J DURN AL 


Goodwill ..... Dr. 

Preliminary Expenses . . . Dr. 

Debtors ...... Dr. 

Stock ...... Dr. 

Plant ...... Dr. 

To Debenture Holders of L, Ltd. . 

,, Debtors Provision . 

,, Creditors . . . . . 

,, Rent owing .... 

,, Purchase of Business Account 

Being assets and liabilities taken over from 
L, Ltd., as per vending agreement dated 

IlYI^TIITIE^ a Y 1 n iiamlll^lPB fY f 


L 

535 

170 

3.250 

1,230 

1,000 

£ 

840 

750 

720 

5 » 

3.870 

■ ■..■■■I CXddCLa CXULi XlaUIilLXw 3 Ui. 

A, Ltd. 

£6. 185 

^6,185 

Purchase of Business Account . . Dr. 


3.870 


To Vendor . . . . . 



3.870 

Being purchase consideration for business 




taken over from L, Ltd., as per vending 




agreement dated 





^ Balancing entry. 
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Illustration. X, Ltd., acquires the business of W, Ltd., the pur- 
chase consideration being : (i) cash pa3nnent of £1,200 ; (2) issue to 
the vendor of 2,000 shares of £i each fully paid at par ; (3) issue of 
£1,000 debentures at 95 per cent; (4) pay the realization expenses 
£130 ; and (5) assumption of liabilities £720. 

Show the opening Journal entries, ignoring narratives. 


Journal 


rreliminary Expenses 

Sundry Assets^. 

To Liabilities 
,, Vendor 

. Dr. 

. Dr. 


L 

130 

4,870 

L 

Tzo 

4,280 

Vendor ..... 
Discount on Debentures 

To Cash [i.e. ^i.zoo + /130] 

,, Debentures . 

,, Share Capital 

. Dr. 

. Dr. 


4,280 

50 

1.330 

1,000 

2,000 


It should be noted that — 

(1) In both illustrations a separate entry might be made for the 
pa3rment of realization expenses of the vendor. 

(2) If the liabilities were not disclosed, the "net assets" would 
be taken as £4,150. 

(3) Goodwill is not known in the absence of the valuation of 
Sundry Assets. 

Illustration. On 3otli June, 19. ., X, Ltd., was registered with a 
nominal capital of 6,000 ordinary shares of £i each. The new com- 
pany is to take over the old-established business of A. Vendor, the 
consideration being the allotment to him of 1,000 ordinary shares 
at par credited as fully paid. In addition, 1,500 ordinary shares are 
to be issued to him at par for cash. 

On 6th July, the company offered to the public 3,500 ordinary 
shares of £i each at a premium of 2S. per share, the whole having 
been underwritten at the same price, the underwriting commission 
ueing 4 per cent. Only 2,000 of the shares were subscribed for by, 
and allotted to, the public, the balance being allotted to the under- 
writers. 

Five shillings per share was payable on application and 6s. per 
share on allotment, which included 2s. premium, and a first call of 
4s. per share due on 30th September. The whole of the moneys 
due from the public were received and the company paid £84 on 
account of underwriting commission. At the date of allotment the 
underwriter pays in £1,650 in discharge of his liability. Give the 
'^jpening Joum^ entries and Balance Sheet. Ignore dates. 

1 BaiaAcing item. 


ag — (B.2 dB^) 
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Journal 


Sundry Net Assets .... Dr- i,ddo 

To A. Vendor ..... 

Being sundry assets taken over from A. Ven- 
dor as per agreement dated 

A. Vendor ..... Dr. i.ooo 

To Ordinary Share Capital . 

Being discharge of consideration for assets 
taken over. 

Cash ...... Dr. 1,500 

To Ordinary Share Capital . 

Being shares purchased by A. Vendor. 

Cash ...... Dr. 500 

To Application and Allotment 

Being 5s. per share received on application 
for 2,000 shares. 

Application and Allotment . Dr. 1,100 

To Ordinary Share Capital . 

,, Share Premium .... 

Being allotment of 2,000 shares at 2s. per 
share, payable 5s. per share on application 
and 6s. per share on allotment (including 2S. 
premium) as per directors’ resolution, etc. 

Cash ...... Dr. 600 

To Application and Allotment 

Being cash received on allotment. 

Underwriter ..... Dr. 1,650 

To Ordinary Share Capital . 

,, Share Premium .... 

Being liability of underwriter on 1,500 shares 
of £1 each, at 22s. per share unapplied for. 

Cash ...... Dr. 1,650 

To Underwriter .... 

Being discharge of liability by underwriter. 

First Call ..... Dr. 400 

To Ordinary Share Capital . 

Being call of 4s. per share on z,doo shares. 

Cash ...... Dr. 400 

To First Call ..... 

Being cash received on ist call being 4s. per 
share on 2,000 shares. 

Underwriting Commission . . . Dr. 154 

To Underwriter ..... 

Being underwiiting commission of 4% on 
3,500 shares issued at 22s. per share. 

Underwriter ..... Dr. 84 

To Cash ...... 

Being payment on account of underwriting 
commission. 


£ 

1,000 


I, ODD 


1,500 


500 


900 

200 


600 


150 


1,650 


400 


400 


154 


84V 
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Balance Sheet as at 


Authorized Capital — 

£ 

Cash ..... 

£ 

4.566 

6,000 Ordinary Shares of £1 


Sundry Assets 

1,000 

each .... 

£ 6,000 

Underwriting Commission 

154 

Issued Capital — 

4.000 Ordinary Shares of £1 
each fully paid 

2.000 Ordinary Shares of 
each — 13s. per Share called 
and paid 

Share Premium Account 
Underwriter 

4,000 

1,300 

350 

70 

£5.7^0 


£5.7^0 


Illustration. The Balance Sheet of J. Halden was — 


Balance Sheet as at 3I5 T December, 1952 



£ 

£ 


£ 

£ 

Creditors . 

3,100 


Sundry Assets . 


10,300 

Less Reserve . 

loo 


Debtors 

6,720 




3,000 

Less Reserve . 

220 


Loans 


2,000 



6,500 

J. Halden . 


12,000 





£ 

17,000 


£ 

17,000 


On 15th April, 1953, J. Halden, Ltd., was incorporated, taking over 
all the assets (except debtors) and the liability for loans ; interest 
at 6 per cent per annum on the purchase price to be allowed to 
the vendor from ist January, 1953, to the date of completion. 
The credit balance of J. Halden's capital to be satisfied by the 
issue of ordinary shares in J. Halden, Ltd. 

The loanholders accept B per cent preference shares in discharge 
of their debts. 

The company, as agent for the vendor, agrees to collect the debts, 
wliich realize £ 6 ,^ 00 , out of which they pay, as agent for the vendor, 
the creditors at the net figure shown in the Balance Sheet. Of the 
balance, they paid on account to J. Halden the sum of £ 1 , 000 ; the 
amount remaining undrawn by J. Halden, including interest, to be 
discharged in the form of ;fz,5oo debentures at 96 and cash. 

The new company is to be entitled to all the intervening profit 
(i.e. between 1st January, 1953, and 15th April, 1953). 

Show the opening entries of J. Halden, Ltd., and the closing 
yiitries of J. Halden in respect of the above, assuming that the 
date of completion is 31st May, 1953. Take income tax at 9s. 
in the £. 
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In the books of J. Halden, Ltd. 

Journal 


1953 



£ 

J. 

d. 

£ 

5. 

d. 

April 15 

Sundry Assets . . Dr. 


10,500 

D 

0 




To Loans .... 





2,000 

0 

0 


,, J. Halden [See below] 





8,500 

D 

D 


Being assets and liabilities taken 









over as on 31st December, 1952, 
in pursuance of purchase 









agreement dated 








May 31 

Loans .... Dr. 


2,000 

D 

0 





To B% Preference Share Capital 
Being issue of 2,000 B% preference 





2,000 

D 

0 


shares of /i each fully paid in 
settlement of loan holders' 
claims. 









Interest* .... Dr. 


212 

ID 

D 





To J. Halden 





116 

17 

6 


,, Income Tax 

Being interest on purchase price of 





95 

12 

6 


;£8,5oo at 6% for five months to 
31st May, 1953, and tax at 9s. in 
£ thereon. 









Cash .... Dr. 


6,300 

0 

D 





To J. Halden 

Being debts collected. 




6,300 

0 

D 



J. Halden . Dr. 


1,000 

0 

0 





To Cash .... 





1,000 

D 

D 


Being payment on account of 









amounts collected. 









J. Halden . . . Dr. 


3,000 

0 

0 





To Cash .... 




3,000 

0 

0 


Being pa3rment of creditors. 






.. * 


J. Halden . . Dr. 


10,916 

17 

6 





Discount on Debentures Dr. 


100 

D 

0 





To Ordinary Share Capital 





8,500 

0 

0 


,, Debentures 





2,500 

0 

D 


,, Cash .... 





16 

17 

6 


Being discharge of liability to ven- 









dor by issue of 8,500 shares of 
£1 each fully paid, ^2,500 de- 
bentures at 96%, and cash 
£16 17s. 6d. 







'■ 4 . 


^ and * SBC page B91. 
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In J. Halden’s books 


Journal 


953 

ril 15 


1731 


Realization Account . . Dr. 

To Sundry Assets . 

Being assets transferred to J. Hal-| 
den. Ltd., as on 31st December, 
1952, in pursuance of purchasej 
agreement dated 


Loan .... Dr. 

To Realization Account . 

Being liability assumed by J. Hal- 
den. Ltd., in pursuance of pur- 
chase agreement dated. . . . 


J. Halden, Ltd.^ Dr 

To Realization Account. 

Being purchase consideration asj 
per purchase agreement dated . . . 


J. Halden, Ltd. Interest* Dr. 

To J. Halden Capital 
Being interest at 6% per aiinumj 
on ;f8,5oD for 5 months — 

£ s. d. 

1st Jan., 1953, to 

31st May, 1953 212 10 o 
Less Income Tax 

at 9s. in £ . 95 iz 6 


;^ii6 17 6 


J. Halden, Ltd. Collection Account 

Dr. 

Bad Debts Provision . . Dr. 

J. Halden Capital . Dr. 

To Debtors . . . . 

Being final adjustment of debtors 
through the collection by J. 
Halden. Ltd. 


Creditors .... Dr. 
To J. Halden, Ltd. CoUectionj 
Account 

,, Discount Received 
Being final adjustment of creditorsj 
through payments by J. Halden, 
Ltd. 


J. Halden, Capital Account ■ Dr. 
To J. Halden, Ltd., Collection 
Account 

Being cash drawn against net col-| 
lection by J. Halden, Ltd. 



£ 

s. 

d. 

£ 

s. 


10,500 

0 

0 







10,300 

0 


2,000 

D 

D 







2,000 

D 


8,300 

0 

0 







8,300 

0 


II 6 

17 

6 



■ 




M 

ON 

17 


6,300 

0 

0 




220 

0 

D 




ZOO 

0 

0 







6,720 

0 


3 . IDO 

0 

0 







3,000 

D 





loo 

0 


1,000 

0 

0 







1,000 

0 


‘ This is made up of the Capital Account of J. Halden after adjusting 
- T^btors and creditors, i.e. the "net" assets taken over. 

’ This will be charged against profit prior to incorporation, 

* See footnote (*) on page 892. 



892 


ACCOUNTANCY 


J OURNAL — (contd.) 


1953 



£ 

. 5 . 

d. 

£ 

jf. 

d. 

May 31 

J. Halden, Capital ^ . Dr. 


10,916 

17 

6 




To J. Halden, Ltd. 





8, *500 

0 

D 


J. Halden, Ltd. CoUection* 





2,300 

0 

D 


,, J. Halden, Ltd. Interest* . 





116 

17 

b 


Being discharge of final balances 








by allotment of 8,500 shares of 
£1 each fully paid : £'2.5^0 

debentures at 96% and cash. 
;^i6 17s. 6d. for balance of 
interest. 









Profit Prior to Incorporation. A company cannot make profits 
nor incur losses prior to incorporation, so that where it is formed to 
take over a business from a date prior to its incorporation (usually 
being the date of the close of the last accounting period of the 
vendor concern) the profit or loss arising between the two dates 
must be kept quite apart from the profits or losses after incorporation. 
It may be noticed that the date of the certificate entitling the 
company to commence business (necessary in public companies) 
being purely a legal formality is quite immaterial to the present 
topic. 

The vendor, in releasing his right to profit (a loss may be ignored 
at the moment), will normally require some compensation, either 
in the form of interest or an additional sum for goodwill. Therefore 
it is first necessary to compute the amount of pre-incorporation 
profit, against which will be debited the interest (if any) payable 

* It will be observed that the vendor receives ;^ii,9i6 17s. 6d. This sum 
is accounted for as follows — £ ^ ^ 


(a) Capital per Balance Sheet . 


12,000 

0 

0 

Less loss on Bad Debts — 

£ ’ 




Book Value of Debtors 

. 6,720 




Less Provision 

220 





6,500 




Amount realized 

. 6,300 






200 

0 

0 



11, Boo 

0 

0 

A dd Interest on purchase price, less tax 

116 

17 

6 



£11.916 

17 

6 


* The balance due to J. Haldcn after the allotment of shares is ;^2,4 16 17s. 6d 
discharged as follows — £ s. d. 

(a) £^,$00 Debentures at g6% . . . 2,400 o o 

(b) Cash . . . . . . 16176 

;£2.4i6 17 6 


A transfer of /loo might be made from Interest Account to CollectiolQ^ 
Account, bringing the latter up to ^2,400 and the former down to ^16 17s. 6d. 
discharged respectively by Debentures and Cash (as above). 
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to the vendor ; if there still remains a balance of pre-incorporation 
profit, this is in the nature of a capital profit and not available for 
distribution amongst the members of the company. 

Illustration. A company is incorporated to take over a business 
as and from 1st January, 1953, the company being incorporated on 
31st March, 1953, followed in due course by the receipt of its certifi- 
cate entitling it to commence business. The profit for the year 
ended 31st December, 1953, is £3,200 (before debiting interest to 
vendor), of which the proportion attributable to the three months 
ended 31st March is £600. The vendor is entitled to 10 per cent 
interest per annum on the purchase consideration of £14,000, 
up to the date of incorporation. Ignore income tax. 


Allocation of Profit 



Pre-In cor- 

Post-Incor- 

Total 


poration 

poration 


L 

i 

i 

Profit 

6dd 

2,600 

3,200 

Ltss InteTEst to Vendor at 10% p.a. on 
j^i4,ooo for 3 months: ist Jan., 1953, 
to 31st March, 1953 .... 

35° 


350 

Balance ...... 

£250 

£2,600 


Diiposal 

Capital 

Available for 


Reserve 

Dividend 



Instead of receiving interest, the vendor may increase the pur- 
chase consideration by the estimated profit (if possible), so that 
the “excess" figure will be automatically added to goodwill; there- 
fore the pre-incorporation profit will be credited not to a capital 
reserve, but to goodwill, so as to cancel the amount originally 
included therein representing estimated profit. It is extremely im- 
probable that the actual profit will correspond with the estimated 
profit, hence there will almost invariably be a difference between the 
estimate and actual. This may, in case of a profit balance, belong 
to the purchasing company or to the vendor, according to agree- 
ment. The converse position would arise in case of a loss balance. 

Illustration. Same facts as before, except that the purchase con- 
sideration is £14,600 without interest, and assuming that £14,000 
represents book values of tangible assets at ist January, journalize 
(without narrative) the opening entries of the purchasing company. 


Journal 





£ 

£ 


Assets ...... Dr. 


14,000 



Goodwill ..... Dr. 


6od 



To Vendor ..... 



14,600 
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Disposal of profit will be — 

(а) Pre-incorporation profit, £600 will be transferred to Good- 
will. 

(б) Post-incorporation profit, £2,600 will be available for 
dividend. 

The Goodwill Account will subsequently be eliminated thus — 


J OURNAL 





i 



Profit and Loss Account (Pre-Incorporation) Df. 


600 



To Goodwill ..... 



600 


Illustration. Show the treatment, assuming the same facts as in 
the preceding illustration, except that the actual pre-incorporation 
profit is £850; the total profit for the year remaining the same, 
iZ. 20 Q. 


Allocation of Profit 


Pre-Inc orporati on 

Post-Incorporation 

Total 

^950 

jt 2 . 35 “ 

£3,200 


The pre-incorporation profit will be disposed of by transferring 
£600 thereof to the credit of Goodwill Account and £250 to the 
credit of capital reserve or, if the agreement so provides, to the 
credit of the vendor. The post-incorporation profit is available 
for dividend. 

If there have been drawings on the part of the vendor, the balance 
payable to the vendor will be pro tanto reduced. 

Loss Prior to Incorporation. Any loss prior to incorporation 
may be dealt with thus — 

[а) debited against the profits after incorporation. 

(б) debited to a special account headed "Loss prior to In- 
corporation"; or 

(c) debited to Goodwill Account. 

The same principle in (6) and (c) applies as in the case of a profit 
prior to incorporation. If the purchase consideration is based upon 
the position as at the date of the last Balance Sheet without refer- 
ence to a subsequent loss, the vendor agreeing to forgo all question 
of profit and conversely being released from any loss, then logically 
the vendor ought to allow interest to the purchaser, although this 
is obviously a very rare occurrence. 

Illustration. A company sells its business to another as and fro^n 
1st January, 19. ., the purchasing company being incorporated oi^' 
the 31st March, 19. .. The purchase consideration is £14,000, but 
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as the parties are aware there has been a loss during the three 
intervening months, it is agreed that the purchasing company will 
bear all the loss, subject to the vendor allowing interest at 10 per 
cent per annum for the period ist January, 19. to 31st March, 
ig. on the purchase consideration. The loss for the year ended 
31st December, 19. ., is £3,200 apart from interest, of which £600 
is attributable to the pre-incorporation period. 

Allocation of Loss 



Pre-Incor- 

Post-In cor- 

Total 


poration 

poration 


£ 

£ 

£ 

Loss 

God 

2 , 6 do 

3,200 

Less Interest due from Vendor at td% 




p.a. on £14,000 for 3 months to 31st 
March, 19. . . 

350 


350 


£250 

£2,600 

^2.850 

Disposal ........ 

^ CaiTied 
forward 

" Cairied 
forward 



Where no interest is to be calculated and the purchase price is to 
be reduced by the estimated loss of £600 (assuming the estimated 
losses to mature exactly into an actual loss of £600), there will be 
a provision made in the opening entries against which the loss will 
be debited. 

Illustration. Same facts as in the preceding example, except that 
no interest is to be computed and the purchase consideration has 
been reduced by £600. Show the opening Journal entry. 


Assets 

To Vendor 
,, Provision^ 


J OURNAL 




i 

£ 

Dy. 


14,000 

13,400 




1)00 


Disposal of loss will be — 

[a) Pre-incorporation loss £600 will be offset against the 
Provision. 

(&) Post-incorporation loss £z,6oo will be carried forward till 
eliminated by subsequent profits. 

The entry (a) will cancel the Provision credited in the opening 
entry. 

^ This item will be shown in the Balance Sheet as an " asset” till written off 
“ This item will be shown in the Balance Sheet as an "asset” till eliminated 
'^2>y subsequent profits. 

® The "profit” of £600 is illusory, as the value of the assets although appear- 
ing in the books at £14,000 is diminished by the loss of £f)oo. 
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If the loss were £850 instead of £600, the debit balance of £250 
would be transferred either to the debit of vendor, if the agreement 
so provides, or to Loss prior to Incorporation Account, 

Where interest is charged by the vendor, such interest will be an 
additional loss, so that using the figures already given the loss of 
£600 would be increased by £350 interest to £950, and be dealt with 
as a loss prior to incorporation. 

If it should happen that there is a loss prior to incorporation and 
a profit after incorporation, the former may be set off against the 
latter, thus reducing the divisible profit. 

Where the loss prior to incorporation is debited against goodwill, 
this is correct only if the amount of goodwill is at the opening 
a balancing figure, for if the true goodwill has already been debited, 
no subsequent losses can increase it, but rather the reverse. 

Illustration. Same facts as previously, except that tangible assets 
at a book value of £14,000 are purchased for £15,800. Loss prior to 
incorporation is £600. Show opening Journal entry. 

It is obvious that the goodwill figure in the opening entry is 
£1,800; but this is based upon the book values at ist January. 
Yet at the time of incorporation the assets had fallen in value 
(apart from other fluctuations) by £600, leaving the true book value 
at £13,400; hence the goodwill is the purchase consideration 
(£15,800) less the true vadue of assets (£13,400) ; that is, £2,400. 
At the date of the opening entry the 1st January figures are. 
entered thus — 


J DURNAL 





L 

£ 


Assets ...... Dr. 


14,000 



Gootiwill ...... Dr. 


i,8od 



Td Vendor ..... 



15,800 


When the loss is ascertained at the end of the year, viz. £6oo, 
the amount will be transferred to the debit of goodwill, increasing 
it to £2,400. 

If the opening entry is adjusted to cover the estimated loss 
at the date of purchase, it would be as follows — 


J OURNAL 





£ 

£ 

Assets (old Book Value) 

. Dr. 


14,000 


Goodwill 

. Dr. 


2,400 


To Vendor 

. . . 


15,800 

,, Provision 




6od 


The debit for loss prior to incorporation will be offset against the^ 
provision £600, thereby eliminating it. 
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If the business had been acquired on the basis that the loss to 
31st March, 19 . . , was only £600 (and it turns out to be £i,ooo), 
then the extra loss of £400 must be transferred to Loss prior to 
Incorporation Account. This is justified because the purchasers 
contemplated the tangible assets to be £13,400 (paying £15,800 
therefor), but the assets were £400 less than they imagined, 
for which, had they known it, they would have paid only 
£15,400. 

Summary of Treatment of Profit Prior to Incorporation, (i) Where 
assets are taken over and paid for on the basis of the last Balance 
Sheet, the vendor taking the whole of the profit between the latter 
date and the date of the incorporation of the company, no charge 
being made for Goodwill. 

(2) Where the vendor increases the sale price of the business to 
cover the whole of the profit indicated in the foregoing paragraph, 
no charge being made for Goodwill. 

(3) Where the vendor surrenders the whole of the profit indicated 
in paragraph (i) and charges interest on the purchase price in lieu 
thereof, no charge being made for Goodwill. 

(4) Where, in addition to the purchase price, either with or with- 
out the addition of interest, the purchasing company is required to 
pay for Goodwill. 

In the above instances the pre-incorporation profit will be 
(referring to each paragraph) — 

(1) eliminated, 

(2) eliminated, and 

(3) the excess of profit over interest credited to Capital Reserve 
or, in the converse instance, debited to Loss prior to Incorporation 
Account or Goodwill Account. 

As to (4) there will be a Goodwill Account opened, so that any 
excess interest over profit must be debited to Loss prior to Incorpora- 
tion Account. 

Where the pre-incorporation profit exceeds that estimated in 
fixing the purchase price, the excess will be credited to Capital 
Reserve ; in the converse case, debited to Loss prior to Incorpora- 
tion Account if paragraph (4) applies, otherwise Loss prior to 
Incorporation Account or Goodwill Account. 

Similar principles, conversely treated, will apply to Loss prior 
to Incorporation. 

Therefore, it is of vital importance to be acquainted with the 
details of the constitution of the purchase consideration. 

Methods of Computing Profit Prior to Incorporation, (i) By the 
taking out of accounts, either with or without closing off the books, 
"'whereby the actual profit or loss up to the date of incorporation is 
ascertained, such profit or loss being credited or debited to the 
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vendor, or transferred on the lines already outlined. The simplest, 
but not always the most expedient, method is to close off the old 
books ; the new books of the purchaser being opened with the assets 
as they exist at the date of incorporation, thus automatically in- 
cluding the results to that date; the difference between the assets 
acquired and purchase consideration being goodwill or reserve. If 
the purchase consideration exceeds book values, the balancing 
item is a debit for goodwill; if it is less than book values, the 
balancing item is capital (or depreciation or asset) reserve. The 
accounts will then relate exclusively to the post-incorporation 
period, and adjustments for pre-incorporation profit or loss will not 
be required. 

(2) By taking the gross profit on a percentage basis of sales, and 
apportioning it into the "pre” and "post*' periods on either time 
or SALES basis, the expenses against the gross profit being split 
according to the circumstances, viz. — 

(i) Common charges: 

(а) Fixed charges on actual facts or on a time basis, e.g. rates, 
insurance. 

(б) Fluctuating charges on the basis appropriate thereto, e.g. — 

Bad debts according to the dates they became bad or 
upon credit sales. 

Discount allowed and received according to the dates oi 
allowance or the date the debts were incurred. 

Carriage out according to the dates of sales. 

(ii) Non-common charges. These will be dealt with according as 
they belong to the **pre” or "post" periods, and normally are not 
split, e.g. directors' fees, if the vendor is not a limited company. 
These must exclusively belong to the "post-incorporation" period. 
Similarly, formation expenses, although necessarily incurred in 
point of time prior to the incorporation of the company, will not be 
introduced into the books until the "post-incorporation" period, 
as they are expended exclusively for the purchasing company. 
Thus, the procedure is — 

[a) to apportion gross profit according to the sales prior to or 
after incorporation, or according to the respective periods prior tO 
or after incorporation ; 

(&) to apportion the expenses according to the facts ; leaving 

(c) two profits and/or losses, viz. before and after incorporation. 

Illustration. Perwick, Ltd., was incorporated on ist April, 1953^ 
taking over a business as and from the preceding ist January. 
The net sales for the year ended 31st December, 1953, are £125,000, 
£25,000 of which were made during the three months ended 31s 
March, 1953. 

The gross profit for the year is £40,000 ; general expenses are 
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^26,ooOi and include directors’ fees, £2,000 ; issued share capital is 
£60,000, in ordinary shares of £i each fully paid. 

It is decided to place £3,000 to reserve. 

Show Profit and Loss Account, basing the apportionment of 
gross profit on sales. Ignore income tax and preliminary 
expenses. 

Per WICK, Ltd. 


Profit and Loss Account for the Year Ended 
Dr . 3 1ST December, 1953 Cr. 




Pre- 

Incor- 

pora- 

tion 

Post- 

Incor- 

pora- 

tloQ 



Ptt:- 

Incor- 

pora- 

tion 

Post- 

Incor- 

pora- 

tion 

To General Expenses' . 

,, Directors' Fees 
„ Net Profit . 

c/d 

£ 

6.000 

2 .00 0 

£ 

iB.ooo 

2,000 

12,000 

By Gross Profit* . 

b/d 

£ 

B,doo 

£ 

32,00a 



£B,ooo 

£32,000 



£B,doo 

£32,000 

To Reserve 

,, Interest to Vendor 
,, Balance to Capital 

Reserve . 

,, Balance 

c/d 

? 

2,000 

3,000 

9,000 

By Net Profit 

b/d 

2,000 

12,000 



£2,000 

£ 12 ,D 00 



£2,000 

£ia,aoo 





By Balance . 

b/d 


9,000 


Illustration. A company acquires a business as on ist January, 
1953, it being incorporated on the 1st May, 1953. The first accounts 
are drawn up to the 30th September, 1953. 

The gross profit is £5,600. 

The general expenses are £1,422; directors’ fees, £1,200 per 
annum ; formation expenses, £150. 

Rent to 30th June was £120 per annum, after which it was in- 
creased to £300 per annum. 

Salary of the manager, who upon incorporation of the company 
was made a director, was £600 per annum (since incorporation in- 
cluded in directors' fees above). 

Show Profit and Loss Account, assuming that the net sales were 
£Bz,ooo, the monthly average of which for the first four months of 
1953 being one-half of that of the remaining period. The com- 
modity earned a uniform profit. Interest and tax may be ignored. 


^ Apportioned on a. time basis, i.e. 3 : 9. 

* Apportioned on sales basis, i.e. 23 : 100. 
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Profit and Loss Account for the Nine Months Ended 
Dr. 30TH September, 1953 Cr. 




Pre- 

Incor- 

pora- 

tion 

Post- 

IncoB- 

pora- 

tion 



PTb- 

Incor^ 

pora- 

tion 

Post- 

Incor- 

pora- 

tion 

To General Expenses (6) . 
„ Rent (c) . 

ManaKer's Salary . 

,, Directors’ Fees (d) 

„ Formation Expenses [t) 

,, Capital Reserve (or 
G^wUl) 

„ Balance 

c/d 

£ 

63a 

40 

300 

728 

£ 

790 

93 

300 

130 

2,463 

By Gross Profit a) 

b/d 

£ 

1,600 

£ 

4 . 0 [)a 



£1,600 

£4,000 



£x,6oo 

£4»ooo 





By Balance 

b/d 


2,465 


(a) The profit is apportioned in the ratio of 2 : 5. 

If the first four months sales be represented by i 
then subsequent sales will be represented by 2, 
but as the number of months in first peiiod is four 
and in the second five, the ratio is computed thus — 

Pre-incorporation =1x4 = 4 = 2 

Post-incorporation = 2x5 = 10 = 5 

H =2z 

(b) In absence of information, apportioned on time basis, L.e. 4: 5. 

(c) 4 months at £10 a month = ;£4o (to ist May, 1953). 

2 months at ^lo a month, plus 3 months at ^25 a month = £95 (to 30th 
Sept, 1953). 

(d) Directors’ fees, five months (to 30th Sept, 1953), at/ioo a month. 

(e) Strictly, to Appropriation Account. Formation expenses may, alter- 
natively, be written off against pre-incorporation profits. 

Illustration. X, Ltd., was incorporated on ist July, 1953, and 
acquired from Y as and from ist January, 1953, the business car- 
ried on by him. The purchase price of the fixed assets and goodwill 
was defined by the agreement as a sum equal to 75 per cent of the 
profits of the business for twenty years from ist January, 1953. 
pa3mient to be made each year on the ascertainment of the sum due. 

The following were the balances as on 31st December, 1953, after 
dosing the Trading Account. 


Debits 

£ 

Credits 

Debtors . . . . 

600 

Share Capital 

Stock at cost 

750 

Creditors .... 

Bank ..... 

2,900 

Profit for the year after pro- 

Preliminary Expenses . 
Directors’ Fees 

200 

viding for Income Tax and 

300 

charging all other expeiiBDB 
allowable under Purchase 


^4.75° 

Agreement 
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Write off one-quarter of the Preliminary Expenses and set out 
drajt Balance Sheet as on 31st December, 1953; and Profit and 
Loss Appropriation Account, showing profit prior to incorporation. 


X, Ltd. 

Draft Profit and Loss Appropriation Account for the Year 
Dr. ended 3 1ST December, 1953 Cr. 




£ 

£ 


£ 

£ 

Share Capital 


1,200 

Bank 

2,900 


Capital Reserve — "Fro- 



Debtors . 

6do 


fit prior to Incor- 



Stock 

750 


p oration 


1,200 



4,250 

Profit and Loss Ac- 



Fixed AsBBtB and 



count 


850 

Goodwill 


1,B00 

Creditors — 



Preliminary Expenses 

200 


General . 

1. 150 


Less written off 

5 ° 

150 

Vendor . 

1,SU0 







2,950 






£6,200 



£6,200 


Notes, (a) The amount of ^i,8oo is the sum payable for the acquisition of 
Fixed Assets and Goodwill, arrived by taking three-quarters of the profit of 
the company for the year ;^2,40o. The student must note that the basic figure 
IS not ;f2,iDD, i.e. ^2,400 less Directors' Fees ^£300, because the question clearly 
states otherwise : further, if the new company could charge up Direcxors’ Fees 
indiscriminately it could deprive the Vendor of any sum for the Fixed Assets 
and Goodwill by utilizing all the profits of the company in payment of 
Directors’ Fees. 

(t*) The apportionment of profit prior to incorporation is upon a time 
basis, i.e. — 

£ £ 

Prior to incorporation, one-half of ;£2,40d . i,2dd 

Subsequent to incorporation, one-half of £1,^00 . i.zoo 
Less Directors' Fees ..... 300 

900 

;^ 2 .IOD 

(t;) As a matter of prudence a Reserve may be created to cover the sum of 
800 payable to the Vendor by first utilizing the profit prior to incorporation 
of ;^i,2oo and the sum of £600 out of profits subsequent to incorporation. 

((f) It is assumed that Income Tax is "allowable" as the question states: 
. after providing for Income Tax and chaigmg all other expenses 
'allowable.” 

^ Profit prior to incorporation. 

* Profit since incorporation. 
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Apportionment of Shares Between Vendors. Difficulties some- 
times arise in the division of shares received from a purchasing 
company in the lack of agreement between the vendors. 

Where partners are vendors, the problem is so to apportion the 
shares in the new company as to preserve the original positions of 
the partners as enjoyed in the partnership, viz. (a) to maintain the 
same divisibility of profits; and (6) to preserve the same priority 
as to the right of repayment of capital. 

The rules may be summarized, ignoring income tax — 

(1) Where a partner has made a loan or advance to the partner- 
ship, he should take a first preference share with dividend at the 
same rate as interest on the loan.^ 

(2) * Surplus capital ; second preference share with or without 
dividend right. ^ 

(а) If no interest on capital — no dividend. 

(б) If interest on capital — same rate of dividend as the interest 
paid in the partnership. 

The above shares to be preferential as to capital, the shares in 
(i) having priority over the shares in (2).^ 

(3) The balance of all shares in profit and loss ratios. 

(4) Partnership salaries as before. 

Where the capitals of the partners are proportionate to profit 
sharing, the whole of the share capital of the company will be so 
divided, it being immaterial whether interest on capital in the 
partnership was charged or not. 

Where income tax comes up for consideration — as in most cases 
it undoubtedly will — the above rules are modified so as to give the 
directors their income from the company in the form of directors’ 
fees and not as dividends. This point is illustrated on page 904 et seq. 

Illustration. A, B, and C are in partnership, sharing profits in 
the ratio of 2 : 2 ; i after providing for interest on capital at 5 
per cent per annum, and salaries of £200 to B and £150 to C. 
They decide to form a limited company to take over the business. 
The assets and liabilities are to be taken over at book values with^ 
the exception of goodwill, the value of which is to be taken at af 
increase of £5,000, The capitals of A, B, and C at the date of pur- 
chase by the limited company were £B,ooo, £6,000, and £3,500. 

Show how you would deal with the allocation of capital of the 
partners in the new company so as to preserve the same rights as 
between themselves as obtained in the partnership. 

(i) The capitals of the partners in the business are not propor- 
tional to their shares in profits and losses. 

^ Alternatively, instead of first and second preference shares, debentures'^ 
may be issued for (i) and preference shares for (2). 

> See page 903. 
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(z) The Capital Accounts after writing up assets will be as 
follows — 



A 

B 

C 

Capitals ........ 

A dd Increase in Assets in ratio 2:2:1. 

Revised Capitals . . . 

8, ODD 
2,DOD 

£ 

6,000 

2,000 

£ 

3.500 

1,000 

10. ODD 

0 

0 

a 

/4.500 


(3) If the capitals were in profit-sharing ratios, and assuming C's 
capital to be in the same proportion to the total capital as his share 
uf profit, the relative excess capitals would be as follows — 



A 

B 

c 


£ 

£ 

£ 

Capitals as above ....... 

10.000 

8,000 

4.500 

Less Capitals in the Profit-sharing ratio . 

8,000 

8,000 

4,000 

Surplus Capital held by A and C over B 

As between A and C profits are divided in proportion 
of 2: I. Assuming, therefore, C's surplus Capital of 

2,000 

— 

500 

^^500 to represent one-third, the Capitals would be 

Surplus Capital of A ovei C . 

1,000 

^1,000 


50D 


In the event of a winding-up therefore, A should receive ;fi,ooo 
before B and C arc repaid anything. The next £1,500 should be 
shared by A and C in the ratio of z : i, and the balance between 
A, B, and C in the ratio of 2 : 2 : i. 

(4) (i) In order that the ultimate net profit shall continue to be 
shared in the proportions of 2 : 2 : i, ordinary shares must be 
issued to the partners in those proportions in respect of part of 
their capital. 

(ii) To equate the rights of the partners as to interest on capital, 
preference shares carrying 5 per cent per annum interest may be 
issued for the balance of the respective capitals. 

(hi) The priorities as to repayment of capital attaching to the 
Various classes of shares must be made to conform to the present 
rights of the partners in regard to repayment of capitals and loans 
in the partnership. 

(5) Capital may thus be issued — 

(i) £1,000 5 per cent “A'' cumulative preference shares of £i 
each issued to A in respect of his absolute surplus of capital, such 
shares to have priority over all other shares as to repa5mient of 
Capital in the event of liquidation. 

(ii) £1,000 5 per cent "B” cumulative preference shares of £i 
^each to be issued to A and £500 5 per cent "B” cumulative pre- 
ference shares to be issued to C in respect of their surplus of capital 
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over that of B, such shares to rank pari passu with “A" preference 
shares as to dividend and next after the ''A'' preference shares as 
to repayment of capital in the event of liquidation. 

(iii) None of the above preference shares to be entitled to share 
in any surplus of assets remaining on a winding-up, except to the 
extent of ail arrears of preference dividend due on such shares. 

(iv) Ordinary shares, ranking for dividend and repayment of 
capital after all preference shares, and carrying the right to par- 
ticipate in any surplus of assets on a winding-up to be issued as 
follows : A, £8,000 ; B, £B,ooo ; C, £4,000. 

(v) Directors' fees of £200 and £150 per annum to be paid to B 
and C respectively to take place of the salaries hitherto paid to them. 

(vi) The distribution of profits in the partnership and the company 
respectively is illustrated by the following statements (using the 
foregoing data). 

Profits assumed, £5,225. 

Partnership Company 



A 

B 

c 


A 

B 

c 


£ 

L 

£ 


£ 

£ 

i 

Interest on Capital — 




5% "A” Preference Share 




5% on £zo,c>fxi 

500 



Dividend . 

50 



5 % on £B,doo 


400 


5% “B” Preference Share 




5% on £4,500 



225 

Dividend 

5° 


ZS 

Salaries .... 


200 

150 

Directors' Fees 


200 

I'll) 

Balance, 2:2:1 

Ii5od 

1,500 

750 




— 





[5cr bdowl 

IDO 

2 Do 

175 





Dividends on — 








Ordinary Shares 

1,900 

1,900 

i)<r 


£2,000 

£2,100 

£iJ25 


£2,000 

£2,100 

££,12^ 


In order to obtain the benefit of the Earned Income Allowance 
for A, B, and C, provided the business profits are sufficient, the 
directors would treat profits as fees, so as to provide C (the 
partner with the lowest income) with the maximum Earned Income 
Allowance (i;ths of £2,025 for 1953-54). 

Divisible profits (if sufficient) wiU, therefore, be distributed as 
directors' fees up to the maxima indicated below. 



A 

B 

c 


£ 

L 

£ 

Apportionment (as above) 

100 

200 

175 

Balance, 2 : 2 : 1 . 

3.700 

3.700 

1,850 


;i3.8oD 

;f 3 . 0 oo 

;f2,D25 


As, however, A and B might object, inasmuch as they would be 
liable for sur-tax, the alternative procedure would be to bring B’s ^ 
income down to £2,000 in order to avoid such liability (although it' 
must be remembered that the Inland Revenue authorities maj 
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raise an assessment on the company for sur-tax in respect of profits 
unreasonably withheld from distribution) — 



A 

B 

C 

Apportionment (as on page 904) . 

£ 

£ 

£ 

lOD 

ZOO 

175 

Balance, 2:2:1. 

i,Boo 

i, 8 do 

900 

See also paragraph 3, page 906. 

£Ii 9 do 

£2,000 

^ 1.075 


If priority as to capital were not important, shares (all equal in 
rank as to capital and dividends) might be allotted thus — ^ 

A. 2D,D0o Shares of los. each fully paid .... id, odd 

B. ZD.DOO Shares of Bs. each fully paid .... B,odd 

C. 10,000 Shares of 9s. each fully paid .... 4^500 

Dividends would be payable on the nominal number of the shares 
allotted. The special first distribution of A, £100; B, £zoo; C, 
£175, must be maintained. 

Illustration. The different methods may be compared, assuming 
profit of £10,475 all to be distributed and the facts as before. 

(i) As partners — 



£ 

£ 

£ 

Interest on revised Capital , 

500 

400 

223 

Salaries ...... 


ZOO 

150 

Balance, 2:2:1. 

3,600 

3,600 

1,800 

1 

£4.100 


/2.175 


(z) Company, whereby C is to have £z,025 as director's fee. 



A 

B 

c 


£ 

£ 

£ 

5% "A” Preference Dividend" 

50 



5% "B” Preference Dividend" 

5 ° 


25 

Directors’ Fees ..... 


200 

® 150 

Additional Directors' Fees 

3.750 

3.750 

* 1.875 


3-850 

3.950 

2,050 

Dividend: Ordinary Shares f A £8,000 




at 3^% Jb 8,000 




( C 4,000 




— 

^50 

250 

125 


£4.100 

£^.^oa 

;£ 2 .i 75 


^ Alternatively Interest on Capital might be calculated upon the original 
capitals and the balance divided in profit ratios, the result being the same as 
above. 


* If the partnership capitals did not carry interest, no dividend would be 
payable on these shares. 

* Total earned Income of C = £2,0^5, being the maximum earned income 
upon which the two-ninths earned income allowance is given, i.e. £450 in 

1953-54. 
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(3) Company, whereby B is to have £2,000 as director's fee — 




A 

B 1 

C 

Directors’ Fees (made up as on 

page 905) 

£ 

1,900 

£ 

2,000 

£ 

1.073 

Dividends : Ordinary Shares | 
at 27j% j 

;f8,DDO 

1 B 8,000 
^ C 4,000 

2,2DD 

2,200 

I, loo 




;£4,2DD 

^2,175 


(4) Company, whereby the whole of the profit, except for pre- 
ference dividends and B's director's fee £200 and C's director's fee 
£150, is to be paid in dividends on Ordinary Shares — 



A 

B 

C 


£ 

£ 

£ 

Apportionment (see page 905^) 

100 

200 

175 

Dividends : Ordinary Shares ( A /B,odd 




at 50% Jb 8,000 




( C 4,000 





^ 4,000 

^ 4,000 

^ 2,000 



£4,200 

;i2.i75 


In a winding-up, should there be a loss, it would be charged first 
against the ordinary shares, then against the "B” Preference shares 
and any balance, lastly, against the "A" Preference shares. The 
comparative position between the partnership and the limited 
company is shown in the following illustrations. 

Illustration. Assuming that the new company went into immediate 
liquidation and the assets produced £21,000, there would be a loss 
of £1,500 (i.e. £22,500 -£21,000), borne as follows — 


Partnership Limited Company 



A 

B 

C 


A 

B C 

V 

Capital 

Lo^ 2:2:1 

£ 

. 1D,DOO 

. 600 

L 

B.ddo 

6 dd 

£ 

4,500 

30D 

Ordinary Shares 

Less Loss . 

£ 

B,Ddd 

6 do 

£ £ 
6,000 4,000 

6 do 300 





"B” Preference Shares , 
"A" Preference Shares , 

7,400 

1,000 

1,DDD 

7,400 3,700 

500 

Repay 

. £9,400 

£7.400 

£4,200 

Repay 

£9.400 

£7.400 £ 4 . 1 P° 









Illustration, If the assets produced £z,ioo only, involving a loss 
of £20,400. 

^ Alternatively, these sums mi^ht be treated as additional directors" fees. 
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PARTNERSHIP 


Limited Company 


ABC 

ADC 

£ £ £ 

Capital . ■ 10,000 8,000 4,500 

2:2:1 8, 160 8, 160 4,oBo 

£ £ £ 

Ordinary Shares B.ooo B,DfXJ 4,000 

Less Loss 8,000 B,dod 4,000 

Repay Due Repay 
£1,840 £i6d £420 



Advantage ( + ) or dis- 
advantage ( - ) com- 
pared with Company. +£107 -£i 6 d -H £53 

“ B *' Preference Shares . i,odo — 50a 

Less Balance of Loss . 267 — 133 

(£20,400 - £2d,odd) 

733 — 367 

"A” Preference Shares . 1,000 — — 

Repay .... £i,733 nil £367 



Illustration. If the loss on liquidation is £21,900, the assets 
producing £600 only. 

Partnership Limited Company 


A 

B 

C 


A 

B 

C 

£ 

£ 

£ 


£ 

£ 

£ 

Capital 10,000 

Loss 2 ' 2 : 1 . 8,760 

8,000 

4,500 

Ordinary Shares as above 

— 

— 

— 

8,760 

4,380 

“B" Preference Shares 

1,000 

— 

500 

Repay 

£1.240 

Advantage or disadvan- 

Due 

£7^0 

Repay 

lfl20 

Less Loss . 

1,000 


500 

tage as above . . + £640 

-£7 So 

+ £I2D 

“A" Preference Shares . 
Less Balance of Loss . 
(£21,900 -£21,500) ■ 

Repay . 

1,000 

400 

£600 

ml 

ml 


Thus B with the lowest relative capital gains materially in the 
company at the expense of A and C, whilst the capital loss of A is 
much heavier than that of C. 

Had the two preference shares been of the same status in a liquida- 
tion, the position would have been — 


ABC 


III 

Ordinary Shares as above . . . . . — — — 

Preference Shares “A" and . 2, odd 500 

Les5 balance of loss (^2 1,900 -£20, odd) shared 20 : 5 1,520 380 


Repay. . . . £480 'Nil £120 


Debtors* and Creditors* Suspense Accounts. Where, as is usual, 
the purchasing company collects debts as agent for the vendor, 
land out of the proceeds pays the creditors on behalf of the vendor 
the procedure is to open Suspense Accounts for both debtors and 
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creditors as they stand in the books at the date of the transfer, 
the contras therefor being the Debtors and Creditors Accounts. 

The Ledgers will be continued in the ordinary way, but all 
receipts, together with allowances, discounts, and returns, must be 
separately dealt with, and this procedure may be facilitated by 
the emplo5mient of separate columns in the Cash Book. Alter- 
natively, the balances are entered on a separate schedule against 
which the receipts or payments with discounts and the like are 
placed, thus showing the balances outstanding, if any, at the end 
of the financial year. 

The double entry will, therefore, be as follows — 

(i) For Debtors — 

Debit Sundry Debtors balances x 

Ledg^f Account) in | balances. 

Credit Debtors’ Suspense Account ^ 

Debit Cash (a) ^ (a) for cash received from debtors. 

Debit Debtors' Suspense Accoont (6) f {b) for allowances, etc., to debtors. 

Credit Sundry Debtors Accounts (c) ) (c) for cash and allowances, etc. 

[i.D. total of (a) and (&).] 

Entries will be made byway of memorandum in the Schedule for 
an appropriate adjustment to be made in the total account (if any). 

The vendor thus becomes a creditor for the cash received by 
the purchasing company in respect of the debts due to the vendor^ 
just as if he had himself collected the cash from his debtors and 
remitted the proceeds to the purchasing company. 

(z) For Creditors (reverse to those outlined in respect of debtors^) — 

The vendor thus becomes a debtor for the cash paid to his 
creditors by the purchasing company. 

The balance of the cash collected, less paid, will represent the 
amount due to or by the vendor arising from debtors and creditors, 
subject to any collection expenses. The balances of the Suspense 
Accounts will be equal to the balances of debtors and creditors 
existing at the date of purchase still remaining in the Ledgers. 

Where allowances are made to debtors it is important to debit 
them to the Debtors' Suspense Account, not being losses of the 
purchasing company, and where allowances are granted by creditors 
the amounts thereof should be credited to the Creditors' Suspense 
Account. In the event of there being a commission given by the 
vendor to the purchasing company in respect of collection, the 
entry should not intrude upon those required for the transactions 
already enumerated; the amount will, before settlement of the 
balance due to or by the vendor (or at the end of the financial 
period, if such settlement has not already taken place), be debited 
to the vendor and credited to Commission Account. 


' Creditors substituted for Dpbtora, 
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The entries in respect of creditors will conform to the same 
principles. 

Illustration. A, Ltd., in taking over the business of A, agrees to 
collect the debtors at a commission of 5 per cent on net cash col- 
lected. The usual discount may be allowed to the debtors. Assum- 
ing that the discounts allowed are in order, write up the necessary 

A M r 1 f r M ■ • r i* 


Ledger Accounts from the following information — ^ 

Debtors outstanding at the date of transfer . . 2,560 

Cash collected by A, Ltd., during the past financial year . 1,200 

Discounts allowed in respect of the above do. . 42 


The balance due to vendor to be discharged at the end of each 
financial year as follows : one-half in cash ; one quarter in shares 
uf £1 each fully paid of the new company at a premium of 5s. ; 
and the balance in 3 per cent War Loan, the price of which may be 
assumed to be 95. 

Calculate to nearest £. 

Dr. Sundry Debtors Cr. 



To Balances 


£ 

2,560 


By Cash .... 
,, Discount allowed . 

,, Balances 

c/d 

£ 

1,200 

42 

z, 3 iB 




£2,560 




£2,560 


To Balances 

b/d 

1,318 





Dr. 

Debtors' 

Suspense 


Cr. 


To Discount allowed . 

,, Vendor 
,, Balances 

c/d 

£ 

42 

i; 2 oo 


By Sundry Debtors 


£ 

2,660 




£2,560 




£2,560 






By Balances 

b/d 

1,3x8 

Dr. 


Cash 



Cr. 


To Sundry Debtors 


£ 

1,200 


By Vendor 

,, Vendor rr £300 3% War 
Loan 
,, Balance 

1 

c/ll 

£ 

570 

285 

345 




£x,zdo 




£x, 2 O 0 


T 0 Balance 

b/d 

345 





Dr. 


Vendor 



Cr. 


To Commission on Cash Col- 
lected 

„ Cash .... 
M £300 3% War Loan pur- 
chased 

„ Allotment Account 


£ 

60 

570 

zB 5 

285 


By Debtor!* Sniponse Ao- 
Donnt : Cub ooUeotod 
Irom Debton 


i 

MOO 




£X, 2 D 0 




£1.900 
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Allotment Cr. 


To Share Capital Account . 
,, Share Premium 


£ 

zaB 

57 


By Vendor 


£ 



£285 




£283" 


Items in italics arc opening balances. 

Dr. Share Capital Cr. 






1 

By Allotment Account 


£ 

22B 

Dr. 

Share Premium 

Cr. 






By Allotment Account 


£ 

57 

Dr. 

Commission 

Cr 








£ 






By Vendor 


60 


The Debtors’ and the Debtors' Suspense Accounts are reflective 
and will not appear in the Balance Sheet. 

The cash balance of £345 is accounted for thus — 



L 

Commission .... 

60 

Share Capital .... 

228 

Premium on Shares . 

57 

Total 

• ;^345 


Several different methods are employed to separate the receipts 
from the old debtors from those arising from the new debtors. 

The most important are — 

(1) The "Schedule" method whereby receipts are separately 
scheduled. 

(2) The separate Cash Book column method, whereby two 
separate columns are used, one for receipts from old debtors and 
another for receipts from new debtors. 

(3) The separate Ledger column method, whereby two columns 
are ruled on each side of the Ledger, one for old debts and the 
receipts therefrom, and another for new debts and the receipts 
therefrom. 

Elimination Process where All Assets and Liabilities are not 
Taken Over. The identical problem in connection with the open- 
ing entries of a purchaser will apply in a limited company where 
part only of the assets are acquired, but all the assets and liabilities 
— including those not taken over — ^remain in the books. A Vendor 
Account will be opened and debited with the purchase price payable 
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to the vendor, and except for the fact that the capital introduced 
into the purchasing company's business will appear in the form of 
share capital will be deit with as illustrated in connection with 
Partnership Accounts — see page 645. 


Illustration. The Balance Sheet of B was — 


Capital . . . . 

Bank Overdraft 

Creditors . . . . 

£ 

1,000 Sundry Assets . 

200 Stock . . . . 

250 Debtors . . . . 

£ 

1.050 

IDO 

300 


£^ 

[-450 

^1.450 


1 II 


B, Ltd., a new company, agrees to acquire the above business, 
taking over assets, except debtors, and liabilities except bank over- 
draft, the purchase consideration being £1,230. Show the opening 
entries in Ledger form, assuming that the same books are continued. 
B subscribes £1,500 to the new company, and is allotted 1,500 shares 
of £i each fully paid. 

[The items in italics are the ''eliminating” accounts.] 

Dr. 


Cash 

Cr. 

To Share Capital 


1 

1,500 By VendDf 

,, Balance 

f. 

1,230 

c/d 270 



£1,500 

£1,5 DO 

To Balance 

b/d 

270 


Dr. 


Vendor 

Cr. 

To Caih .... 
„ Debtors 


1,280 By B Capital 

500 „ Bank .... 

GDodwUl 

£ 

1,000 

200 

830 



£1,530 

£i,53d 

Dr. 

Share Capital 

Cr. 



By Cash .... 

£ 

1.500 

Dr. 


B. Capital 

Cr. 

Td Vendor 


£ 

i,Doo By Balance 

1 b/d 1,000 

Dr. 


Bank 

Cr. 

To Vendor 


£ 

200 By Balance 

b/d zSo 
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Dr, Creditors Cr. 






By Balances 

b/d 

£ 

350 


Dr Debtors Cr 



T9 Balances 

b/d 

£ 

300 


By Vendor 


£ 

300 

Dr. 

Sundry Assets 

Cr 


To Balance! 

b/d 

£ 

1,050 





Dr. 


Stock 


Cr. 


To Balance 

b/d 

£ 

100 





Dr. 


Goodwill 


Cr. 


To Vendor 


£ 

B30 






As a result of the above entries, the immediate position is as 


follows — 

Cash 

Share Capital . 

. 



Dr. 

£ 

270 

Cr. 

£ 

1,500 

Creditors 





250 

Sundry Assets 
Stock 

Goodwill ^ 




■ 1.050 

loo 

330 

£1.750 

£1.750 


Where the new company is not to take over debtors — as in the 
preceding illustration — but nevertheless is to collect them as agent 
for the vendor, it is clear that the asset cannot be struck out 
by an eliminating entry in the ordinary way, because the Debtors' 
Accounts must be continued as usual; yet Vendor must be debited, 
as the debts are not acquired by the purchasing company. This 
situation is met by the following entry — 

Debit Vendor [as before]. 

Credit Debtors' Suspense [instead of debtors]. 

The effect of this is that the Vendor Account is properly adjusted, 
and although the debtors' balances formally remain in the books, 
they are offset by the Debtors' Suspense Account. The foregoing 
Trial Balance would be exactly as shown, with the addition of a 
debit for debtors of £300 and a credit for Debtors' Suspense Account 
of £300. 


See footnote on page 913. 
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When the £300 is collected, cash will be debited and debtors 
credited ; Debtors' Suspense Account debited and vendor credited. 
The result will be to clear the original Debtors' Accounts and the 
Debtors' Suspense Account, leaving £300 due to vendor. 

These principles may have to be applied to questions which 
embody other distinct principles, e.g. where the assets taken over 
are to be revalued or where complicated capital adjustments 
between the vendor partners arise. The following example is illus- 
trative of this type of problem. 

Illustration. The Balance Sheet of A and B, who share profits 
3 : 2 and are entitled to interest on capital at 5 per cent per annum, is 
as follows — 


Balance Sheet 


Creditors . 
Capitals — 

A 

B . 

■ ;i3.200 

2, ODD 

£ 

800 

5,200 

Sundry Assets . 

Debtors .... 
Investments 

£ 

4,100 

1,200 

700 







£6,000 


£6,000 







They decide to convert their business to a limited company, the 
sole shareholders to be A and B. The purchase agreement provides — 

(1) That the debtors, investments, and creditors are not to be 
"taken over, but the debtors collected and the creditors paid out of 
such proceeds by the company as agents for the firm. 

(2) That the purchase consideration is £5,000, to be settled in 
4,000 5 per cent preference shares of £1 each fully paid and the 
balance in ordinary shares of los. each fully paid in the new company. 

In addition to the above, A and B subscribe equally for 500 
preference shares and 1,000 ordinary shares. 

The same books are employed by the new company, the latter 
revaluing the assets taken over at £4,300. 

Show Ledger entries relative to the above in the books of the 
limited company, ignoring preliminary expenses. 


Dr. Creditors Cr. 








£ 





By Balances 

b/d 

Ado 


Goodwill is arrived at as follows — 


Purchase Consideration 


1.230 

Less Net Assets, i.e. — 


Sundry Assets 

. 1,150 


Less Creditors 

. 250 



— 

900 

Goodwill . 


Ziio 
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Dr. Sundry Assets Cr. 



To Balances 

,, Vendors — ^Appreciation of 
Assets 

b/d 

i 





Dr. 

Investments 

Cr. 




£ 




I' 


To Balance 

b/d 

700 


By Vendors 


700 










Dr. Capitals^ Cr. 





A 

B 1 




A 

D 


To Vendors 


£ 

3,200 

£ 1 
2,000 


By Balances . 

b/d 

£ 

3,200 

£ 

2,D0D 






Dr. 


Vendors^ 


Cr 


To Debtors' Suspense Ac- 


£ 

count 


1,200 

,, Investments 
,, Preference Share Capital 


700 

Account 

,, Ordinary Share Capital 


4,000 

Account 


1,000 

£6,000 


By Creditors’ Suspense Ac- 


£ 

count 

,, Capital Accounts — 


Bdd 

A . . . 


3,2DD 

B . . . 


2,000 

,, Appreciation of Assets . 


200 

,, Go^wiU Account . 


700 

£6,9iiL 


Dr. Debtors Cr. 




£ 




To Balances 

b/d 

1,200 





Dr. Goodwill Cr. 





£ 






To Vendors 


700 






Dr. 


Cash 


Cr 


Ta PrefercDce Share Capital 
AccDunt 

,, Ordinary Share Capital 
Account 


£ 

500 

500 


Dr. Debtors' Suspense Cr 








£ 





By Vendors 


I,2D0 


^ The Capital Accounts and the contents of the Vendors’ Account may he 
merged in one account, the transfers of ;^3,20 d and ;£2 ,doo then being uii-^ 
necessary. 
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Cr. 




£ 


Td Vendors 


Boo 



Dr. Share Capitals Cr. 





1 





Pre- 

lerence 

Onll- 

n «7 







By Vendors . 

„ Cash 


£ 

4,000 

500 

1 £ 
1,dOO 
500 


The amount of goodwill is the excess of the purchase considera- 
tion £5,000 over the value of the assets as revalued at £4,300. 

The Trial Balance will now be — 


Trial Balance Dr. Cr. 





£ 

i 


Creditors ...... 



800 ( 1 ) 

(5) 

Goodwill ...... 


7OD 


( 6 ) 

Sundry Assets ..... 


4.3DD 


(7) 

Debtors ...... 


Z,200 



Preference Share Capital 



4.500 (») 


Ordinary Share Capital 



1,500 ( 3 ) 

( 8 ) 

Creditors' Suspense .... 


800 


(9) 

Cash ...... 


1,000 



Debtors’ Suspense .... 



I, 30 D U) 




/B,ooo 

^B.doo 


The opening Journal entries if new books had been opened in 
the ordinary way would, ignoring narratives, be as follows — 


J DURNAL 






£ 

£ 

(5) 

Goodwill ..... 

Dr. 


700 


(6) 

Sundry Assets .... 

Dr. 


4.3DO 


(7) 

Debtors ..... 

Dr. 


1 ,ZD 0 


(8) 

Creditors' Suspense 

Dr. 


Boo 



To Debtors' Suspense . 




I,2DD (4) 


,, Creditors 




Boo (l) 


,, Vendors 




5,000 


Vendors ..... 

Dr. 


5, ODD 



To Preference Share Capital . 




4,000 (z) 


,, Ordinary Share Capital 




1,000 (3) 

(9) 

Cash ..... 

Dr. 


1,000 



To Preference Share Capital. 




500 (2) 



,, Ordinary Share Capital . 




5 °“ (3) 


^ The numbers in parenthesis refer to the appropriate items in 
each set of figures. 
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The results arising from the foregoing Journal entries are precisely 
the same as those disclosed in the Trial Balance on page 915. 

Illustration. The Trial Balance of P, Ltd., on 31st December, 
I953i is as follows — 

Trial Balance, 31ST December, 1953 Dr, Cr. 


V. Capital ...... 

Sundry Assets .....* 

Sundry Liabilities . . . . • 

Profit and Loss Account .... 


£ 

10,300 

£ 

8,250 

i, 40 d 

650 



^£10,300 

£10,300 


The purchase consideration was £13,500, payable in 12,500 shares 
of £1 each, fully paid, and £1,000 in cash. The date from which 
the new company was to take over was ist January, 1953. The 
debtors and creditors at that date were £3,000 and £1,200, which 
were not taken over but collected, and out of the proceeds the 
liabilities paid by the new company, the balance being paid to the 
vendor. No entries had been made in respect of the above trans- 
actions, except that the vendor had been debited with £1,000 paid 
to him in part discharge of the purchase consideration, and £1,750 
out of the £1,800 due on debt collection after payment of creditors.^ 

As on 1st January, 1953, the assets taken over were reduced in 
value by £700. 

Show adjusting entries in Journal form, ignoring narratives and 
interest, and assuming that all the debts and liabihties of the ven- 
dor have been paid; and prepare new Trial Balance. 

The Capital Account of the vendor before the payments of £1,000 
and £1,750 was £11,000, so that the net assets acquired were £9,200, 
as follows — I 

Capital ...... 

Less Debtors .... 3 ,ddo 
Less Creditors . . i, 2 dd 

Net Assets ...... 

The purchase price being £13,500, Goodwill would, but for the 
adjustment of £700 in respect of sundry assets, be £4,300, but the 
latter sum must be increased to £5,000, and the sundry assets reduced 
by £700. 

The adjusting entries, ignoring narratives, are — 

Goodwill ..... Dr, 

To Sundry A.ssets 
„ Vendor ..... 

Vendor ..... Dr. 

To Share Capital .... 


£ £ 
5,000 

700 

4,300 

12,500 


L 

11,000 

1,800 

;^9,zoo 


12,500 
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The Vendor's Account is — 

Df. Vendor Cr. 


Td Cash 

„ Balance (per question] 

c/d 

£ 

1,000 

1.750 

H,z 5 o 


By Balance 

b/d 

£ 

11,000 



£ii,ooo 




£11,000 

To Share Capital Account 
„ Balance 

c/d 

12,500 

50 


By Balance . 

„ Goodwill . 

b/d 

8,250 

4,300 



£12.550 




£12, 55a 





By Balance 

b/d 

50 


The balance still remaining in favour of the vendor represents 
the excess of collections (^^3,000) over payments to creditors (£1,200), 
and to vendor (£1,750). 

The Trial Balance will now be — 


Trial Balance, 31ST December, 1953 




£ 

£ 

Vendor ....... 



5 ° 

Sundry Assets [;^i 0,300-^^700] 


9 ,6 dd 


Sundry Liabilities ..... 



1,400 

Profit and Loss Account .... 



650 

Goodwill ...... 


5,000 


Share Capital ...... 



12,500 



£1^,600 

^14,600 


If the Debtors’ and Creditors’ Suspense Accounts had been opened, they 
would have appeared as follows — 


Dr. Debtors’ Suspense Cr. 



To Vendor (Collection) 


£ 


By Vendor 


£ 

3,BUO 


Account 


3,000 






Df. Creditors' Suspense Ct. 



To Vendor 


£ 

1,200 


By Vendor (Collection) 
Account 


£ 

1,200 











The Vendor’s Accounts would appear thus — 


Dr. Vendor (Purchase of Business) Cr. 


To Debtors’ Suspensr Ac- 
count 
,, Cosh 

,, Share Capital Account 


£ 

3,000 

1,000 

12,300 


By Balance 

,, Creditors' Suspense 
Account 
,, Goodwill . 

b/d 

£ 

11,000 

1,200 

4,3«»o 



£16,500 




£16,300 
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Dr. Vendor (Collection) Cr. 


To Creditor!' Suspense 
Account (cash paid) 
„ Cash 
,, Balance 

c/d 

£ 

l,ZDO 

1,750 

50 


By Debtors' Suspense Ac- 
count (cash col- 
lected) . 


£ 

3,000 



^3.000 




£ 3.000 





By Balance 

b/d 

50 


[The cash received from debtors and paid to creditors will be entered in 
the Cash Book and posted to the personal accounts in the ordinary way.] 

Construction of Acquisition Entries. Examination papers fre- 
quently include complicated questions on the entries relative to 
acquisition of assets by a company; and no length of textua) 
explanation can be an effective substitute for the practical exposi- 
tion of the procedure required. In order to assist the student 
three typical problems are set out and worked through. 

Illustration. Coome & Co. sold their business on 15th January, 
I953i to Martin, Ltd., the latter being incorporated on that date. 
The purchaser is to take over as and from 1st January, 1953, at 
which date the assets comprised the following — 

£ 


Buildings . 



■ 3.000 

Fixtures . 



670 

Debtors 



. 4,200 

Stock 



I, Boo 

Bank 



700 

Creditors . 



. 1,300 

Rates prepaid 



3D 


The purchase agreement contained the following material 
clauses — 

(1) The creditors are to be paid by the vendors. 

(2) The trade debtors and bank balance are to be retained by the 
vendors, but the purchasers are to collect the debtors for a com- 
mission of 5 per cent on cash collected. 

(3) The purchase consideration is to be £7,000, to be discharged 
by (a) a cash payment of £1,000; (6) an allotment of 3,000 prefer- 
ence shares of £i each fully paid; and (c) an allotment of 4,000 
ordinary shares of £i each 15s. paid; the amounts collected (less^ 
commission) to be applied at the end of December, 1953, in making 
the ordinary shares fully paid, the balance over (if any) to be paid 
to the vendors on the same date. 

The company issued 5,000 8 per cent £l preference shares at a 
premium of 2s., and, in addition, by the end of December the 
shares were called to the extent of 15s. One preference shareholder 
holding 400 had paid all his calls in advance, whilst a shareholder 
with 600 was in arrear for the previous call of 2s. 

The general expenses included £200 for underwriting commis- ^ 
sion, which was discharged by the issue of 200 ordinary shares or 
£i each fully paid at par, with an option to purchase a further 
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250 ordinary shares of £i each at 25s. within the next three years,^ 
The cash collected by the company on behalf of the vendors 
was £2,^00 ; discounts allowed, £100. 

The following balances, apart from those from the foregoing matters, 
were shown in the books of Martin, Ltd., on 31st December, 1953. 


I’lirchasea ...... 

Sales ....... 

Purchases Returns ..... 

Discounts (on all Debbors) 

Preliminary Expenses .... 

General Expenses ..... 

Rates (ou account of tne year to 31st Maicli, 1^54 
of £i‘20 — same as the previous year) 

Debtors (New and OU) .... 

Creditors ...... 

Cash ....... Dr. 


£ 

20,430 

24,090 

320 

400 

100 

1,410 

lOD 

2,lSo 

3.355 


^59p6B5 

Prepare Trial Balance at 31st December, 1953. 

Solution. Several involved entries are necessary before any 
attempt can be made at constructing the Trial Balance ; but the 
student must be particularly careful to avoid altering the cash 
balance, as this is the true balance. In otlier words, the entries in 
respect of cash have already been recorded. 

Ascertainment ol Goodwill — 



Dr. 

Or. 


i 

1 

(a) Goodwill (balancing figure) . 

1,500 


(b) Buildings .... 

3 ,DOD 


(c) Fixtures .... 

670 


Debtors .... 

4,200 


[d) Stock .... 

1,800 


(e) Rates Prepaid 

Debtors' Suspense . 

3° 

4,200 

Vendors 


7,000 


^11,200 

;^II, 20 D 


1 Items marked (a), (&), (c), [d), and [e) will appear as above in 
the Trial Balance. 

The item of debtors will be superseded by the closing debtors 
as shown in the list of balances. 

As previously explained, the vendor will finally be credited with 
cash rollected, and the debtors reduced by the cash and discount 
(the balances remaining being included in the end balances of 
'U'btors already shown in tlic list of balances). 

Accordingly, the figure of Debtors' Suspense (£4,200) will be 
reduced by £2,400 (i.e. cash collected £2,300, plus discounts allowed 
ifioo), leaving £1,800 for the Trial Balance. Consequently the 
^ This Dption must be noted on the Balance Sheet (see pages 790-1). 

30— (B.2DB3) 
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vendors become creditors for £2,300, the difference of £100 being 
accounted for by the debit to the vendors for discounts allowed, but 
of this credit, £2,300, the sum of £115 is the commission to the' 
purchaser for the collection, leaving £2,185 finally due to the 
vendors and £115 to be credited to Commission Account. As the 
question indicates, the balance at the end of the year due to the 
vendors is to be applied (i) to make the ordinary shares allotted 
fully paid (upon which 15s. per share has been credited as per the 
vending agreement) ; and (2) final balance to be paid in cash to 
the vendors. 

The sum of £2,185 will be disposed of as follows — 

(1) 4,ooo at 53. (to bring the Ordinary 

Shares of 15s. called and paid to 

fully paid) ..... =» ;fi,ooo [to be shown in Trial 

Balance] Ordinary Share 
Capital. 

(2) Balance to Vendors .... » ;£i,i 95 which already having 

been paid, will not be 
shown in the Trial Bal- 
ance as its effect is to 
reduce the cash balance, 
and the actual cash 
balance at 31st Dec., 
1953, is shown in the list 
of balances. 

As a result, therefore, of these adjustments, the following W’U 
appear in the Trial Balance — 

£ 

(/) Debtors' Suspense . Cr. i,Bdd 

(^) Commission .... Cr. 113 

(see below) (A) Ordinary Share Capital . . Cr. i,doo 

It will be noticed that of the original credit item of £4,200 appear- 
ing in Debtors* Suspense Account, the combined sum of £2,915 
(f-g-k.) has been accounted for, the difference of £1,285 being made 
up of (t) cash paid as above, £1,185, ( 2 ) Discounts Account 

credited, £ioo (not being the purchasing company's loss). 

The amount of £7,000 has been discharged in cash, £3,000 in 
preference shares and £3,000 in ordinary shares (i.e. 4,000 ordinary 
shares of £i each, 155. paid). 

Share Capital and Premiums. 5,000 preference shares at a 
premium of zs. are called up to the extent of 15s., so that the 
preference share capital will appear — 

£ £ 


(*) 

5,000 Preference Shares at 15s. 

3.750 



(»■) 

Vendors' Shares (as above), 3,000 at £1 

3,000 





— 

Cr. 

6.75° 

if) 

Premium on Shares, 5,000 at zs. 


Cr. 

500 

(A) 

4,000 Ordinary Shares at 155. . 

3,000 




Plus Amounts collected, applied as above 

i.ooo 





— 

Ct. 

4,000 


In addition, a shareholder with 400 Preference Shares has paid 
all his calls in advance, all of which will have been duly absorbed 
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save the last call of 5s., so that he is a creditor for 400 at 5s. ^ £100. 
Further, there are calls in arrear of 600 at 2s. = {jbo. 

Hence, the Trial Balance must include the above, viz, — 

I £ 

(^) Calls in advance . . Cr. 100 

(m) Calls in arrear .... Dr. 6 d 

There has been incurred an expense of £200 (included in the 
balances presented) discharged by an allotment of ordinary shares 
□f £1 each fully paid, the latter only requiring insertion into the 
Trial Balance, thus — 

£ 

(n) Ordinary Share Capital . . Cr. 200 

[The amount of £200 included in general expenses must be 
separated and shown in Balance Sheet till written off.] 

Lastly, as the discount includes the sum of £100, which properly 
is chargeable to the vendors, there must be a credit inserted there- 
from, and entered in the Trial Balance. 

£ 

(0) Discounts Account . . . Cr. loo 

The figures in the list may now be totalled, to which will be added 
the accounts lettered [a- 6 ) in the preceding paragraphs. 


Trial Balance, 315T December, 1953 





Total 

Debits 

Credits 



£ 

£ 

£ 

£ 

Total per List ...... 



59.6B5 



Lcm Credits — 






Sales . . . . . . 


24.000 




Purchases Returns . . . . 


320 




Creditors . . . 


2,IBD 

26,590 

33,095 

26,590 



Debits 

Credits 



Plus (a) Goodwill . . . . 


Ij5oo 




(b) Buildings . . . . 


3,dOO 




(c) Fixtures . . . . . 


670 




\d) Stock . . . . . 


I, Boo 




(£) Kates . . . . . 


30 




(/| Debtors’ Suspense 



1,800 



(j?) Commission . . . . 



115 



(k) Preference Share Coital . 



3 i 75 d 



(*■) Preference Share Capital (Ven- 






dors) ..... 



3,000 



(j) Premium on Preference Shares . 



500 



(ft) Ordinary Share Capital (Vendors) 



4,000 



(f) CalLs in Advance 



100 



(m) Calls in Arrear 


60 




(m) Ordinary Share Capital (Under- 






writers) . . . - 



200 



(0) Discounts .... 



IDO 





£7,d6o 

£13.563 

7, 060 

13,563 





£40,155 

£40,135 


The process of preparing final accounts calls for no comment, 
save that there will be required an adjustment for profit prior to 
tJicorporation, and the underwriting commission must be shown 
separately in the Balance Sheet. 
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The following illustration is somewhat involved, and requires a 
thorough knowledge of the principles outlined and a capacity to 
adapt them to the particular circumstances. 


Examination Problem 

A and B were partners sharing profits and losses in the ratio of 
20 : 17, and closed their books yearly at 31st December. 

On 1st May, 1953, A & B, Ltd. was incorporated to acquire the 
above business as and from 1st January, 1953. 

The purchase agreement provides — 

(l) Purchase consideration: 6,000 preference shares, £1 each 
fully paid; 2,400 ordinary shares, 5s. each fully paid. 

(z) Vendors to retain cash, and to entrust the company with the 
collection of debtors and the discharge of creditors, any balance 
till final clearance to be retained in a separate account. 

(3) Each of the vendors to subscribe in cash for one-half of the 
balance of the authorized capital, 850 preference shares and 200 
ordinary shares. 

The Articles of Association appoint A and B sole directors, with 
fees of £100 per month each. 

The accounts have been continued in the books without a break 
since ist January, 1953, and no entries arising from the formation 
of the company or its acquisition of the business have been made 

Ignoring tax, prepare final accounts to the 30th September, 1953, 
from the following Trial Balance and information — 


Trial Balance Dr. Cr. 




£ 

i 

A; Capital on ist January, 1953 



3,000 

B: Capital on ist January, 1953 



2.860 

A: Drawings during Year 


250 


B ; Drawings during Year 


300 


A and B re Shares ..... 



900 

Buildings ...... 


3,800 


Creditors (/1.5D0 owing at ist January, 1953, 




ALL paid) ...... 



700 

Debtors (/i.ooo due at ist January, 1953, 




^loo still outstanding) .... 


1,050 


Preliminarv Expense.? .... 


150 


Plant and Machinery (Balance at ist Janu- 




ary. 1953. ii»20o) 


1,500 


Furniture and Fittings (Balance at 1st Janu- 




ary, 1953. £360) 


460 


Purchases and Sales ..... 


2,000 

8,200 

Wages [charge to Trading Account] 


Sod 


Stock ....... 


500 


Bank (Balance at ist January, 1953, ;^5 do) . 


3,500 


Sundry Expenses ..... 


1.350 




£15,660 

£15,660 
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A and B agree to take the preference shares for their capitals at 
ist January, 1953. 

The average of the monthly sales (the company sells a com- 
modity at a fixed price) for the first four months of 1953 was one- 
half that of the remainder of the period, and the expenditure each 
month on items in the Profit and Loss Account was constant. 

Write off £72 depreciation from plant and machinery, and all the 
preliminary expenses. Stock at 30th September, 1953, is vaJued at 
I700. 

In addition to preparing final accounts, show (i) the Journal 
entries necessary to put the books in order ; and (2) the respective 
shareholdings of the vendor partners. 

[Adapted from Institute of Chartered Accountants’ Final.) 


] DURNAL 


1953 

May 


1 Capital — A ..... Dr. 

13 Dr. 

To Purchase of Business Account 
Being tiansfer of capitals at 1st January, 
1953 - 


Goodwill . . . . Dt. 

To Purchase of Business Account .1 
Being cost of goodMMll of businc.ss acquired. 


£ 

3,DDU 

2,B6o 


740 


£ 


5,B6o 


740 


Purchase of Business Account . . Dr. 

To Preference Share Capital 
,, Ordinary Share Capital 
Being issue of shares [detailed] in satisfac- 
tion of purchase price as per agreement. 


6,6do 


6,000 

6od 


A and B ..... Dr. 
To Preference Share Capital 
,, Ordinary Share Capital 
Being issue of shares [detailed] per cash 
rrxPiVL'd and allotments made. 


9oo 


850 

50 


Sept. 


3 D 


Vendors^ ..... Dr. i 

To Debtors' Suspense 

Being adjustment for firm debtors not taken 
over still remaining in books. 


DO 


IDO 


[The following redrafted Trial Balance — arising from the Journal 
entries and postings — would in examination work be superimposed 
hpon the examination paper Trial Balance, as time would not 
permit of the slightest unnecessary writing.] 


See Note 2, page 926. 
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Redrafted Trial Balance, 30TH September, 1953 




Dr. 

Cr. 



£ 

£ 

A: Capital ..... 



*** 

B : Capital 



**• 

A: Drawings ..... 


250 


B: Drawings ..... 


300 


A and B rs Shares .... 



**• 

Buildings ...... 


3,800 


Creditors ...... 



700 

Debtors ...... 


1,050 


Preliminary Expenses 


150 


Plant and Machinery .... 


1,500 


Furniture and Fittings 


460 


Purchases and Sales .... 


2,000 

8,200 

Wages ...... 


Boo 


Stock ...... 


500 


Bank ...... 


3 . 5 DO 


Sundry Expenses .... 


1,350 


Goodwill ...... 


740 


Preference Share Capital 



OMO 

Ordinary Share Capital 



650 

Vendors ...... 


100 


Debtors* Suspense .... 



100 



/i 6 , 5 dd 

£16.500 


Note. The asterisks ••• represent original accounts that have now dis- 
appeared, the new items being in italics. 


The next step is to proceed to the final accounts, dealing care- 
fully with directors' fees (against which the withdrawals of A and 
B will be debited) and the question of profit prior to incorpora- 
tion, leaving the apportionment of shareholding of preference shares 
(£6,850) and ordinary shares, £650 (2,600 of 5s. each), till the last. 


Note. The profit is apportioned on a '‘turnover*’ basis, as clearly indicatefl 
in the question. The question in effect states that the turnover in each of the 
first four months is half that in the following five months, so that the respective 
ratios of total turnover may be very simply computed by assuming sales for 
Bach month in the pre-incorporation peric^ to be one unit, in which case the 
sales for each month in the post-incorporation period will be two units. Hence 
the total turnover in the two periods is — 



Months 

Units 

Fractions 

Pre-incorporation period 

• 4 X 

I = 4 


Post-incorporation period 

■ 5 X 

2=10 

14 

4 
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Trading and Profit and Loss Account for the Nine Months 
Dr. Ended 30TH Septeiiber, 1953 Cr. 


To Stock 
,, PimhaBei 
„ Wbj?bb 

Grou Profit 

! c/d 

£ 

£ 

500 

2,000 

Bcni 

5,600 

By Sales 
,, Stock 


£ 

B,200 

700 




£8,900 




£8.900 

To Expenies 
,, Depreciation 

£i, 35 o 

73 

Pre- 
Incor^ 
Dorati on 
Umas.j 

Post- 
Incor- 
poration 
ts moa.] 

By Gross Profit 

. b/d 

Pre- 
Incor- 
poration 
U moB.] 

ft) 1.600 

Post- 
Incor- 
poration 
[3 moB.] 
f?) 4 ,ooa 


£1.433 

63a 

790 





Dlrecton’ Fees 
,, Preliminary 
Expenses* 

,, Capital Reserve 
Net Profit 


gSfl 

1. Doo 

130 

2 , d6o 







£i,6oa 

£4,000 



£1,600 

£4,000 


Balance Sheet as at jdth September, 1953 



£ 

£ 


£ 

£ 

Capital aim Surplus: 



Fixed A ssets at cost : 



Share Capital, Authorized and 



Buddings . . . . 


3,800 

Issued: 



Plant and Machinery 

1,200 


6,830 Preference Shares of £i 



Add Purchases 

300 


each, fully paid 

6,850 





2,600 Ordinary Shares of 3s. 




1,500 


each, fully paid 

650 


Less Depreciation 

72 




7,500 



1,428 

Capital Reserve 


96B 

Furniture and Fittings 


460 

Profit and Loss Account . 


2,o6d 

Goodwill . . . . 


740 






6.428 



10,528 

Current Assets: 



Current Liabilities: 



Stock . . . . . 

700 


Trade Creditors 

700 


Sundry Debtors £1,05° 



Directors’ Fees (see note i) 

450 


Less Debtors’ Suspense 





1,150 

Accoimt . . 100 







950 





Vendor (see note 2, page 926] . 

IDO 





Cash at Bank. 

3.500 







5,250 



£11,678 



£11,678 








Notes, (i) This is arrived at by the ;£i,odd (debited to Profit and Loss 
t\i:count) less the debit of drawings of £5^0 (in Trial Balance), the respective 
accounts being — 



A 

B 

Total 


i 

£ 

£ 

Directors' Fees for five mos. (g do per mo. 

500 

5OD 

I, ODD 

Less Drawings ..... 

250 

300 

550 

Cr. Balances 

^250 

1^00 

A50 


’ More accurately to the Appropriation Account. 
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(z) The Suspense Accounts would be opened at the date of taking over 
but as the amount due to the Vendors (Bank £500 and Debtors ;^i,ooo) and 
due from Vendors (Creditors ^1.500) are equal and have been deaied up save 
for the balance of Debtors ;^ido, an entry is made for the latter item only. 


The allocation of share capital will be thus — 



A 

B 

Total 


L 

i 

i 

Capital ..... 

3,000 

2,860 

5,860 

Profit on Sale [divided zo : 17] 

^DO 

340 

740 

Cash Subscribed 

450 

45° 

900 

Total to be allotted 


/3.f'5o 

3^7.500 






Prefehi'Nce Shares 



A 

B 

Total 


i 

i 

i 

Capital ...... 

3,000 

2 , 86 d 

5 , 86 d 

Cash Application ..... 

4^5 

4^5 

850 

Balance in Profit and Loss ratio [20: 17] 
to make up total Preference Share 
Capital [to nearf^st whole number] 

76 

64 

140 

Total ..... 

£3.501 

^ 3.349 

£6,850 


Ordinary Shares 



A 

B 




Total 




No 

1 

r 

d 

No 

1 

5 

d 

No. 


£ 

I. 

d 

Cash Application 

Balance in Profit and Loss ratio 


25 

0 

D 



□ 

□ 

200 


50 

□ 

□ 

to make up total Ordinary 
Share Capital [to nearest whole 














number] 

1.297 

324 

5 

0 

1 . 103 

275 

15 

0 

2,400 


6do 

0 

D 

Total .... 

1.397 

£349 

5 

n 

1,203 

£500 

15 

D 

2,600 

^650 

0 
















Summary 




COMPANY ACCOUNTS — ACQUISITION 


927 


With regard to the allotment of ordinary shares, the obviously 
practical method would be to allot (apart from the cash subscrip- 
tions) — 

A: 1,300 shares of 5s. = ^325 instead of 1,297 shares of 5s. each 
= £324 5 s- 

B: I, IDO shares of 5s. = ^275 instead of 1,103 shares of 5s. each 
= 1^15 15s. 

This would entail a further payment by A to B for three 
“extra” shares of 5s. = 15s., leaving a final adjustment of in 
cash. 

In the latter event, in order to preserve round numbers of shares, 
A would be allotted 3,500 instead of 3,501 preference shares, and 
B 3,350 instead of 3,349 preference shares, the division of shares 
being thus — 



1 A 1 

1 ® 

Preference Shares 

Ordinary Shares 

Total . 

No. 

1.400 

£ 

3.50D 

350 

No. 

3 . 35 ^^ 

I, 20 D 

£ 

3.350 

3 DD 


/3.350 


/ 3 . 65 “ 




The above allocation will avoid any cash payment between A 
*vand B, as the former will receive one preference less than the alloca- 
tion shown on page 926 instead of paying B £1. 

Illustration. On 1st January, 1953, A sells his business to Jones, 
Ltd., the latter taking over all assets and liabilities, the purchase 
consideration being £3,000 payable equally in cash and shares of 
£1 each fully paid. A sum of £500 on account has been paid to A 
during the year ended 31st December, 1953. but no other entries 
have been made. 

A's Balance Sheet, at the time of the sale, was as follows — 


Balance Sukef as at ist January, 1953 


Creditors .... 

£ 

900 

Sundry Fixed As^^ets . 

£ 

1.500 

Capital . . . . 

2 , 2 UO 

Debtors .... 

1,400 


Stock .... 

200 

/3.100 


Sundry Fixed Assets are to be revalued at £1,270. 

In addition to the matters arising out of the above, there are the 
ffollowing balances in the books of Jones, Ltd., at 31st December, 

1953— 
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Balances £ 


Share Capital . 


. 

. 5,000 

A (Vendor) 



1,700 

Debtors . 



■ 1.250 

Sundry Fixed Assets 



- 1.500 

Stock 



200 

Purchases 



4,800 

Sales 



■ 5.300 

Creditors 



430 

Cash in Bank . 



. 4,680 


Prepare Trial Balance at 31st December, 1953. 


Trial Balance Dr. Cr. 




£ 

£ 

Goodwill ...... 


1.030 


Share Capital ...... 



6,500 

A (Vendor) ..... 

1 


1,000 

Debtors ....... 


1,250 


Sundry Fixed Assets .... 


1,270 


Stock ....... 


200 


Purchases ...... 


4, Boo 


Sales ....... 



5.300 

Creditors ...... 



430 

Bank ....... 


4,6Bd 




£>3.230 

£13.230 


The necessary adjusting entries would be — 


J OURN AL 


1953 

Jan. 1 

Goodwill ..... Dr. 
To Sundry Fixed Assets . 

,, Vendor . . . . . 

Being adjustment of accounts in accord- 
ance with purchase agreement dated 
and revaluation of fixed assets. 


£ 

1,030 

£ 

230 

8od 


Vendor ..... Dr. 

To Share Capital .... 

Being allotment of 1,500 shares of £1 each 
fully paid to vendor, in part discharge 
of liability to him as per directors' 
resolution dated .... vide Minute 
Book, p. . . . 


1,500 

1,500 


General Illustration. On ist January. 1953, Denison Trackless 
Tramways, Ltd., purchased 20,000 shares of Anson Electric Tram- 
ways, Ltd., at 1 8s. a share. 

The Balance Sheet of the latter company at 31st December, 1952, 
was as follows — 


A is still a creditor for £i,odd to be paid in cash. 
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Balanck Shbkt as at 3 1ST December. 1952 


Share Capital {£1) 

Profit and Loss Account 

Debentures 

Creditors . 


£ 


25,000 

Sundry Assets . 

1,000 

Other Assets 

10,000 


3,000 


£39,000 



£ 

32,000 

7,000 


£39.000 


On 1st February, 1953. the chief assets of Anson Electric Tram- 
ways, Ltd. (described in the Balance Sheet as "Sundry Assets"), 
were purchased by Denison Trackless Tramways, Ltd., for 3^26,000, 
'to be discharged on 1st March, 1953, as follows: £16,000 in cash 
and the taking over of the liability to the Debenture holders £10,000, 
subject to the power of purchasing any of the Debentures in the 
open market not later than 30th April. 1953. £3,000 and £2,000 of 
Debentures were purchased on the 1st April, 1953, and the 3Dth 
April, I 953 i respectively for cancellation. The respective prices per 
£100 were £101 and £g8. The Debenture holders had the option of 
receiving in exchange either Shares or Debentures of Denison Track- 
less Tramways, Ltd. By the 15th May, 1953, holder, of £2,500 
Debentures of Anson Electric Tramways, Ltd., decided to accept 
Shares, and the remainder decided to accept Debentures, all at par. 

On 1st May, 1953, Anson Electric Tramways, Ltd., went into 
liquidation, the liquidator realizing the remaining assets (described 
,in the Balance Sheet as "Other Assets") for £5,000. The expenses 
of liquidation were £500. 

The property acquired was converted into a trackless system at a 
cost of £7,000 before crediting £3,000 for sale of old materials. The 
former was complete on 31st May, 1953. the sale of old materials 
taking place on 15th February, 1953. 

Ignoring income tax, stamp duties, and interest, write up the 
Ledger accounts of the aforesaid companies in respect of the above 
transactions. 

The dates in the books of Anson Electric Tramways, Ltd., are to be 
ignored and the whole of the realization items shown in one account. 

Books of Anson Electric Tramways, Ltd. 


i 


Dr. Realization Account Cr. 




£ 




£ 

To Sundry Assets . 


32,000 


By Debentures taken over 


ID.OOO 

,, Other Assets 


7,000 


,, Denison Trackless 



,, RciiLzatiDn Expenses . 


500 


Tramways, Ltd. : 
Purchase ^nsidera- 
tion 

1 

16,000 






„ Cash : Sale of other 






Assets . 


5.000 





„ Lou on Realization . 


8,500 


£ 

39.500 



£ 

39,500 









‘ Alternatively, (i) Debit Denison Trackless Tramways, Ltd., £z6,dqo. 

Credit Realization Account, £z6,ooo. 

(ii) Debit Debentures, £io,odo 

Credit Denison Trackless Tramways, Ltd., £io,oao. 



930 

Dr. 
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Denison Trackless Tramways, Ltd. Ct. 


To Realization Account : 
Purchase Considera- 
tion 


£ 

z6,doo 


By Cash 









Dr, Cash Cr. 


To Denison Trackless 
Tramways, Ltd. 

,, Realization Account: 
Sale of other Assets 


£ 

i6,ood 

S.DDO 


By Realization Expenses 
,, Creditors . 

,, Sundry Members * 


£ 

300 

3,000 

17,500 


£ 

21,000 



£ 

21,000 


Dr. Sundry Mhmbers Cr. 


To Realization Account: 

Loss on Realization 
,, Cash 


£ 

8,300 

17,500 


By Share Capital Account 
,, Profit and Loss Ac- 
count 


£ 

23,000 

1,000 


£ 

z6,ooo 



£ 

26,000 









Books of Denison Trackless Tramways, Ltd. 


Dr. Anson Electric Tramways, Ltd., Shares Cr. 


1953 
Jan. I 

To Cash : lo.ooo Shares 
at IBs. . 

£ 

£ 

xB,doo 

1953 

May 31 

By Cash : First and Final 
Return from Liquid- 
ator 

,, Property Account 

£ 

£ 

14,000 

4,000 

iB,ooo 

18,000 



Dr. 

Anson Electric Tramways, 

Ltd., Property 


Cr. 

1953 



£ 

I 9‘53 



£ 

Feb. I 

To Anson Electric Tram- 



Feb. 15 

Dy Cash : Sale of Old 




ways, Ltd., Vendor 




Materials^ 


3 ,oOo 


Account 


26,000 

May 15 

,, Anson Electric Tram- 








ways, Ltd., Deben- 








ture-holders' Ac- 








count 


Xo 





31 

„ Properly Account 


22,990 



£ 

26,000 



£ 

26,000 










Dr. Anson Electric Tramways, I.td., Vendor Cr. 


1953 

Mar. X 

To Cash 

,, Anson Electric Tram- 
ways, Ltd., Deben- 
ture-holders' Account 


£ 

i6,ddo 

10,000 

1953 

Feb. I 

By Anson Electric Tram- 
ways, Ltd., Pro- 
perty Account 


£ 

z6,ddo 



£ 

26,000 



£ 

26,000 








^ 


* I.B. 14s. in £ on 25,000 shares. 
■ See note 2 on page 931. 
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Dr. Anson Electric Tramways, Ltd., Debenture-holders Cr. 




Nom- 





inal 





£ 

£ 

*953 

Td Cash ; Debentures 




Mar. X 

purchased at I □! 


a.ooD 

3.030 


,, Do. 9B 


2,000 

1,960 


,, Share Capital 


2,500 

2,500 


,, Debentures 
,, Anson Electric 


2,500 

2,500 


Tramways, Ltd. 





Property Ac- 
count : Proht on 
purchase of 

Debentures 



10 




£ia,ooa 

£id,ocx} 




Dr. Property Cr. 


*953 



£ 

1953 


c/d 

£ 

May 31 

To Anson Electric Tram- 
ways, Ltd. : Cost of 
acquisition of pro- 



May 31 

By Balance . 

33 , 99 ° 




perty 

,, Anson Electric Tram- 


22,990 






ways. Ltd. : Loss 011 
liquidation 

. 

4,000 






,, Conversion Costs from 








Electric Rail to 
Trackless 

■ 

7,000 







£ 

33,990 



£ 

33,990 

June I 

To Dalancp . 

b/fl 

33 , 99 ° 






^ AlternativGly, the item of ;^4,ooo may be debited to Goodwill Account, 
as this represents the excess of purchase price over the valuation of the 
assets (assuming that the item "Sundry Assets" does not already include a 
figure for Goodwill). 

This may be seen by comparing the cost of the assets acquired with the 
valuation of ^^26,000. 

Cost of acquisition — £ 

Cost of Shares ...... iB.ooo 

Less received on liquidation, 14s. in £ on 

20,000 Shares ..... 14,000 

Balance . . .... 

The item of reconcile.^ with the loss on realization on assets of 

Anson Electric Tramways, Ltd., as follows — ^ 

Loss on realization ...... 8 , 5 do 

Less credit balance of Profit and Loss Account 1,000 

Net Loss to Members .... £7.5^^ 

£ 

8d% thereof 6 , odd 

Less "profit" on purchase of shares L^zo.ooo- 

8 , 000 ] 2,000 

£4,000 

The cost of conversion may be capitalized (even if the company is not a 
new one) ( Cojv v. Edinburgh and District Tramways Co .). 

■ The net balance of ^^4,000 {£'7^000 — £“^,000 (sale of old materials)] may 
be debited to Property Account. 
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Dr. Dbbbnturbs 






1953 
May 15 

By Anson Electric Tram- 
ways, Ltd,, Deben- 
ture-bMdBTs’ Ac- 

BDimt 


£ 

z,5dd 

Dr. 

Shark 

Capital 


Cr. 





1953 

May 15 

By Balance . 

,, Anson Electric Tram- 
ways, Ltd., Deben- 
ture-holders' Ac- 

count 

b/d 

S 

2,5d0 


SECTION (G) DIVISIBLE PROFITS AND FINAL ACCOUNTS 

The existence of profits is a necessary factor before a dividend 
can be paid; in other words, there must be an excess of income 
over expenditure. The legal requirements (which differ considerably 
from the accounting requirements) may be summarized thus — 

(1) Subject to the undermentioned rules, the Articles must be 
adhered to, and in the absence of contrary restrictions the directors 
may make suitable reserves for contingencies and other proper 
purposes as laid down in Clause 117 of Table A (1948). 

(2) There is no need to provide for depreciation on fixed assets, 
the authority therefor being contained in the judgment delivered 
in Vtrnerw. General Commercial Trust. As a result, "Fixed assets 
may be sunk and lost, and yet the excess of current receipts over 
current payments may be divided, but floating or circulating 
capital must be maintained.'' 

Provision must be made, however, for the upkeep, that is, the 
depreciation, of floating assets. (Articles may provide for depre- 
ciation of BOTH types of assets.) 

(3) The divisible profit of the current year is usually not 
to be reduced by losses incurred in the past, unless the directors 
decide otherwise; but regard must be had to the nature of the 
business, the amount and nature of the loss. ( Ammonia Soda Co. 
V. Chamberlain.) 

(4) Goodwill for the purpose of determination of profits is a 
FIXED asset. [Wilmer v. McNamara.) 

(5) Profits arising from forfeited shares are available for dividends, 
unless the Articles forbid (Hilder v. Dexter ) ; unless the company 
has adopted the Double Account System when these profits are 
irrevocably "Capital," the distribution of which is, notwithstanding 
Articles, forbidden. [Wall v. London and Provincial Trust.) 

(6) Where goodwill (and probably any other fixed asset) has 
been written off, the amount, if reasonable, and if the proceeding 
is not contrary to the constitution of the company, may be re- 
credited to Profit and Loss Accomit, unless it appears that the item^ 
has been irrevocably written off. (Stapley v. Read Bros.) 
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(7) Where a capital profit has accrued to the company, it is 
necessary, before such profit is available for dividend, that three 
conditions shall be fulfilled: (i) The profit must be realized; (2) 
a surplus must exist after a revaluation of all assets ; (3) there 
must be nothing in the Articles of the company forbidding such dis- 
tribution. (In other words, the capital profit, when realized, must 
be used to write down all assets to their fair value, only the balance 
remaining being distributable.) These restrictions, however, only 
apply to cash dividends, or other releases of assets : a bonus Share 
dividend may be paid out of unrealized profits if the articles permit 
(Foster v. New Trinidad Lake Asphalte Co. ; Lubbock v. British 
Bank of South America). 

(8) The profit in (7) is never available for dividend if it is on an 
"original” asset (Foster v. New Trinidad Lake Asphalte Co.). 

(g) The requirements appertaining to item (7) do not apply to 
revenue profits (City of Glasgow Bank v. McKinnon), that is, 
they may be unrealized, and no surplus of assets may remain after 
revaluation. 

(10) Profit may be said to be the increase in net assets which 
has taken place during tlie period in question, due allowance being 
made for any capital introduced into or taken out of the business 
in the meanwhile (re Spanish Prospecting Co.). 

(11) M^henever the rights of third parties intervene, profit must 
be strictly ascertained, and in the absence of special stipulations 
actual profit is to be taken (rc Spanish Prospecting Co.). 

(12) Preliminary expenses may be charged to capital, i.e, re- 
tained as a debit balance (Bale v. Cleland), and shown as such 
in the Balance Sheet, but the item may be written off. 

(13) It was laid down in re Crabtree that depreciation of trade 
machinery must be provided for in ascertaining profit, but this 
case had reference to the claim of an executor of a partner against 
the surviving partners, and hence has no bearing on divisible profits 
of a limited company. 

(14) Profits, though accrued and earned, may still not be wholly 
available for, or divisible among, ordinary shareholders, because — 

(а) The Articles may require an allocation of a proportion to 
reserve. 

(б) A proportion may be payable to prior shareholders, includ- 
ing the pa5nnent of arrears of cumulative preference dividends 
or even to "outside" parties, e.g. managers' commission, income 
bondholders. (See page 936.) 

(c) A proportion may have to be "laid aside" during the currency 
of the debenture liability, thus tying up a certain amount of profits 
for several years; hence these profits are divisible eventually, but 
not immediately. 

(15) Profits from subsidiary companies must not be credited to 
Profit and Loss Account, unless the profit has been received by way 
of dividend, nor need losses be debited thereto unless the holding 
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company has become liable in law for the amount thereof. Profit of 
a subsidiary arising before acquisition must be credited by the 
holding company as a Capital Reserve. 

(16) It is not compulsory for a company to build up a reserve 
fund for the replacement of an asset (Cox. v. Edinburgh and 
District Tramways Co.). 

(17) A distinction must be made between — 

(a) Trading profits. (c) Divisible profits. 

(b) Net profits. 

Thus (a) trading profits usually exclude the increments (less 
expenses) of a non-trading nature, c.g. capital profits, dividends 
from companies; but, on the other hand, allocations to reserve, 
income tax, and capital losses are excluded from the debit. 

(6) Net profits will include all sources of income less all 
expenses for the current year, except income tax (which is an 
appropriation recoupable at the standard rate out of the dividends 
paid), and other appropriations, c.g. sinking funds built up in con- 
nection with redemption of debentures. 

(c) Divisible profits are net profits reduced by the appropria- 
tions above mentioned, less any debit balance of previous years 
if the directors so decide, but usually not otherwise. (See (3) 
page 932.) 

Where directors are entitled to remuneration based upon net 
profits, it is a matter of construction whether they are entitled to 
the proportion before or after charging up such remuneration; if 
"before,'* it is strictly an appropriation; if "after," a charge, e.g. 
if the profits are ^11,000, the directors being entitled to 10 per cent 
thereof ; if the construction of the agreement requires the remunera- 
tion to be on profits remaining after charging such remuneration, 
the amount is tV X £11,000 = £1,000 (leaving net profits "after" 
£10,000), this being a charge. Otherwise the directors are entitled to 
I'l, X £11,000, i.e. £1,100 (leaving £9,900), this being an appropria- 
tion. Where directors are entitled to a proportion of profits based 
upon DIVIDENDS, the usual practice is to show the amount payable 
to the directors thereunder as an appropriation. 

Practice is fairly uniform in writing off discount on debentures 
and preliminary expenses to the Profit and Loss Appropriation 
Accomit. 

Such expenses are of a capital nature, incurred not so much in 
the course of earning profits as prior to and necessary for the earn- 
ing of future profits. 

The phrase "profits available for dividends" is one often met 
with in practice, and its precise significance affects not only 
members but creditors, e.g. debenture holders where they are 
entitled to a proportion of "profits available for dividends." Such 
profits are not "available" merely because a profit during the 
period has been earned (re Long Acre Press), because the directors 
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are entitled (i) to make suitable reserves ; and (2) to write off past 
losses (though not always bound so to do). 

The result may be to leave no profits "available.'' 

(i8) A revaluation involving an increase of net assets may, 
subject to the Articles, be used to extinguish or reduce a debit bi- 
ance of Profit and Loss (and so allow subsequent profits to be 
distributed). This procedure is one which is considered undesirable. 

Capital Reserve. It is important to observe the circumstances 
which require the creation of a Capital Reserve. They are — 

(1) [Usually] profit prior to incorporation. (See page 892 ct seq.) 

(2) The credit balance of Capital Reduction Account in a scheme 
of reduction of capital. 

(3) Capital profits — 

[a) Where there is a profit on realization of an original asset. 

(&) Where there is a profit on realization of a fixed asset, but 

no surplus remains on the revaluation of the other assets. 

(c) Where there is an unrealized accretion in the value nf a 

fixed asset. 

(4) Capital profits, as mentioned hereunder, where the Articles 
forbid distribution by way of cash dividends — 

(a) Premiums on Debentures. 

(&) Profit on Forfeited Shares or Surrendered Shares. 

(c) Profit on Redemption of Debentures. 

> (5) Under Sect. 58, Companies Act, 1948, the heading of the 

account being Capital Redemption Reserve Fund. (See page S71.) 

(6) Share Premium Account. 

(7) The excess of net assets over purchase price on the acquisi- 
tion of a business. 

As regards (4), notwithstanding any provisions in the Articles, 
the profits therein enumerated cannot be distributed if the company 
has adopted the Double Account System [Wall v. London and Pro- 
vincial Trust). 

Profit and Loss Appropriation Account. The Appropriation Ac- 
count is the final section of the Profit and Loss Account to which 
is carried the balance from the main Profit and Loss Account, repre- 
senting the profit or loss for the current year. 

^ By its utilization, particularly necessary in the case of limited 
companies, items representing appropriations of, rather than charges 
against, profits are eliminated from the main Profit and Loss Account, 
enabling it to exhibit the true result of the year’s operations. 

The Appropriation Account will thus include the balance of 
Profit and Loss Account brought forward, the result of the current 
year’s operations brought down, and all items representing appro- 
priations of profit : transfer to reserve, dividends, amounts written 
oif goodwill, etc. Similarly, withdrawals from reserves and pro- 
^visions no longer required should be credited to the Appropriation 
Account. 
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Illustration. Two typical Appropriation Accounts are appended. 
Students should carefully compare them, as in practice there is 
very Uttle uniformity of layout. 


Dr. Profit and Loss Appropriation Account Cr. 


(Pre- 



(Pre- 



vious 



vious 



Year) 



Year) 



£ 


£ 

£ 


£ 


To Reserve for increased re- 



By Balance brought forward 



placenieut costs 

l5,DOO 

140,000 

from last year 

120,000 

5D,DOO 

„ General Reserve 

25,000 


,, Balance brought down 



„ Dividends (/ess Tax) for 



from Profit and Loss 



the year : 


260,000 

Account 

100,000 


Paid : 



„ Transfer from Dividend 



6% Preference 


— 

Re.servB 

20,000 


Shares, half- 



j. Provisions no longer re- 



year to i 


— 

[juired 

ID, Odd 

5d,doo 

30th June 50,000 






Ordinary 






Stock, in- 






terim divi- 






dend 5 % . 40, DDO 






go,oDo 






Proposed: 






6% Prefer- 






ence Shares, 






half-year to 





50,000 

31st Dec. . 50,000 






Ordinary Stock, 






final divi- 





I3D,000 

dend 25%. 200,000 







34.0,000 





„ Balance carried to 





120,000 

Balance Sheet . 

7o,opd 




£4Dd,ooo 


^4 50,000 

£‘400,000 


£450,000 








Profit and Loss Appropriation Account 


Balance brought forward from last year ..... 
Net Profit for the year brought down ..... 

£ 

£ 

gO,DOD 

210,000 

(Previous 

Year) 

£ 

100,000 

150,000 



300,000 

£250,000 

Less: Dividends (f^sj Income Tax); 

Interim 10% (paid 30th June] ..... 
Final 20% (proposed) ....... 

50,000 

100,000 


100,000 

Aimropriations rccomni ended by the Directors: 

General Reserve ........ 

Staff Pension Fund ....... 

150.000 

100.000 
20,000 


100,000 

50.000 

10.000 



270,000 

£i6o,oon 

Balance carried to Balance Sheet ...... 


£30.000 

£i] 0,000 






It should be noted that, although legally an appropriation of 
profits, Income Tax is often charged in the Profit and Loss Account 
and not in the Appropriation Account. 

Agreements for additional remuneration by way of Share of 
Profits. A frequent form of remunerating responsible officials of a^ 
company is to give, in addition to a fixed siary, a share of profit. In 
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order to define the position clearly, a written agreement should be 
drawn up between the parties providing for — 

{a) Commencement and period of the agreement with special 
regard to the conditions of service, termination of service before the 
expiry of the fixed period, and the position arising from ijlness or 
death of the official. 

(Z>) How and when the extra remuneration shall be paid. 

(c) The precise basis of computing the extra remuneration, that 
is, the exact meaning of the word “profit.” 

The folloydng points call for precise determination — 

, (i) Is the profit to be net trading profit or net profit (i.e. including 

all other forms of profit, e.g. dividends receivable) or net profit avail- 
able for dividend, in which case the Directors could quite properly 
under Table A, or where articles provided, make suitable allocations 
to reserve or against contingencies, or write off Discount on Deben- 
tures, Goodwill, etc., and choose not to regard the surplus as available 
for dividend until a past loss had been overtaken [re Long Acre 
Press) ; on the other hand the company might be under a contractual 
obligation to set aside a certain amount of profit each year toward 
building up a Sinking Fund for Debenture Redemption. 

The profit might include transfers from Reserves, exceptional 
and non-recurring gains, etc. 

Furthermore, even where net profit is taken as the basis it would 
seem that all profit should be brought in, not only Revenue but 
‘ Capital Profit (re Spanish Prospecting Co.). 

(ii) In respect of depreciation, the question arises as to what asset 
is to be written down and how. Where, however, no specific reference 
is made it would seem that depreciation of fixed (probably excluding 
Goodwill) and wasting assets should be provided for on the fixed 
instalment method in preference to diminishing balance method 
which would throw a heavier burden in the early years of the life 
of the asset. [Edwards v. Saunton Hotels.) 

(iii) Unless clearly agreed otherwise, Profits Tax^ is chargeable 
against net Profit^ [in re Ollivants' Agreement, Edwards v. Saunton 
Hotels) but Income Tax (still regarded in law as an appropriation of 
profit) is not so chargeable. Consideration would have to be given 

* to the question of the correctness of the tax provided for. 

(iv) In the absence of clear agreement to the contrary, the extra 
remuneration is not to be charged against net profit for the purpose 
of arriving at such extra remuneration [Edwards v. Saunton Hotels ) ; 
if therefore the extra remuneration is one-tenth of net profit, it is 
exactly that, not one-eleventh as if the extra remuneration had to 
be charged in arriving at the net profit upon which the extra 
remuneration is based. 

^ It may well be that such tax levied on the distributed portion of profits 
_ , will be regarded as an appropriation. 

* The same principle applies in computing profit for the purposes of sale of 
a business. 
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Managers’ and Directors’ Commissions. This type of problem is 
frequent in the examinations, and the following rUustration should 
be worked through carefully. 

Illustration. You are appointed auditor of the Ai Trading Co., 
Ltd., and the following account is submitted to you — 

Profit and Loss Account for the Year Ended 
Dr. 31ST December, 19.. Cr. 


To Office and Administra* 
tion Expenses 
,, Travelling and Distribu- 
tion Expenses 

,, Special Newspaper Ad- 
vertising . 

,, Income Tax . 

„ Interest on Debentures 
(Gross) 

,, Directors’ Fees 
, , Preliminary Expenses 
,, Depreciation of Plant 
,, Transfer to Pension Fund 


£ 

14.983 

20,393 

90D 

4,612 

4,200 

4,000 

1,600 

2,500 

2,700 


By Balance from Trading 
Account 

„ Interest on Investments 
(Gross) 

,, Transfer Fees 

b/d 

£ 

66,973 

4.983 

274 

,, Balance 

c/d 

53.890 

1^.340 






£ 

72,330 



£ 

72,230 





By Balance 

b/d 

16,340 


The Pension Fund is the property of the company, and the 
amounts allocated thereto are at the discretion of the directors, 
and are subject to the approval of the shareholders. 

The managing director's agreement entitles him to a commission 
of 5 per cent on the profits ; and the Articles of Association provide 
for a commission, payable to the directors, of ij per cent on the 
maximum amount which could be distributed by way of dividend 
out of the net profits of the year. 

You are required to show the amounts due to the directors and 
the managing director respectively, showing in detail how the figures 
are arrived at, and explaining the reason for any adjustment you 
make. (Take income tax at 9s. in the £.) 

Ignore Profits Tax and calculate to nearest £. 

Solution. The term "profits” should, and probably will, be de- 
fined in the agreement with the managing director. Where the 
rights of a third party intervene, the term, failing such definition, 
means actual profits, i.e. the increase in net assets between two given 
dates, making allowance for any capital introduced or withdrawn 
during that interval. It is observed that the word "profits" is 
used in this instance, not "trading profits," hence all the credits to 
profit and loss should remain. 

Income tax is an appropriation of profits (Johnston v. Chester- 
gate Hat Manufacturing Co .) ; preliminary expenses are an appro- 
priation of profits to a capital charge; the pension fund appears 
also to be an appropriation of profits : these items must, therefore, 
be added back in arriving at the profits on which the managing 
director’s commission is to be based. 
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Since the Articles themselves give the directors their commission, 
it would appear that this is additional remuneration, and so must 
be charged before arriving at "profits,*' for the purpose of the 
managing director's commission. 

Net profits available for dividend would appear to mean the 
amount available after charging the managing director’s commis- 
sion, and appropriating such profits as are necessary for meeting 
preliminary expenses and pension fund. The balance shown in the 
accounts is the maximum amount available for net dividends; this 
should be grossed up for the purpose of computing the directors' 
commission . 

' The Profit and Loss Account must be adjusted as follows — 
Computation of Profits 

Balance prr Accounts ..... 

Add Income Tax 

„ Preliminary Expenses .... 

,, Transfer to Pension Fund 


Deduct Directors' Commission (below) 

Profits . 

Managing Director's Commission, 57 b 

Computation of "Profits Available for Dividend” 


£ 

Balance per Accounts ....... 16.340 

Deduct Managing Directors' Commission (as above) . 1,242 


15,098 

Add Income Tax to bring up to a gross equivalent, i.e. 

I’l liis.ogs - 12.353 


/27,45I 

Directors' Commission, t^% thereon .... 


£ 

16,340 
4,6iz 
1,600 
2,700 
25,252 
. 4IZ 
■ ; ^24,840 


It is assumed that the managing director's commission is not to 
be computed on the profits after charging his commission, and 
therefore the calculation is based upon the profits before such charge 
is made. 

Calculation — 


Let 

Then 


X = Managing Director’s Commission 
y = Directors' Commission 

X = ~ y . \ 25,252 - (— X — (16,340 

100 I \lDO II \ 


2 OAT = 25 





X = ;^I.242 


Hence, 
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By substitution, y can now be computed — 

it 20 , ^ . 

y = — X — (16.340 -at) 
= ^ (16,340-1,242) 

= (15,098) 

Hence, y = ^^412 


Notes, (i) If the managing director’s commission is to be computed on the pro- 
fits after charging both commissions, the calculation will be as shown in (i) below. 

(2) If the directors’ commission is also to be computed on the profits after 
charging both commissions, the calculation will be as shown in (ii) below. 

(i) Let X = Managing Director’s Commission in £’s 

y = Directors’ Commission in ffs 

(») * = ^ (25,252 

— 25,252 
’z\x = 25,252 -y 
y = 25,-252 - 21x 

it 20 . ^ 

^ ^ IT (* 6 * 340 -^-y) 

TiS (16,340 -;r-y) 

iioy =s= 49,020 - 3^ - 3 y 
ii3y = 49,020 - 3.r 

Substitute for y the foregoing figures in italics, 

49,020 - 3;r = 113(25,252 - 2T;ir) 

= 2.^53.476 -2,373;r 
2,37o;r = 2,804,456 

;r -= ^1,183 6s. 4d . 

Substituting /i,iR3 Os. for x in (6) — 

(ii) y = X — (i 6,340 - :r - y) 

= (i 6.34“- 1183-3- y) 

y = ^402 8s. 

[Alternative to (ii), substituting £1,183 Gs. 4d. far x in the foregoing figures in 
italics in (i) (a) — 

y = 2r,,252-21x 
= 25,252 - 21 (1,183’3129) 

= 25.252-24849-57 
= 402 43 
y = £ 402 8s. 7 d. 

The jd. difference arises by reason of the fact that £1,183 6s. 4d. is to the 
nearest Id."] 
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The statements of commission are — 

Managing Director’s Commission — 

Profits (as adjusted) . 

Less Maua^iig Director's Commis- 
sion [x) . 

Directors’ Commission [y) 


5% thereon ;^i,i83 63. 4d. 

Directors’ Commission — 

Profits ...... 

Less Managing Director’s Commis 
sion (x) . 

Directors' Commission . 


j4dd Income Tax of £14,75^ 
in the £ on ;f26,825 igs. 3d.) 


£ s. 

d. 

1 s. 

d. 

• 


■ 25,252 D 

0 

■ 1.183 6 

4 



402 8 

D 

1,585 14 




4 



£23.666 5 

8 

£ s. 

d. 

£ s. 

d. 



16,340 □ 

D 

■ 1.183 6 

4 



402 8 

0 

1,585 14 




4 

8d. (equals 


14.754 5 

8 

95. 


- 


■ 12,071 13 

7 



^20.825 19 



ii% thereon = ^^402 Bs. 


Illustration. Components Ltd. employ a manager who is entitled 
to a commission of 10 per cent, in addition to a salary of ;f5oo per 
annum, on "the sum available for distribution arising in each year." 

The Profit and Loss Account for the Company's first year of 
trading (the year ended 31st March, 1954) is as follows — 


To General Expenses . 

£ 

4,500 

By Gross Profit 

£ 

40,000 

„ Stafi Bonus 

1,500 

„ Investment Income 

,, Income Tax . 

16,000 

(net) 

2.43D 

„ Depreciation . 

1,000 

„ Deposit Interest (gross) 

100 

,, Manager's Salary . 

,, Manager’s Commission 

' Net Profit 

500 

1,000 

• 18,530 

^42.530 

;^42.530 


Compute the Commission due to the Manager (who has no shares in 
the company) assuming that the agreement as to commission makes 
no further reference to the basis and manner of computation, except 
that his commission, but not his salary, is to be charged for the pur- 
I)ose of arriving at his commission. 

Wear and Tear allowance is £600. Ignore Profits Tax. 
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In the absence of further details in the agreement — 

(1) Depreciation should be computed on the "straight line" 
method, sufficient to extinguish the assets or reduce them to esti- 
mated realizable value at the end of their effective life. [Edwards v. 
Saunton Hotels.) It is assumed that depreciation is on this basis. 

(2) Income Tax is an appropriation of and not a charge against 
profits and will be added back to the net profit. [Johnston v. Chester- 
gate Hat Manufacturing Co.) 

(3) The manager will be entitled to one-eleventh of the profit as 
adjusted. 

(4) Being the first year the Income Tax will be based upon the 
results of the current year. 

(5) Included in the item for manager’s salary and commission is 
£500 which it is assumed is a payment or credit on account of the 
commission due for the year ended 31st March, 1954- 

(6) The articles of association are assumed not to contain any 
restrictive definition of sums available for distribution. 

(7) The question of the treatment of previous years' losses does 
not arise as the business is in its first year. 

Computation — 


Net Profit 18,530 

Manager’s Salary and Commission ..... i.ooo 

Income Tax per accounts ...... 16, odd 

Income Tax deducted at 9s. in £ on ^4,418 (i.e. net £'z,^-^o) 1,988 


437^ 

-A- X /37.518 == (which is 10% of /34 ,id7). 

The sum now due, therefore, is £3,411 — £50^ paid or credited on 
account = £2,911. 

Illustration. Assuming the same facts, except that the com- 
mission is based on profit before charging such commission as well 
as salary, the commission will be 10 per cent of £37,518 = £3,75^- 

This is the correct basis as far as commission is concerned in the 
absence of an agreement to the contrary. 

Illustration. Same facts as stated on page 941, except that in 
addition to commission being charged (but not salary) Income Tax 
Sch. D at 9s. in the £ is to be charged for the purpose of arriving at 
the profit on which the manager's commission is payable. It may 
be assumed that the general expenses are all admissible for tax 
purposes : 

Let C = Commission ; and T = Income Tax. 
e = I'l (35.530 — T) (see page 943.) 

^ = A (33.600 — 600 — C) (see page 943.) 
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The computations for Commission and Income Tax are — 



Com- 

Income 


uitsston 

£ 

1B.530 

Tax 

£ 

> 8 . 53 ° 

Net Profit ..... 

Manager's Commission paid (or credited) 

500 

500 

Manager's Salary .... 

500 



Depreciation ..... 

— 

1,000 

Income Tax ..... 

i6,ood 

i6,dod 


35,530 

36,030 

Less Taxed Dividends . 

Z.430 

33.600 

Wear and Tear 


6od 

33.000 

Income Tax 

T 

Commission 


C 


35.53°- T 

33,000 


[The deposit Interest would fall to be assessed separately under 
Case III Sch. D and would be deducted from the business profit, 
but the total tax liability would be the same.] 

C = iS (35.530-^) 

C = AL 35 . 53 D- A ( 33.000 - C)] 


iic = [^3.5.530- ^ 


297,000 — gC 


)] 


or iiC = 35.530 ■ 


297,000 — 9C 


220C = 710,600-297,000 -h 9C 
220C = 413,600 -1- gC 
211C = 413,600 

C = ;fi,g6o 


= 35.53°- >4.850 + AC 

= 20,680 + 

2zdC = 413, 6dd 4 9C 
211C = 413,600 
C = 


Income Tax payable is — 

Profit, as adjusted 

Less Manager's Commission 


£ 

i,9bo 


31,640 

Less Wear and Tear . . 600 


/ 3 i.° 4 ° 


Income Tax at gs. in £ thereon = ;^i3j968 


Manager is, therefore, entitled to £(35,530 — 13,968) 

= l'f X £2I,5b2 
= ^1,960 = 10% of^^ig.eoz* 

Manager receives £i,gGa - £300 paid to him on account = ;£i,46d 


*The item of ;£ig,6D2 is arrived at thus — £ 


Profit 

■ 35.530 

Less Income Tax 

13,968 


21,562 

I.ess Commission 

1,960 


^19,602 
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If Incoms Tax were calculated — as the ascertainment of either Tax or 
Commission gives the figure for the other, there is no need to compute both 
— the calculation is — 

Let T =3 Income Tax 

then, T = A ( 33 . 00 ° - C) C = i’i(35,53o - T) 

2 oT = 297,000-^1 (35,530 -r) 

= 297,000- 29,070 -j- ^\T 
= 267.930 + i^r 
220T = 2.947.230 + gT 
2iir = 2,947,230 
T = /13,96a 


PaTinent of Interest on Construction Capital. In the ordinary 
course of affairs no dividends may be paid unless such divideni^ 
are paid out of profits; interest on debentures (being a charge) is, 
however, payable whether profits are earned or not. Where a com- 
pany raises share capital and out of the proceeds defrays the ex- 
penses of the construction of any works or buildings or provision 
of plant which cannot be made profitable for a lengthened period, 
the company may pay interest on so much of that share capital as 
is paid up for the period, and may charge to capital the sum so 
paid by way of interest, provided that the restrictions imposed by 
Sect. 65 of the Companies Act, 1948, are complied with, viz. — 

Authority for the pa5mient must be given by the Articles or by 
special resolution, and must, in addition, have been previously 
sanctioned by the Board of Trade, who shall determine the period, 
which in no case shall continue beyond the close of the half-year 
next after the half-year during which the works or buildings have 
been actually completed or plant provided. 

The rate of interest shall in no case exceed 4 per cent per annum 
or such other rate as may for the time being be fixed by order of the 
Treasury (such order being laid before both Houses of Parliament)^ 
and the payment shall not operate as a reduction of the amount 
paid up on the shares in respect of which it is paid. 

The accounts of the company shall show the share capital on 
which and the rate at which interest has been paid out of capital 
during the period to which the accounts relate. 

The above section is not confined to new companies, and in every 
case before sanctioning any such payment the Board of Trade may 
appoint a person to inquire into the circumstances and charge the 
expense of the inquiry to the company, which may be required to 
give security for the payment of the cost of the inquiry. 

Illustration. The formalities completed and the Board of Trade 
sanction granted, a company pays on 6,000 shares of £1 each fully 
paid interest at 5 per cent per annum for one year. Show Journal 
entries, taking Income Tax at gs. in £. 

^ This at present is fixed at 6 per cent per annum. 
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Journal 


Interest on Construction Capital Dr. 

To Members (Interest on Construction 
Capital) ..... 

Being interest on 6,000 shares of each fully 

paid at 5% per annum, per articles. Board 
of Trade sanction, and directors' resolution 
dated vide Minute Book, p 


i 

300 

L 

300 

Asset(s)*^ . ..... 

To Interest on Construction Capital 
Being transfer to asset (s) of interest on 
struction capital. 

Dr. 

con- 


300 

300 

Members (Interest on Construction 
Capital) ..... 

To Cash ..... 

,, Income Tax .... 
Being payment of interest due less tax. 

Dr. 


30D 

165 

135 


The interest so paid is ''capitalized/' that is to say, it is treated 
as part of the cost of construction, being added thereto (similarly to 
the legal expenses of acquiring property or brokers' charges on 
purchasing investments). 

So far as income tax is concerned, the payment is not a capita] 
pa5rment, and income tax must be deducted in the ordinary way. 

The same rule applies, muiatis mutandis, to interest on "Con- 
struction Debentures," so that the company may adopt the same 
procedure if it decides to finance the construction by way of deben- 
tures in preference to shares. ( Hinds v. Buenos Ayres Tramways Co.) 

Table A. References have been made throughout to Table A, 
and as the matters contained therein are of extreme importance, 
the vital clauses, in so far as they relate to accounts, are sum- 
marized below (the clauses being those in the 194B Act) — 

Clause 15. The Directors may from time to time make calls subject to there 
being not more than one call made in any calendar month: no call must 
exceed 25 per cent of the nominal value of the share : at least 14 days' notice 
of the call must be given. 

^ Clause iS. If a c^ is not paid by the day appointed the person from whom 
it is due shall be liable to pay interest at 5per cent per annum, but the Directors 
may waive payment of such interest wholly or in part. 

Clause 2D. The Directors may, on the issue of shares, differentiate between 
the holders as to the amount of calls to be paid and the times of payment. 

Clause 21. If a call is paid in advance the Directors may pay interest thereon, 
but the rate shall not exceed 5 per cent (6 per cent under the 1929 Act) 
without the consent of the Company in General Meeting. 

ClaiAse 33.^ The Directors have power to forfeit shares for non-payment of 

Clause 34 . 1 calls by resolution after giving 14 days’ notice of such 

Clause 35.) intention. 

* Apportioned where necessary amongst the various fixed assets, based as 
far as possible on the actual capital employed in the construction of each 
particular fixed asset. 
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Clause 40. The Company may by Ordinary Resolution convert paid-up 
Shares into Stock, and reconvert Stock into paid-up Shares of any denomination. 

Clause 44. The Company may by Ordinary Resolution increase the Share 
Capital. 

Clause 45. The Com^Dany may by Ordinary Resolution — 

(а) Consolidate and divide all or any of its Share Capital into Shares of 
larger amount. 

(б) Subdivide all or any of its existing Shares into Shares of smaller 
amount, subject to the provisions of Sect. 61 (i) (d). Companies Act, 1948. 

(c;) Cancel any Shares which, at the date of the resolution have not been 
taken or agreed to be taken by any person. 

Clause 46. The Company may by Special Resolution reduce its Share 
Capital, any Capital Redemption Reserve Fund, or any Share Premium 
Account in any manner and with, and subject to, any incident authorized 
and consent required by law. 

Clause 58. At any General Meeting a vote shall be decided by a show of 
hands : a poll may be demanded by the chairman or at least three members 
present in person or by proxy, or even by one, or two, if they represent not 
less than one-tenth of the total voting rights of all the members having a 
right to vote at the meeting or hold shares in the company conferring a right 
to vote at the meeting, being shares on which an aggregate sum has been 
paid up equal to not less than one-tenth of the total sum paid up on all the 
shares conferring this right. 

Clause 62. On a show of hands eveiy member present in person shall have 
one vote. On a poll every member shall have one vote for each Share of which 
he is the holder. 

Clause 76. The remuneration of the Directors, which shall be deemed to 
accrue from day to day, shall be determined by the Company in General 
Meeting [if none voted, no remuneration]. [Ry Clause id8 the Managing 
Director's remuneration shall be fixed by the Directors.] 

Clause 77. No share qualification is required unless fixed by the Company 
in General Meeting. 

Clause 79. The amounts borrowed, for the Company's business, by the 
Directors (other than caj^ital and temporary overdrafts) shall at no time 
exceed the nominal amount of the issued Share Capital of the Company 
without the sanction of the Company in General Meeting, 

Clause 1 14. The Company in General Meeting may declare dividends, but 
no dividend shall exceed the amount recommended by the Directors. 

Clause 1 15. The Directors may from time to time pay to the members such 
interim dividends as appear to the Directors to be justified by the profits of 
the Company. 

Clause 1 1 6. No dividend shall be paid otherwise tlian out of profits. 

Clause II j. The Directors may set aside out of profits any reserves they 
think proper. 

Clause 1 1 8.^ Subject to the rights of persons, if any, entitled to shares with 
special rights, all dividends shall be payable on the amounts paid up [according’ 
to the dates paid unless the terms of issue provide for shares to rank for 
dividend from a particular date] on the shares (Calls in Advance whilst bearing 
interest do not rank for dividend). 

Genercd Illustration. The following facts are ascertained from 
the books of Prosperity, Ltd. — 

The ordinary shares had been issued at a premium of 4s. on 
31st May, 19.. ; 20,000 preference shares had been redeemed at 
par out of profits on 30th June, 19. . and the half-year's dividend 
on the preference shares had been paid to that date, and an^ 

^ If this clause has been eliminated by the Articles and no other provision 
has been made, dividends will be payable on the nominal value. 
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interim of z per cent actual on the ordinary shares had been declared 
and paid on 25th December, 19. . . On 20th December, 1,200 shares 
were forfeited for failure to pay calls (due on 30th June) of los. a 
share, and 200 were reissued as fully paid for 15s. a share on the 
same day as the forfeiture. 

A member holding Boo ordinary shares with calls in arrear of 
los. a share had been charged and had paid interest for the half- 
year to 31st December, ig. in accordance with the rate charge- 
able under Table A (which the company had adopted). 

The investments of which £40,000 were quoted on a recognized 
Stock Exchange were revalued at the previous 31st December and 
taken in the Balance Sheet at £45,000. 

The debentures had been issued on ist January, 19. ., at a dis- 
count of 10 per cent, and on 30th June, 19 . . , £zo,ooo were redeemed 
at par out of current profits and cancelled. Interest on debentures 
had been paid to 30th June, ig. .. All the shares were £i shares. 
The preference shares are fully paid and the Directors propose to pay 
the half year’s dividend thereon to 3Tst December. 

In addition to the accounts arising out of the above, the follow- 
ing balances are extracted from the books of the company on 31st 
December, 19. . — 


6% Debentures, Net 

34.000 

Profit and Loss (Cr.) 

29,000 

plant and Machinery 

38,000 

Gross I'rofit (from Trading 


Stock at 31st December, 


Account) 

60,000 

19 

28,675 

General Expenses 

62,000 

Debtors 

115,000 

Debenture Interest . 

I, Sod 

Investments at Cost 

50,000 

Ordinary Share Capital fully 

Creditors .... 

49,000 

paid .... 

50,000 

Dividends Received 

2,600 

7% Redeemable Preference 


Bank (Dr.) 

9.863 

Share Capital fully paid 

50,000 


No entries have been made in reference to the shares forfeited 
and reissued. 

The investments at 31st December, 19.., were revalued at 
£49,200, and are to be taken in the Balance Sheet at that figure. 

No Debenture Redemption Fund has been created. 

The Profit and Loss balance is the balance of the preceding year's 
j profit, after the adjustment required for the redemption of the pre- 
ference shares, and the balance standing to the credit of Preference 
Share Capital Account is that after the redemption mentioned in 
the question has been carried out. 

£3,000 had been debited to the Trading Account in respect of 
depreciation for the year. The Plant and Machinery Account 
balance of £38,000 is the written down value. Depreciation provided 
prior to the current year amounts to £5,000. 

Prepare Profit and Loss Account and Balance Sheet in respect 
of the year to 31st December, 19. .. Ignore Tax. 

[It is advisable to draw up a Trial Balance.] 
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The Trial Balance at 31st December, 19. is — 


Trial Balancb Dr. Cr. 




£ 

£ 

Ledger Accounts as shown 




6% Debentures ..... 



34,000 

Plant and Machinery .... 


38,000 


Stock-in-trade ..... 


28,675 


Debtors ...... 


115,000 


Investments {see h below) 


50,000 


Bank ...... 


9,863 


Creditors ...... 



49,000 

Dividends Received .... 



z,6oo 

Debenture Interest .... 


i,Soo 


Proht and Loss Account 



29,000 

Gross Profit ..... 



60,000 

General Expenses .... 


62,000 


Ordinary Share Capital (ses j below) 



50,000 

7 % Redeemable Preference Share Capital 



50,000 

Balances not shown in Ledger Accounts 


3051338 

274,600 

presented 




{a) Dividends: Preference . 


2 , 45 ° 


jb) Ordinary 


972 


(c) Capita] Redemption Reserve Fund . 



20 , ODD 

(i) Premium on Shares Forfeited 



5 ° 

(c) Share Premium .... 



10,000 

(/) Calls in Arrear .... 


400 


(^) Interest on Calls in Arrear 



ID 

(A) Investment Provision . 



5,000 

(f) Forfeited Shares .... 



500 

{j) Ordinary Share Capital, Shares For- 




feited . . . . . 


1,000 




;^3Io,i6o 

^310,160 


Adjustments must be made in respect of (a) investment provision ; 
(6) debenture interest accrued ; (c) debenture discount, for the pre- 
paration of the Profit and Loss Account, as follows : 


J OURNAL 


(a) Investment Provision . . Dr. 

To Profit and Loss Appropriation 
Account ...... 

[To bring provision back to ^800.] 


£ 

4,200 

£ 

4,200 

(b) Debenture Interest . . . Dr. 

To Sundry Debenture Holders 
[Interest at 6% per annum on ^40,000 
debentures, for half-year ended 3i5t Dec- 
ember, 19. . .] 


1,200 

1,200 

(c;) Debenture Discount . Dr. 

To 6% Debentures .... 
[Adjustment of omission of entry to Deben- 
ture Discount Account.] 


6,000 

6,000 
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The bank balance (£9^ ^^3) ^ut affected by any of the adjust- 

ments, being the correct figure, all bank entries having been made. 

The debentures originally issued were £60,000 and the discount 
thereon £6,000; as £20,000 have been redeemed the debentures 
outstanding are £40,000, so that a transfer is required as in (c) 
above. The non-record of the debenture discount does not disturb 
the agreement of the Trial Balance. 

The items not shown in the Ledger Accounts presented are 
arrived at as follows — 

[a) Dividend on Preference Shares. 

7% for half year on £70,000 = £2,450 

(&) Dividend on Ordinary Shares. This is computed on paid-up 
capital — as the company has adopted Table A — of 49,000 shares, 
i.e. 50,000 less 1,000. 

£ 

2% on 48,200 Ordinary Shares of ;£i each folly paid = 964 
2% on 8od Ordinary Shares of £1 each ids. paid — 8 

£972 

[If the i,2oo shares had been forfeited after the payment of the dividend, the latter would have 
been £980, arrived at as follows — 

a% on 48,000 Ordinary Shares ol £1 each fully paid 960 
2% on 2,000 Ordinary Shares of £x each 105. paid — 20 

£980 

If the 200 shares out of the x,2oo forfeited before the payment of the dividend had not been 
reissued until after the payment of the dividend, the latter would have been £g 5 B, arrived at as 
follows— £ 

2% on 48,000 Ordinary' Shares of each fully paid « pGo 
2% on Boo Ordinary Shares of £i each los. paid — 8 

£968] 

(c) Capital Redemption Reserve Fund. This represents the profits 
applied in the redemption of redeemable preference shares. 

[d) Premium on Shares Forfeited, 

[e) Share Premium Account. 

(f) Calls in Arrear. 

(t) Forfeited Shares, 

[]) Ordinary Share Capital. 

(Accounts in explanation of (d), (c), (/), (i), and (j) are appended.) 


Dr. Ordinary Shark Capital Cr. 


Dec. 20 

31 

To Forfeited Shares Ac- 
count 
,, BalanCD 

c/d 

£ 

1,200 

49,000 

19 .. 
JiinP30 
Dec, 20 

Dy Ttalanee 

„ Forfeited Shares re- 
issued . 

b/d 

£ 

50,000 

son 



£ 

50,200 



£ 

50,200 





19.. 

Jan. I 

Dy Balance 

b/d 

49,000 
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Dr. Share Premium Cr. 


19 ■ 
Dec. 31 

To Balance . 

c/d 

£ 

IDjDOO 

ig. . 
June 30 

By Cash 


£ 

10,000 



£ 

10,000 



£ 

xo,ddo 





19.. 
Jan. I 

By Balance 

b/d 

10,000 


Dr. 


Calls 


Cr. 


To Ordinary Share Capital 
Account . 


£ 

25,000 

ig. . 
June 30 

By Cash 

p. Calls in Arrear Account 



£ 

25,000 



£ 


Dr. Calls in Arrear Cr. 


ig. . 
June 30 

To Calls Account 


£ 

1,000 

19., 
Dec. 20 

31 

By Forfrited Shares Ac- 
count 

,, Balance . 

c/d 

L 

600 

400 

19 • 

Jan. I 



£i,oao 




£i,ood 

To Balance 

b/d 

400 






Dr. 


Forfeited Shares 

Cr. 

ig. . 
Dec. 20 

31 

To Calls in Arrear Ar count 
,, Ordinary .Share Capital 
Account, 

,, Preiniuin on Shares 
Forfeited Account . 
,, Balance 

c/d 

£ 

600 

200 

50 

son 

ig.. 
Dec. 20 

By Ordinary Share Capital 
Account. , 

,, Cash 


£ 

1,200 

150 




£ 1,350 

19 

Jan. I 



£1,350 





By Balance 

b/il 

7110 

Dr. 

Premium dn Shares Forfeited 

Cr. 





19.. 
Dec. 2D 

By Forfeited Shares Ac- 
count 


£ 

50 


(^) Interest on Calls m Arrear. 

5% for half year on £400 = £10 

(A) Investment Provision. It is clear that there must be a provision 
of £5,000 in the books offsetting the item of £50,000 investments 
AT COST. An adjustment of £4,200 is required. (See Journal entry ^ 
(a), page 948.) 
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Profit and Loss Account for the Year ended 
Dr . 3 1ST December, 19.. C 


To General Expenses . 

„ Balan[:e. .... 

c/d 

£ 

62,000 

1,000 

By Gross Profit. 

b/d 

£ 

63,000* 



£63,000 



£63,000 

To Depreciation .... 
,, Dirc*ctDrs’ Emoluments 
,, Debenture Interest ^ 


3.000 

? 

3,000 

By Balance f - ■ . - 

„ Dividends Received 
,, Interest on Calls in Arrear 
„ Hahmce 

b/d 

c/d 

I,DOO 

2,600 

10 

2,390 



£6,000 



£6,000 

J o Balance, being Loss for the year 
Capital Redemption Reserve 
Fund* . . . . 

Dividends: 

Paid : 

Preference, half-year to 3Dth 
June 

Ordinary Interim 2% actual 
Proposed : 

Preference, half-year to jist 
December 

,, Balance carried to Balance .Sheet 

b/d 

2,390 

30,000 

By Investment Provision no longer 
reqmred . . . . 

„ Balance from previous year* . 


4,200 

4 g, 0 aa 


2,450 

972 

1,750 

25,63b 






£ 53,200 



£53,200 








• Per question ;f6o,ooo plus Depreciation £-^,dod. 

■(■ The published account would start with this balance. 


See page 952 for Balance Sheet. 

Examination Problem 

The authorized capital of Sellers, Ltd., is £500,000, consisting of 
250,000 cumulative preference shares of £t each and 250,000 ordinary 
shares of £i each. The balances appearing in the books on 31st 
December, 1953, were as shown below and on page 953. 


Debits £ 

Invcslmciits in Subsidiary Company at Co.st — Shares ;^zo,C)do, 

Debentures ;^2o,ooo ........ 40,000 

Purchases . . . . . . . . ■ ■ 

Packing Wages ......... 25,000 

Slock at ist January, 1953 100,500 

Delivery Expenses ........ 43 . 33 ° 

Charges Paid against Consignmeuls Unsold .... 1 . 75 ° 


^ The item of ^^3,000 Debenture Interest is computed as lollows — 

Debenture Interest on ;^6o,ooo @ 0% per annum for 

half-year to 30th June, 19.. ..... I.floo 

Debenture Interest on ;^40 ,qod @ 6% per annum for 

half-year to 31st December, 19.. .... 1,200 


;£3.dOd 

■ The balance forward before transfer to Capital Eedemption Reserve Fund 
'of £20,000 must have been £49,000. The items in italics account for item 
^29,000 in the Trial Balance. 

31 — (B.aoBs) 



PROSPERITY LIMITED 
Balance Sheet as at 31ST December, ig. 
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I, GOO shares at los. [i.e. application and allotment, excluding premium]. 

The Premium on Shares Forfeited Account may be transferred to reserve or utilized to write off debenture discount. 

It would be advisable to write off a proportion of the debenture discount as one-third of the debentures have been redeemed. 
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Debits — (continued) £ 

Salaries, Travelling Expenses, and Commission 69,750 

Rent, Rates, and General Expenses ..... 34!5O0 

Bad Debts written off . . . , . '250 

Freight and Carriage Inwards ...... 2,500 

Bills Paid against Consignments not finally dealt with 6 d.ood 

Final Dividends for 1952 ....... 13,500 

Preference Dividend : Half-year to 30th June, 1953 3 i3od 

Commission on Issue of Debentures: Balance as on isi January, 

1953 2,500 

Balance at Bankers ........ 65,000 

Bills Receivable ......... 3,750 

Debenturn Interest: Half-year to 30th Tunc, 1953. less Tax 1.925 

Trade Debtors ......... 55,000 

Freehold Property and Goodwill at Cost .... 390,000 

Furniture, Fixtures, and Fittings at Cost less Depreciation 

(;^io,ooo) ......... 50,000 

Credits 

Taxation .......... 5,875 

Sales ........... 792,000 

Sales ex Consignments not finally dealt with .... 52,000 

Dividend.? and Interest received ...... 4,000 

Profit and Loss Account ....... 35,000 

General Reserve (Revenue) ...... 55 , 15 ° 

Shares Issued — 

6% Preference (200,000) ....... 200,000 

Ordinary (200,000, 15s. called up) ..... 150,000 

5% First Mortgage Debentures, secured on Freehold I^rnperties 140,000 
Sundry Consignors : Balances on Accnniit Sales 20,000 

Subsidiary Company: Current Account ..... 2,000 

Trade Creditors ......... 61,680 

Commission on Sales ex Consignments ..... 6,000 

[Note. Taki Income tax at os. in £.) 


Prepare Trading and Profit and Loss Account for the year ended 
31st December, 1953, and Balance Sheet as on that date, after 
taking into account the following — 

(а) The value of the stock on 31st December, 1953, was ^^155, 000 

and, in addition, there were stocks unsold in store ex sundry con- 
signments pro forma at £zo,ooo. 

(б) The directors arc entitled to £4,000 per annum remuneration ; 
directors' fees of £1,000 were paid by the subsidiary company and, 
in addition, the managing director was paid the sum of £500 due 
under his emplo5rment agreement with that company. 

(c) Bills receivable for £1,500, maturing after 31st December, 
1953, had been discounted with the bank, 

(d) Rent of warehouse at £1,000 a year had been paid for the 
half-year to 30th June, 1953 ; and rates amounting to £1,600 for half- 
year to 31st March, 1954, had been paid on 30th November, 1953. 

(e) A provision of 5 per rent of trade debtors is to be created for 
,bad and doubtful debts. 

if) Depreciation of furniture, fixtures, and fittings is to be pro- 
vided for at 10 per cent on the written down value. 



ACCOUNTANCY 


954 

(^) Tax is to be provided on the 1953 profits as follows — 

Income Tax Sch. D £43,150, Profits Tax £12,000. Ignore Sch. A 
and Tax on dividends received. There is no liability to E.P.L. 

[h) £1,250 is to be written off Commission on Issue of Debentures 
Account. 

(i) The freehold property and goodwill were purchased some 
years ago for a round sum, and that part of the purchase price 
attributable to goodwill is not known. 


Tkading and Profit and Loss Account for the 
Dr. Year Ended 31ST December, 1953 Cr. 


To Stoik, 1st Janiinry, 11)53 
,, Puruhdses .... 
,, Freight nncl Carridge Inward 
,, Cross Profit 

c/d 

£ 

160,500 

501.15D 

2,500 

1 2H2,K5rj 

By Sales .... 

„ Stock, 31st December, 1953 


£ 

792.000 

155.000 



/ ()47,ooo 



£947,00^ 

To Rent, R.itcA, and (jcni'r.d L'x- 
pnises* .... 
,, Packing Wages . 

,, Delivery LxpL’iiiics 
,, Salaries, 7 ravelling Expenses, 
ami Coinmission 
,, Bad Debts .... 
,, Balaiire . . . . 

c/d 

3-1. ioo 
25,000 
43,330 

If), 750 
3,000 
113,570 

lly Gross Profit 
,, Coiuiiiihsion on Sales fx Con- 
signments 

b/d 

2^2,850 

6,000 



£2^K,H5q 



£ 2 HH,B 5 I) 

To Debenture Interest 
„ Directors' Einoluinents* 

,, Depreciatiun 
„ Taxation on current profits: 
Inconie Tax 1^40, odo* 

Profits Tax 12,000 

,, Balance . . . . 

c/d 

7,000 

4.000 

5.000 

52,000 

4 >), 57 o 

ByBalanre* . . . . 

,, Dividends and Interest* 

b/d 

ii3f57d I 
4,000 ' 



/i 17, 570 



£117,570 

To Coniniis‘iiuiJ nn Issue of De- 
bent uies .... 
,, Preference Dividends (net) : 
Paid . £3.300 

Proposed . 3.300 


1,250 

By Balance, ist J iniiary, 1953. 
Iass biiial Dividends (net) 
for 1952 


35,000 

13.500 



,, Net Profit fur the year 

b/d 

21,500 

4!),57d 

6,600 

,, Proposed Ordinary 

Dividend (net) . ? 


6,6oo 

63,220 

,, Balance, carried to lialaiire 
Sheet . . . . 







£71.070 



. £71,07° 








^ £34,500 per Trial Balancii plus Rent accruing £500, less Rates in advance 
£Soo. 

■ A note will be rerjuired on the following lines: 

In addition to the amount shown above, £1,500 was paid by a subsidiary 
company. Of the total (£5,500), £? was paid as Directors and £? as 
Expculives. 

• £43,150 Sch. D per question less transfer from Debenture Interest £3,15°, 
being tax at gs. in the £ on £7,000. 

* The published account would start with this balance. 

■ These would have been "grossed up," had the question not stated that 
tax on dividends, etc., received was to be ignored. 
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Illustration. Included in the Trial Balance of a company at 3i5t 
December, ig53, were the following items — 


7% Preference Share Capital, fully paid .... 6d,odd 

Ordinary Share Capital, £1 called ...... 30, odd 

Debenture Interest, half-year to 3Dth June, 1953 2,250 

Preference Dividend, half-year to 30th June, 1953 ■ • 2 ,idd 

Calls in arrear (Ordinary shares : boo at 5s.) .... 150 

Provision for Taxation (on previous year's profits) . 12,000 

Taxation Account — credit . Ii 957 i 

5% Debentures ......... 90,000 

Net Profit .......... 26,651 

Profit and Loss Account — Balance at ist January, 1953 — credit 2,642 


Included in the matters requiring consideration in the prepara- 
tion of the final accounts were — 

[а) Debenture Interest for the half-year to 31st December had 
not been paid. 

(б) Preference Dividend for the half-year to 31st December is to 
be provided for. 

(c) Ordinary Dividend of 10 per cent for the year on the paid-up 
ordinary share capital is to be recommended. 

[d) Estimated taxation on the current year’s profits is £13,400. 
The provision appearing in the Trial Balance is the exact amount 
required to meet the tax liability payable on the following day 
(ist January). 

Assuming tax at qs. in the £, prepare the Profit and Loss Appro- 
priation Account for the year, making such adjustments as you 
consider necessary. 


Profit and Loss Appropriation Account 
Dr. for the Year ended 3 ist December, 1953 Cr. 


To Debenture Interest 
,, Profit c/d . 

L 

4*500 

22,151 

By Profit b/d 

£ 

26,651 


;^z6,65I 


/26.65I 

To Taxation 

,, Preference dividend 
paid for the half-year 
to 3 Dth June, 1953, 
less tax . 

„ Proposed Dividends — 
Preference Dividend 
for the half-year to 
date, less tax . 
Ordinary Dividend 
for the year to date — 
10% less tax 

,, Balance c/f 

11.375 

1. 155 

1. 155 

1.641I 

By Balance b/f 
,, Net Profit for the year 
b/d. 

2,642 

22,151 


^24,793 


;^ 24.793 
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Notes, (i) It will bo remembered that the modem practice is to show 
debenture interest gross in the accounts and to show dividends net. In 
regard to the former, the half-year's interest paid appears in the Trial Balance 
at the gross figure, the requisite transfer of £i,oi2i (tax at 9s. on £2,250) 
having apparently been made to Taxation Account. A similar transfer has 
been made in respect of the provision for the second half-year's interest 
leaving a credit balance of £1.257^ due to the debenture-holders. The Pre- 
ference Dividend paid also appears in the Trial Balance at the gross figure, 
it having apparently been treated in the same way as the debenture interest. 
In order to show the net figure, it is necessary to reverse the transfer to 
Taxation Account by debiting that account with £*^^5 and crediting the 
dividend account. 

(2) The credit bailee on Taxation Account seems to consist of the two 
transfers mentioned in (i). The balance will be increased by the transfer in 
respect of the second half-year’s debenture interest and decreased by the 
reversal of the entry in respect of the dividend paid. The account will be 
debited with ;^i3,4oo — the amount of the new provision required — and the 
balance carried to the Profit and Loss Appropriation Account. The pro- 
vision already appearing in the Trial Balance has been kept separate for the 
sake of clarity. 

It will be seen that the provision for taxation in the Balance Sheet at 
31st December, 1953, will appear in two parts — 

[a) A current liability of ;^i2,ooo in respect of the present fiscal year, 

based on the preceding year's profits and payable the following day; and 
(&) A reserveforfuturetaxationinthe next fiscal year estimated at ^13,400. 

(3) The ordinary dividend is 10 per cent on the paid-up capital, i.e. ;^30 ,dod 
called less £150 calls in arrear. 

(4) The transfers are shown in the following rough working accounts — 


Dr. 

Debenture Interest 

Cr. 


£ 


£ 

To Cash .... 

i. 237 i 

By Profit and Loss Account 

4,500 

,, Taxation 

1 ,012^ 

„ Taxation 

1 , 012 ^ 



„ Provision c/d 

i. 237 i 




^4.500 


^4 p 5 od 





Dt. Preference Dividend 

Cr. 


£ 


' £ 

To Cash .... 

1,155 

By Taxation (reversal of 


,, Taxation 

945 

entry) 

945 

,, Provision c/d 

1. 155 

„ Profit and Loss Appro- 




priation Account 

2,310 


;i 3 .z 55 


^3.255 





Dr. 

Taxation 

Cr. 


£ 


£ 

To Preference Dividend 

945 

By Debenture Interest 

1,012} 

„ Provision c/d 

13,400 

„ Preference Dividend . . 

„ Debenture Interest 
,, Profit and Loss Appro- 

945 

1,012^ 



priation Account 

11,375 


;fi 4.345 


^14.345 






^ Excluding ^12,000 provision in respect of previous year's profits. 
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Published Accounts. The annual accounts sent to the members 
and debenture-holders of a company will usually consist of — 

(a) Balance Sheet ; 

(b) Profit and Loss Account (and Appropriation Account) ; 

(c) Auditors' Report; 

(d) Directors' Report. 

Usually the notice convening the Annual General Meeting is sent 
with the accounts and in most cases a copy of the Chairman's 
Speech or Statement is attached. 

No two sets of accounts are exactly alike, and the student should 
take every opportunity of studying the published accounts of 
public companies. 

(а) Balance Sheet. This will follow the form shown in the 
illustrations on pages 952 and 955, although in the latter (Sellers 
Ltd.) there would be less detail under Current Assets and Current 
Liabilities (e.g. Trade Creditors, Sundry Consignors, Directors’ 
Fees and Rent accrued would appear as one item “creditors and 
accrued charges"). The rule to follow is to set out the facts as 
neatly and concisely as possible, subject to showing separately such 
information as is required by the Act. 

(б) Profit and Loss Account. Only a short account is required 
giving the information laid down in the Act. Thus, there will usually 
be no detailed Trading or Profit and Loss Account; the published 
account will commence with “Profit on Trading for the [year]" to, 
which will be added Dividends, Interest and other non- trading 
receipts (e.g. Transfer Fees) and against which will be debited 
Depreciation, Debenture Interest, Directors' Emoluments, Taxation 
and any other information required by the Act (e.g. Auditors’ 
Remuneration if not voted in general meeting) or of a non-trading 
or exceptional nature. In the illustrations on pages 951 and 954 
the accounts have been balanced off to indicate the parts which 
would normally be published. 

(c) Auditors’ Report. The matters to be included in the Auditors' 
Report have already been indicated on page 774. Where there are 
no group accounts and no qualification is necessary, the following 
standard form may be used : 

Eeport of the Auditors to the Members vf AB, Ltd. 

We have obtained all the information and explanations which to the 
best of our knowledge and belief were necessary for the purposes of our 
audit. In our opinion, proper books of account have been kept by the 
company so far as appears from our examination of those books (and proper 
returns adequate for the purposes of our audit have been received from 
branches not visited by us). We have examined the above balance sheet 
and annexed profit and loss account which are in agreement with the books 
of account (and returns). In our opinion and to the best of our information 
and according to the explanations given us the said accounts^ give the 
information required by the Companies Act, 1948, in the manner so required 

^ Where material information is given elsewhere (e.g. in the Directors' 
Report) reference should be made thereto. 
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and the balance sheet gives a true and fair view of the state of the com- 
pany’s affairs as at . , and the proht and loss account gives a true 

and fair view of the profit (loss) for the (year) ended on thc-t date. 

(r^) Directors' Report. An example appears on page 772. 

(e) Notice convening the Annual General Meeting. A typical 
notice might be as follows — 

Notice is hereby given that the Nth Annual General Meeting of the Com- 
pany will be held at on . ig.., at a.m. 

to receive the Company's accounts for the year ended and 

the Reports of the Directors and Auditors thereon, to confirm and declare 
dividends, to fix the remuneration of the Auditors, and to transact other 
ordinary business of the Company. 

A note is also required under Sect. 136, Companies Act, 1948 to 
the effect that 

Any member of the Company entitled to attend and vote at the General 
Meeting may appoint a proxy (who need not also be a member) to attend 
and vote instead of him. 

Reference should be made to the 8tli Schedule to the Companies 
Act, 1948, the contents of which are given on pages 786 to 800 for 
general provisions as to the Balance Sheet and Proht and Loss 
Account. Most of these matters are either self-explanatory or have 
already been illustrated. The following, however, are matters which 
may cause difficulty to the student — 

(i) Assets. These will normally be divided into Fixed, Current 
and Fictitious (the latter covering Preliminary Expenses, etc.). 
Certain assets may be either fixed or current depending on the facts 
of a particular case (e.g. Investments). Other assets may be regarded 
as neither truly fixed nor current, in which case they may be grouped 
separately (e.g. Interests in Subsidiary and Associated Companies 
are often shown separately between Fixed and Current Assets). 

The normal way of showing fixed assets is at cost (or, if standing 
in the books at a valuation, at that valuation) less accumulated^ 
depreciation. If these cost or valuation figures cannot be obtained 
without unreasonable expense or delay in respect of any item, the net 
(written down) amount at which it stands in the books at ist July, 
19418 (or the company's prior accounting date) may be substituted 
as if it were a valuation made at that date. 

For each type of fixed asset, therefore, there may be shown, under 
an appropriate heading (e.g. Plant and Machinery), one aggregate 
figure of cost and valuation (including where applicable the net 
book amount "valuation") less aggregate depreciation to date. 
Illustration. 

i £ 

Plant and Machinery — partly at cost, partly at inde- 
pendent valuation in 1940, and partly at the net 
amount standing in the Company's books at ist July, 

1948 ......... 150,000 

Less accumulated Depreciation .... 70,000 

80,000 


^ I.e. since date of acquisition or valuation. 
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In certain cases such a presentation may not give the "true and 
fair view'' required by the Act and it may be considered preferable 
to give more detail as follows, but in this event it must be remem- 
bered that for assets under each heading there must be shown the 
aggregate of [a) cost and valuation and (t) depreciation — 

Plant and Machinery : £ £ £ 

At cost less depreciation 150,000 50,000 

At the net amount standing in the Com- 
pany's books at 1st July, 1948, less sales 
and depreciation .... 70,000 lo.ooo 

^220,000 /6o,ODO /i6o,ODO 

Where there are several headings under Fixed Assets with con- 
siderable detail in each, it is often preferable to show on the face of 
the Balance Sheet only the final figures for each heading and to 
give the necessary details in a schedule attached to it. 

(2) Taxation. Profits Tax on the current profits and any amounts 
outstanding for Income Tax, Profits Tax or E.P.L. on previous 
accounts will appear under Current Liabilities. Income Tax on the 
current profits (in normal cases, when the assessment is on a "pre- 
ceding year" basis) is not strictly a liability at the Balance Sheet 
date. It should not, therefore, be classified as a Provision or 
Liability, but as a Reserve, and be either included with the aggregate 
of other reserves or shown separately. Taking the latter view, some 
accountants show it as a separate heading between Reserves andt 
Provisions as "Amount set aside for United Kingdom Income Tax 
1953-54" (c.g. in a Balance wSheet at 31st December, 1952). The basis 
on which the amount set aside has been computed must always be 
indicated.^ 

(3) Directors’ Emoluments. The information to be given is laid 
down in Sect. 196 of the Act (see page 795). In the normal simple 
case the item may be shown as follows — 

Directors* Emoluments: or Directors' Emoluments: 

Fees ... as Directors 

Salaries and Com- as Executives . 

mission 

Where considerable detail has to be given the matter is probably 
best dealt with in a note, often in tabular foim as follows — ^ 

The aggregate amounts paid by the Company (and its subsidiaries) to 
or in respect of the services of the Company's Directors were — 

Directors with Other 

Executive Duties Directors Total 

Fees ... — — — 

Other Emoluments . — — — 

Pensions . . — — — 

^ In certain cases consideration must be given to the treatment, both in 
Profit and Loss Account and Balance Sheet, of Profits Tax Non-distribution 
Relief and the future liability which may arise therefrom (see Notes on the Treat- 
ment of Profits Tax xn Accounts published by The Institute of Chartered 
Accountants in November, 1955). 
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The modem trend in published accounts is to give as much material 
information as possible in as clear a way as possible. Many companies 
have experimented with new methods of layout and presentation 
in an attempt to make the accounts more easily understood by the 
general public, e.g. "cutting the cake" illustrations to show what 
proportion of the company's revenue has gone on purchase of 
raw materials, wages, dividends, taxation, etc.; the use of "con- 
versational" language, and so on. For examination purposes the 
student is advised to keep to tlie more usual methods of drafting the 
Balance Sheet and Accounts, remembering that whatever method of 
presentation is adopted, they must be clear and lucid and give a true 
and fair view and, of course, comply with the Companies Act. 

A further illustration will be found at the end of the next chapter, 
incorporating presentation of group accounts. 

SECTION (H) DIVIDENDS 

A dividend is a division of the profits of a company amongst the 
members. A dividend cannot be paid unless there are (i) profits 
and (2) a "declaration." 

A dividend may be classified from different aspects- - 

(1) "Time, " i.e. interim or final. 

(2) "Priority," i.e. preference, ordinary, deferred. 

(3) "Amoimt, " i.e. fixed rate or fluctuating. 

(4) "Form, "i.e. — 

[a] Cash. (c) Bonus. 

(&) Scrip or specie. (d) Subject to tax; free of tax. 

(5) "Sanction," i.e. where a dividend may be paid on declara- 
tion by directors, or where, as is usual with ordinary dividends, 
the sanction of the company in general meeting is required. 

The following points are essential to a proper understanding of 
accounting treatment of dividends — 

(i) [a) An interim dividend may be paid if in the hona fidt 
opinion of the directors such a payment is justified, subject to any 
contrary provision in the Articles. If Table A has been adopted. 
Clause 115 authorizes such a payment. At any time before its 
payment, an interim dividend may be cancelled. 

(6) A final dividend on shares, other than on those carrying a 
fixed rate (usually preference shares) may be recommended by 
the directors, but must be sanctioned by the company in general 
meeting. 

Position of Preference Shares. Directors are not compelled to 
pay dividends of any kind. It is within their reasonable discretion 
(subject to the Articles) to build up adequate reserves. If Clause 
117 of Table A has not been excluded, the directors may, before re- 
commending any dividend, set aside out of the profits of the com- 
pany such proper reserves for meeting contingencies or for equalizing 
dividends, or for any other proper purpose, invested inside or out- 
side the business, as they think fit. 
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(2) Even though a share is a preferred or preference share, it 
carries no right to a dividend (unlike debenture interest) unless the 
prohts have been earned and the directors or the company sanctions 
the payment. The right is not an absolute one : it is at best relative. 
It merely ensures that a holder of such a share is to be paid a 
dividend in priority to those holding shares of a lower grade ; but 
unless the share is a ^ cumulative preference share, such right of 
priority is confined to the particular year under consideration. 
Hence a non-cumulative preference share carries no right to have 
previous years' omissions made good. Thus, if a company has 
paid no dividends during a period of, say, four years followed by a 
successful year, the preference shareholder will obtain priority only 
for the current year’s dividend, even though the fifth year’s profits 
are more than sulficicnt to make up for the "dividendless” years. 
If, however, the preference shares are cumulative, the holder w 
entitled to receive not necessarily five years’ dividends, but to 
prevent any dividend being paid on a lower grade share unless and 
until the whole of the five years’ dividends are paid to him. Yet, 
despite this very valuable privilege, the participation in profits is 
merely a dividend, and becomes an enforceable debt against 
the company only upon its declaration and, where required, 
after the sanction of the company has been given. 

(3) With regard to amount, except that a “fixed” class is re- 
stricted to the fixed rate, the quantum of the dividend is dependent . 
upon the amount of profits, after making suitable provision for ‘ 
depreciation, taxation, sinking fund contribution, if necessary, 
the financial resources of the company, the general business condi- 
tions ruling, and the normal business requirements of the company. 

Position of Partly-paid Shares. The position of partly-paid shares 
is, as regards dividends — 

{a) The dividend is payable on the nominal, caUed-up, or paid-up, 
amount, according to the provisions of the Articles. 

(6) If no provision thereon is contained in the Articles, and 
Table A provisions relating to dividends have not been excluded, 
and therefore by implication included, the dividend is to be based 
upon the paid-up amount according to dates paid, and calls in 
advance whilst bearing interest are not to be included for such ^ 
purpose. 

(c) If the Articles are silent on the matter and the appropriate 
provisions of Table A have been excluded, the basis of the dividend 
is the NOMINAL amount of the share. 

{d) The question whether holders of newly issued shares may 
receive current dividends depends upon the terms of issue, the usual 
practice being to preclude a payment of a dividend in respect of 
profits arising in the financial year of issue, but to allow interest on 
the amounts paid up within the year, although should the issue be 

^ A preference share is prima facie cumulative, unless the articles either 
state otherwise or are repugnant thereto. 
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made very early in the financial year the terms usuaUy permit the 
shares to rank for dividend on the full amount paid — as if paid at 
the commencement of the year. 

(4) The dividend may be paid — as is usual — by cash (in practice 
by dividend warrant), but the company may efistribute another 
form of asset, viz. shares it holds. In this connection it is necessary 
to observe two very important matters : {a) the company actually 
distributes some sort of assets, thus diminishing them to the extent 
of the dividend ; (&) a member is entitled to be paid cash, unless the 
Articles otherwise provide. 

' This distribution must be very clearly differentiated from the 
BONUS Share dividend — commonly called the capitalization of re- 
serves. It would, it may be mentioned, be much more accurate to 
describe the procedure as the capitalization of reserves and profits. 
This matter receives consideration on page {/)(). 

Dividends “Free of Tax.” Much confusion exists concerning " free 
of tax” dividends, and attempts are frequently made to justily a 
differing treatment in the Profit and Loss Appropriation Account, 
according to the mode of expressing the dividend. Apart from 
exceptional circumstances, the dividend must always be a portion 
of profits after due provision has been made for payment of 
income tax on the company's profits, so that the recipient of a 
"free of tax” dividend docs not escape the incidence of taxation; 
not only will he include the dividend received at "gross” in his 
Income Tax Return, but the difference between the gross and the 
net amount recciv cd is available for an income tax repayment in 
proper circumstances, just as if the dividend were expressed to be 
paid in the ordinary way. 

Further, the principle applies with equal force to all dividends, 
preference or ordinary, fixed or fluctuating, except that in the case 
of fixed rate dividends a payment on a "free of tax” basis must be 
duly authorized, as a payment of, say, 5i per cent "free of tax” is 
a payment of 10 per cent (subject to tax at 9s. in £) ; but as ordinary 
dividends are not fixed (so long as the company in general meet- 
ing sanctions it, and not being otherwise invalid), any amount may 
be paid and any form of expression used. 

A "free of tax” dividend is in reality a dividend at a higher rate 
than one expressed at the same rate subject to tax : thus, a 10 per 
cent dividend will suffer tax of 9s. in the £, i.e. 4^ per cent, leaving 
the net dividend at 5J per cent ; so that 10 per cent subject to tax 
is (at the ruling rate of tax) precisely the same as 5^ per cent 
"free of tax,” and in every respect such a dividend should be treated 
in the same way, both in the accounts of the company paying the 
dividend and in those of the recipient, the usual practice being to 
show dividends "net” in the accounts of the former and "gross” 
in those of the latter. 

As a further manifestation of the importance of this principle, 
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Sect. 199 of the Income Tax, Act 1952^, requires to be shown on every 
dividend warrant the "gross,"' tax, and "net.” 

Illustration. Assume X is a shareholder holding loo shares of 
£i each fully paid in a company which pays a dividend of 22 
per cent free of tax. The dividend warrant will show the dividend 

thusr— £ S. d. 

Dividend on 100 Shares of /i each fully paid at the rate 

of 40% per annum . . . 40 o o 

Less Income Tax at gs. in the £ . .1800 

Net payment, equivalent to 22% free of tax . £’22, o □ 


Treatment of dividends in accounts will be dealt with under three 
headings ; [a] Cash dividends ; (6) Bonus Share dividends (see page 
966) ; and (c) Scrip dividends (see page 974). 

Cash Dividends 

As the modern practice is to enter dividends net, i.e. after deduc- 
tion of Income Tax or the actual if "free of tax,” the entries in the 
books of account are — 

(1) Debit Profit and Loss Appropriation Account. 

Credit Dividend Account with the net amount. 

(A separate Dividend Account will be opened for each class of shares.) 

(2) Debit Dividend Account. 

Credit Cash (or, in practice, Bank) with the net amount paid. 

Considerable care must be exercised in reading the question con- 
taining a dividend declaration, because of the various modes of 
expression, thus — 

If the interim and final dividends are ii per cent and 22 per cent 
respectively, both free of tax (9s. in the £), they may be expressed 
as follows — 


(i) 11% free of tax actual and 22% " free of tax " actual 
33% “ free of tax.” 


(2) 20% .'subject to tax actual and 40% subject to tax actual 
- 6 d% subject to tax. 


(3) At the rate of — 

22% ” free of tax ” for the half-year, and 
44% " free of tax ” for the half-year 


33 % ” free of tax.” 


(4) At the rate of — 

40% subject to tax for the hall-year, and 
8o% .‘Subject to tax for the half-year j 


= 6o% subject to tax. 


Although the usual practice is to declare dividends consistently, 
that is, both interim and final dividends, subject to tax or ” free of 
tax,"" and both actual or "at the rate of,'" the above dividends 
might be expressed thus — 

(5) At the rate of — 

40% subject to tax for the half-year, and 22 % "free of tax ” actual. 

When the final dividend is declared, confusion is likely to arise 
^ Formerly Sect. 33, Finance Act, 1924. 
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unless the declaration is read with the interim dividend thus — 

(1) A final dividend of 22 per cent "free of tax" actual, making 
with the interim dividend of ii per cent "free of tax" actual, 33 
per cent " free of tax " for the year : these expressions are perfectly 
clear, but the same final declaration might read — 

(2) A final dividend of 22 per cent " free of tax" actual, making 
with the interim dividend at the rate of 22 per cent per annum "free 
of tax" for the half-year, 33 per cent “ free of tax " for the year ; or 

(3) A final dividend at the rate of 44 per cent per annum, making 
with the interim dividend of ii per cent '* free of tax " actual (or at 
the rate of 22 per cent per annum '* free of tax " for the half-year), 
33 per cent " free of tax " for the year. 

Illustration. The issued share capital of Robot, Ltd., is — 

ID, 000 6% Preference Shares of each fully paid. 

20, ODD Ordinary Shares of each fully paid. 

io,oDO Ordinary Shares of each, iGs. called and paid. 

4,0DD Deferred Shares of 25. 6d. each fully paid. 

The company has £4,800 to the credit of Profit and Loss Account on 
31st December, 1953. The preference dividend was paid on 31st 
December, 1953, and the directors proposed a dividend of 

10% on the Ordinary Shares, and 

40% ■' free of tax " on the Deferred Shares 

duly SANCTIONED by the company in general meeting on i6thFeb., 
1954, the dividend warrants being posted on i8th February, 1954. 
Table A (so far as it relates to dividends) has been adopted. 
Show Profit and Loss Appropriation Account, ignoring any 
matters relating to previous dividends, taking tax at 9s. in the £. 
Ignore Profits Tax. 

Df. Profit and Loss Appropriation Account ^ Cr. 

195^ 

DBC.31 Td Pipference Dividend 
Income Tax) 

1954 

Feb.iG „ Ordinary Dividend 

(Zi-ss Income Tax) . 

,, Ordmarv Dividend 

{less Income Tax) . 

„ Deferred Dividend 
(free of tax) 

iH ,, Balance . r/d 


Participating Preference Shares. There are innumerable ways of 
participating in the profits of the company, particularly where a 
share, although preferential as to dividends — with or without being 
cumulative — also carries a right to a further dividend ; thus 

^ Alternatively, all dividends may be shown as paid and proposed respec- 
tively at 31st December, 1953, the subsequent entries being made in Dividend 
Accounts. 
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Beauchamp Pellets, Ltd., may have participating preference shares 
— cumulative to 8 per cent, with the right to have a further 2 per 
cent maximum n on-cumulative — if and when the ordinary shares 
have received 10 per cent dividend. 

Illustration. Assume that the profits are 3^6,000 and there are 
20,000 B per cent cumulative participating preference shares, with 
participating right to 2 per cent after the payment of a dividend 
of 10 per cent on the ordinary shares (15,000) : all fully-paid £1 
shares. The preference dividends are paid half-yearly. 

Show Profit and Loss Appropriation Account, taking income tax 
at gs. in the £. 

Dr. Profit and Loss Appropriation Account Cr. 




£ 



£ 

To Dividend on 2d,0od B% Pre- 



By Balance, being net Profit for 



fercnce Shares for Half-year 
to Income Tax) 


440 

Year . . . . 

b/d 

6,000 

„ do. do. do. 


44D 




„ Dividend on i^.ood Ordin.iry 





Shares at id% per annum 
Income Tax) 


825 




,, I’articipating Dividend on 






ao.ooo B% Preference Shares 






at 2% {less Income Tax) 


Z20 




,, Taxation . . , . 


? 




,, Balance^ . . . . 

c/d 

? 






7 



£6,000 




By Balance .... 

b/d 

7 


[The above dividpnds would be transferred to Dividend Account in the usual way.] 


Illustration. If the foregoing participating right attached to prefer- 
ence shares (£20,000) is, say, 50 per cent of the dividends received by 
the holders of ordinary shares (£15,000) over and above 10 per cent, 
and the ordinary dividend is 20 per cent, then the latter would be 
£3,000 gross ; and the extra dividend to the preference shareholders 
3I per cent — that is, half of the excess the ordinary shareholders 
receive over 10 per cent. As they receive zo per cent (£3,000), the 
"excess" dividend is 10 per cent (£1,500), of which the preference 
shareholders receive half (£750), which expressed in terms of a 
percentage is 3I per cent (£750 = 3^ per cent of £20,000). It is 
important to observe that the preference shareholders obtain half of 
such surplus and fwt a dividend of half the excess rate, which would 
be 5 per cent instead of 3} per cent. Income tax will be deducted 
from the dividends on payment. 

Bonus Share Dividends 

Where a company has accumulated a large Reserve out of profits, 
instead of distributing such profits by way of cash dividend, it may 
distribute bonus shares^ in respect of a part or all of such reserve. 

^ The balance cannot be determined in the absence of the disclosure of 
the liability for taxation. 

■ Subject to Capital Issues Committee consent if more than £50,000 in 
any one year. 
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Apart from the fact that a capital profit not realized is not 
available for a cash distribution, there are many circumstances 
preventing or rendering undesirable an actual distribution of cash 
or other assets by way of dividend. 

(1) In a private company, if all the members are really "work- 
ing partners,” the earnings may be used, provided all the legal 
requirements are carried out, to increase the remuneration of such 
members, so as to obtain the benefit of earned income allowance for 
income tax, as the profits of the company are considered as un- 
earned and on these no relief for earned income can be claimed. 

(2) In all cases, consideration must be given to the liquid posi- 
tion of the company, not only as at the date of the intended divi- 
dend, but in the near future. Installation of new machinery and 
extension of works may be required, in addition to other possible 
calls upon the liquid funds of the company; whilst the present 
assets may be "frozen,” e.g. in fixed assets, most of which, owing 
to changing fashions, may have to be scrapped to meet the changed 
circumstances — radio concern changing over to television — large 
sums may be locked up in " Shares in and Loans to Subsidiary Com- 
panies”; large stocks, which technically are comparatively liquid 
assets, may be held on a falling market. Proposed changes of a 
fiscal nature may necessitate larger “cash reserves,” thus constrain- 
ing the company to keep its cash intact ; it being an elementary 
maxim that no borrowing should be made in order to pay a dividend. 
Again, a sinking fund set aside for debenture redemption represents 
undistributed profits, although the investment against it may have 
been sold and utilized to redeem the debentures, so that a bonus 
dividend may well be made from the sinking fund now "free.” 

BONUS SHARES 

Advantages and Disadvantages. The advantages and disadvan- 
tages of an issue of bonus shares arc briefly summarized (a) as 
regards the company, and (6) as regards the shareholders. 

[а) The Company’s Viewpoint, (i) Profits can be distributed 
without any distribution of the company’s assets, or reduction of the 
additional working capital created by those profits. 

(2) If dividends are not largely increased, the distribution of profits 
over a larger number of shares will reduce the rate of dividend paid. 
This may be considered expedient to conceal from workers the fact 
that high dividends are being paid, or to bring the rate more into 
line with capital employed in the business. 

(3) If the company is to maintain the same rate of dividend it 
must earn larger profits, unless it modifies its reserve policy. 

(б) The Shareholder's Viewpoint, (i) No surtax is payable on a 
bonus share distribution. 

(2) Unless the company makes increased profits, the fall in rate 
of dividend or depletion of reserves will cause the market price 
per share to fall — though the total value of the larger holding may 
be greater. 
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(3) Speculative dealings in the shares may be caused. 

(4) The profits may be distributed in the form of bonus deben- 
tures, and subsequently redeemed in cash by the company, thus 
not attracting sur-tax in the hands of the members but attracting 
Profits Tax on the "distribution." However, Sect, zi, Finance Act, 
192Z, Sects. 31 and 32, Finance Act, 1927, Sects. 19 and 20, Finance 
Act, 1936, Sect. 14, Finance Act, 1937, -Sects. 13-16, Finance Act, 
1939 (now included in Sects. 245 to 264, Income Tax, Act 1952), provide 
that certain companies which have not within a reasonable time of 
the end of their financial year distributed a reasonable part of their 
profits in such a way as to render such profits liable to be included 
in the sur-tax assessments of the members, may be assessed for 
sur-tax thereon by the Special Commissioners. 

(5) If the Bonus is applied in reducing or extinguishing the 
uncalled Capital (e.g. making shares of £1 each, 15s. paid into fully 
paid £1 shares) there is a distinct tangible benefit to the shareholder. 

A bonus share dividend is merely a book entry effected by a 
transfer from General Reserve^ or Profit and Loss Appropriation 
Account to Share Capital — each shareholder receiving a share cer- 
tificate proportionate to his holding — instead of cash. Thus if the 
share capital is jf8.ooo in fully-paid ordinary shares of £1 each and 
£3,000 is transferred thereto, each shareholder will have the right 
to an allotment of three new shares for every eight old shares. He 
is usually given the option of taking up the shares or selling his 
right of allotment to another person, that is, "renouncing." 

As shareholders are entitled to CASH dividends, the sanction of 
the Articles or special resolution is required for any dividend other- 
wise than in cash, whether it is [a) an actual distribution of other 
assets; or (&) a "notional" distribution by way of a bonus share 
dividend. Income tax is ignored in a bonus share dividend. 

Where necessary, fractional certificates or cash must be available 
if the proposed distribution will involve (as it almost invariably 
does) giving a fraction of a share to a shareholder; thus in the 
example just outlined, where three new shares were distributed for 
eight old, a shareholder may be a holder of 50, so that he is en- 
titled to X 3 shares = i8| shares. He would be allotted 18, 
and given a fractional certificate for three-quarters ; or the company 
may agree to purchase for him a fractional certificate of one-quarter 
(or more likely ij to make his holding a "round" figure) or sell the 
fraction of three-quarters at market price. (See page 993.) 

Unless the bonus involves the disclosure for the first time of a 
hidden or secret reserve, there is no monetary gain to the share- 
holder. The price of the share is based upon earning power, and 
consequently the mere book entry is, as such, not a magic wand to 
augment the resources of the company or its earning capacity; 

^ Provided that the full amount of the refund had been properly used, the 
Capital Reserve created by the receipt of E.P.T. Post-war Refund could be capi- 
tahzed for the purpose of an issue of bonus shares (but see page 543). 
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and the original holder of 50 shares, now increased, say, to 70, 
will, just as before, be entitled only to his share of distributable 
profits. Thus his yute of dividend on his 70 will be less than that 
on his original 50- Hence the market price per share, seeing that 
it yields a lower rate, will tend to decrease proportionately. By 
the issue of bonus shares there is a larger book capital laying claim 
to the earnings of the company. In many instances the position 
of a shareholder is likely to be prejudiced, because his holding of 
50 shares may become 55 (e.g. in a for 10 distribution), the 
total value of which wiU be the same as his original 50, but in the 
market the holding becomes an odd lot ” and may, as a consequence, 
fetch a lower price than a round number like 50. Even if he sells 
50, he is still left with five, which is an ” odd lot.” 

It may be necessary to increase the nominal capital to cover 
the bonus shares issue, e.g. if the issued share capital is ^10,000, 
the bonus share dividend 6,000 £i fully paid shares and the nominal 
capital £13,000, it will be necessary to increase the latter and pay 
capital duty of los. per cent on £3,000. 

Book-keeping Entries 

Upon sanction of the dividend — 

(1) Debit Profit and Loss Appropriation Account [or Reserve]. 

Credit Bonus Share Dividi*ud Account. 

Upon the issue of the .shares — 

(2) Debit liouus Share Dividend Account. 

Credit Sliare Capilal Accoum 

In addition, the return of allotments mu-^t be filed with the 
Registrar of Companies; certificates issued; the Register ol Mem- 
bers adjusted; and the appropriate minutes recorded. Tlie Balance 
Sheet and the Annual Return will show the amended share capital. 

Illustration. X, I.td., declares a bonus share dividend (out of 
reserve) of 100 per cent, the share capital being 30,000 shares of 
£i each full}^ paid. Show Journal eiuries. 


J OURNAL 


Reserve ..... Dr. 

lo Bonus Share Dividend 

Being bonus dividend of iod% sanctioned 
by resolution ot the company in 
general meeting held [Date] 


i 

30,000 

i 

30,000 

Bonus Share Dividend Dr. 

To Share Capital . 

Being utilization of bonus dividend in 
increasing the issued share capital as 
sanctioned by the company in general 
meeting held [Date] 


3D,DDO 

3D,OOD 


The utilization of a bonus share dividend for the purpose of dis- 
charging calls on shares involves the following entries — 
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(a) If Call Account is opened — 

(1) Debit Call Account. 

Credit Share Capital Account. 

(2) Debit Profit and Loss Appropriation Account [or Reserve]. 

Credit Bonus Share Dividend Account. 

(3) Debit Bonus Share Dividend Account. 

Credit Call Account. 

(b) If Call Account is not opened — 

(i) Debit Profit and Loss Appropriation Account [or Reserve]. 

Credit Bonus Share Dividend Account. 

(z) Debit Bonus Share Dividend Account. 

Credit Share Capital Account. 

Items in italics cancel out, leaving a final result of — 

Debit Profit and Loss Appropriation Account [or Reserve]. 

Credit Share Capital Account. 

From the above it will be perceived that the balance of Profit 
and Loss Appropriation Account is reduced by the amount by which 
the share capital is increased, the latter being in the form of a 
greater sum paid up on the same number of shares already issued, 
instead of a greater number of shares occasioned by the issue of 
bonus shares. 

Illustration. Stanbury, Ltd., has 10,000 shares of £i each, 12s. 
called and paid, and after passing the necessary resolutions, 
declares a bonus dividend in the form of paying up the 8 s. uncalled 
on the shares. Show Journal entries. 


J OURNAL 


Final Call ..... Dr. 

To Share Capital .... 

Being call of 8s. a share on 10,000 shares per 
resolution of directors, vide Minute Book, 

p. . . . 


i 

4,000 

Profit and Ixjss Appropriation . Dr. 

To Bonus Share Dividend . 

Bein g bonus dividend sanctioned by resolution 
of the company in general meeting held 
[Date] 


4 ODO 

Bonus Share Dividend . . . Dr. 

To Final Call ..... 

Being utilization of bonus dividend in pay- 
ment of final call as sanctioned by the com- 
pany in general meeting held [Date] 


4,000 


Where a bonus dividend is to be applied in the issue of share 
capital at a premium, the following entries are required — 

(a) If Call Account is ope ned — 

(1) Debit Call Account. 

Credit Share Capital Account (amount to be credited). 

Credit Share Premium Account (premium). 

(2) Debit Profit and Loss Appropriation Account [or Reserve]. 

Credit Bonus Share Dividend Account. 
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(3) DMt Bonus Share Dividend Account. 

Credit Call Account. 

(6) If Call Account is not opened — 

(1) Debit Profit and Loss Appropriation Account [or Preserve]. 

Credit Bonus Share Dividend Account. 

(2) Debit Bonus Share Dividend Account. 

Credit Share Capital Account (amount to be credited) . 

Credit Share Premium Account (premium). 

Items in italics cancel out, leaving a final result of — 

Debit Profit and Loss Appropriation Account [or Reserve]. 

Credit Share Capital Account. 

Credit Share Premium Account. 

Illustration. Wycollcr, Ltd., has an issued capital of 20,000 
shares of £1 each, 17s. 6d. paid, and resolutions are passed whereby 
a bonus dividend is declared [a) to make the shares fully paid ; 
(6) to issue a further 5,000 shares of £\ each fully paid — that is, one 
for every four held — at 30s. each ; and (c) to pay a cash dividend 
equivalent to 20 per cent per annum free of tax for the year on the 
augmented capital after taking into account an interim of 8 per cent 
"free of tax” already paid (on the old caiutal). 

The company’s Articles provide for dividends on the paid-up 
capital. The profits available for dividend are ^12,000. 

Show the necessary Journal entries, employing Call Account for 
{a) only. The entries for the interim dividend are not required. 

It will be noticed that no mention is made of the nominal share 
capital, hence a very necessary preliminary assumption must be 
made and stated in the answer, viz.: "Assumed that either the 
nominal capital at the date of the resolution was at least ^^25,000, 
or it has been validly increased to that sum.” 


J OURNAL 


Final Call ..... Dr. 

To Share Capital .... 

Being, etc. 


£ 

2,500 

£ 

2,500 

Profit and Loss Appropriation Account Dr. 

To Bonus Share Dividend 

Being, etc. 


10,000 

10,000 

Bonus vShare Dividend . . Dr. 

To Final Call ..... 
Being, etc. 


2,500 

2,500 

Bonus Share Dividend . Dr. 

To Share Capital .... 

,, Share Premium .... 

Being issue of ordinary shares of £i each 
fully paid at 30s. each to the shareholders 
in the ratio of one new share for every four 
held, sanctioned by the company in 
general meeting ..... 


7.500 

5,000 

2,500 


' ;^2,5dd relates to the first part [making the partly paid shares fully paid] 
and £7,500 to the bonus issue. [The entries may bp separately recorded.] 
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Profit and Loss Appropriation Account Dr. 

To Dividend ..... 

Being final dividend, making with the interim 
dividend of 8% free of tax, 20% per 
annum, free of tax, on 25.000 shares £i 
each fully paid sanctioned by the company 
in gener^ meeting. 


£ 

3,6od 

£ 

3,600 

Dividend ..... Dr. 

To Cash ...... 

Being payment of net amount due to share- 
holders in respect of final dividend after 
deduction of tax. 


3,600 

3,600 


The final dividend is computed as follows : 


As the Total Dividend for the year is 20% (free of tax) on 

;^25,DDO, it equals ........ 5, odd 

Less Interim Dividend of^ 8% free of tax on 2d,odo shares, 

17s. 6d. called and paid [| ^0 X ;fi7,5Do] .... 1,400 

Final Dividend (i4f% actual, free of tax), or z6-iS% 

subject to tax (at gs. in ;^) . . . . = £3,6 dd 


Illustration. A company issued 25,000 7 per cent Redeemable 
Preference Shares of £l each at par. At 30th June, 19 . . , the shares 
are to be redeemed at 22s. a share, and for the purpose of assisting 
the redemption 15,000 Ordinary Shares of £i each were issued at 
par. On the above date 1,000 of the Redeemable Preference Shares 
had been forfeited for non-payment of the last call of 5s., 8oo of 
which had been reissued as fully paid for 12s. a share. The balance 
of Profit and Loss Account was £12,100 and the General Reserve 
£3,000. On the same day as the redemption took place a Bonus 
Share Dividend was declared of £12,500. 

Show the Ledger balances as on 30th June, 19. ., and the Ledger 
entries relating to the redemption of the Preference Shares, the 
issue of the Ordinary Shares, and the Bonus Shares. 

Dr. 7% Redeemable PREFEnENCE Share Capital L>. 




£ i 



1 

To Suudry Membeis 


24.,8do I 
1| 

1 By Balance 

b/d 

24,S00 


Dr. Ordinary Share Capital Cr. 


To Balance 

c/d 

£ 

37,500 


By Cash 

„ Bonus ShuTB Divi- 
dend Account 


£ 

15,000 

12A00 



£37,500 




£37,500 





By Balance 

b/d 

37,500 


^ The question does not state that the intenm was at the rate of 8 per 
cent, but a payment of 8 par cent 



Dr, 
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Cr. 



To Roaerve 


£ 

ISO 


By Balance 

bid 

£ 

150 



Dr. 

Premium on Shares Reissued 


Cr. 


Td Bonus Share Divi- 


£ 




£ 


dend . 


280 


By Balance 

b/d 

280 


Dr. Profit and Loss Appropriation Cr. 


Td Sundry Membcra— 
Premium 

„ Capital Kedemption 
RebervB I-und 


£ 

z,4Bd 

9,620 


By Balance 

b/d 

L 

12,100 



£i2.IDD 




£12,100 




1 





Dr. SuNDRV Members Cr. 


To Cash 


i 

27,280 


By 7% RodeeaiaDlr 

¥^eit.icni.B ShaiB 
Capital 

„ Proiit and Loss Ap- 
prupnatiDn Ac- 

count — Premium 
on Redemption 


£ 

24,800 

2,480 



£27,280 




£27,280 









Ur. Capitai Rfbemption Reserve Fund Cr. 


To Bonos Share Divi- 
dend Aooonnt 


£ 

9,800 


By Profit and Lobs Ap- 
propnation Ac- 
count 
„ Reserve 


£ 

9,620 

iBd 



£9,800 




£9,800 









Dr. Reserve Cr. 


Id Capital Redemption 
Reserve 1 und 

„ Bonus Share Divi- 
dend . 

„ Balance 

c/d 

£ 

iBd 

2.480 

550 


By Balance 

Forfeited Shares 

b/d 

£ 

3,000 

150 



£ 1.150 




£ 1,150 





By Balance 

b/d 

550 


Dr. 


Bonus Share Dividend 


Cr. 




2 

To Ordinary Share Cap- 



ital . 


12,500 



212,500 





By Capital Redemption 



Reserve Fnnd 


9,800 

„ Reserve 


2.420 

„ Premium on Shares 



Reissned 


280 

sizjm 
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Alternatively, the Premium on Shares Reissued Account could 
be left intact and the Reserve Account used to the extent of a 
further £z8o, bringing down the balance of £270 (instead of £550). 

Dr. Cash Cr. 


To Balance {Capital) . 
,, „ \ProfU and 

Diss) 

„ Ordinary Share Capi- 
tal Account 

b/d 

b/d 

£ 

26,230 

16,100 

13 iDOD 


By Sundry Members — 
Redemption of 

24,800 Shares of 
£1 each at aas. a 
Share 

„ Balance . 

c/d 

£ 

27,280 

28,050 



£ 55 . 33 ° 




£55.330 

To Balance 

b/d 

28,050 






Where Preference Shares have been redeemed the Capital Re- 
demption Reserve Fund may be utilized in paying up unissued shares 
(whether there has been a fresh issue of shares or not). The new 
issue of shares for cash was £15,000, so that £t),Soo must be trans- 
ferred from undistributed profits to Capital Redemption Reserve 
Fund. As the balance of Profit and Loss Appropriation Account is, 
after the charge for premium, only £9,620, a further £180 will be 
transferred from Reserve to Capital Redemption Reserve Fund, 
bringing it up to £9,800, which may now be used towards the issue of 
fully paid Bonus Shares of £12,500, the difference of £2,700 coming 
from Reserve £2,420 and Premium on Shares Reissued £280. 

The balance on Forfeited Shares Account may be transferred to 
reserve, there being no possibility of the issue of the remaining 200 
Preference Shares. 

The opening balances are in italics, the redemption entries in 
ordinary type, and the Bonus Share entries in heavy type. 

The Cash Account is inserted to assist the student in balancing 
the accounts. 


SCRIP DIVIDENDS 

Financial companies frequently distribute dividends in the form 
of shares or debentures in other companies received for under- 
writing or for placing shares. The dividend will be paid "free of 
tax." 

As has been mentioned previously, a member of a company is 
entitled to be paid in cash, unless the articles as originally framed 
or as altered by special resolution state otherwise. (Hoole v. 
G.W.R . : Wood v. Odessa Waterworks Co.) 

Book-keeping entries are — 

(1) Debit Profit and Loss Appropriation Account [or Reserve]. 

Credit Dividend Account (or Scrip Dividend Account), 

(2) Debit Dividend Account (or Scrip Dividend Account). 

Credit Investment Account. 

A practical difficulty arising in scrip dividends is the apportion- 
ment of the investments distributed amongst the shareholders and 
the consequent trouble in dealing with the fractions. 
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If there is a book profit on the distribution (e.g. ^ £io dividend is 
distributed by scrip of lo shares of £i each where less than par or 
at a premium over cost), such profit should be transferred to Invest- 
ment Reserve, unless all the investments have been distributed or 
sold ; or if not, so much as is required to revalue the remaining shares 
at nil. 

A Capital Reserve may be used to issue shares, but not to distribute 
assets, whether Cash or Investments or any other form of assets. 

Illustration. The Balance Sheet of Investments, Ltd., is — 


Balance Sheet as at 


Issued Capital — 


Sundry Assets . 

£ 

IID,D0D 

1 On, ODD Ordinary Shares 
of each (fully paid) . 

lOD.DDO 

12,500 Shares in X, Ltd. at 
Cost .... 

25,000 

Profit and Loss Account 

35 , ODD 


;fl 35 ,DOD 


It is resolved at the general meeting that a “free of tax” dividend 
of 20 per cent be paid, to be satisfied by the issue of lo.ooo shares in 
X, Ltd., at the market value of £2. Assume that the cost of the 
shares is £2. each. Show Journal entries and write up the Investment 
Account in the books of Investments, Ltd., to give effect to the 
foregoing resolution. State the number of shares in X, Ltd., dis- 
tributed to the holder of ten ordinary shares in Investments, Ltd. 


J OURNAL 



Profit and Loss Appropriation . . Dr} 

To Scrip Dividend .... 

Being dividend of zo% "free of tax'* sanc- 
tioned as per resolution dated 


£ 

20,000 

£ 

20 ,o 0 D 


Scrip Dividend .... Dr. 

To Shares in X, Ltd. .... 
Being satisfaction of the dividend by transfer 
□f 10,000 fully paid shares in X, Ltd. as per 
resolution dated 


20,000 

20,000 


The effect of the dividend is that every holder of ten ordinary 
shares in Investments, Ltd., will receive one share in X, Ltd. 

The Investment Account will be as follows — 

Dr. Shares in X, Ltd. Cr. 




Nominal j 

Capital 



Nominal 

Capital 

To Baluice 

b/d 

L 

12,500 

1 

25,000 

By Dividend 
,, Balance 

c/d 

£ 

10,000 

2,500 

£ 

20,000 

5,000 



£12,500 

£25,000 



£12,500 

£25,000 

To Balance 

b/d 

2,500 

5,000 
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In the case of a scrip dividend, the company may have a profit or 
loss on book value, as the transaction may be looked upon as 
analogous to a sale, inasmuch as the dividend (being a liability) is 
discharged by the transfer of shares. It is usual, however, to credit 
the profit, if any, to Reserve, and to charge any loss to Profit and 
Loss Appropriation Account or Reserve. 

Illustration. Where a Loss. In reference to the preceding illus- 
tration, assume that all the shares were distributed in satisfaction of 
the dividend at a value of £1 12s. a share. The Journal entries are 
similar to those above. The distribution will be on the basis of one 
share for every eiglit held in ordinary shares of the company. The 
Investment Account will be as follows — 


Dr. Shares tt>t X Ltd. Cr. 




Nouuual 

Capital ,| 1 1 

Nominal 

1 Capital 

Tn Balance 

b/d 

£ 

12,500 

^ 1 
25 , 001 ) 1 

By Dividend AcL-ount. 
,, Probt aud Loss 
AppropriaLlon 
AcLDunt for Re- 
serve! ^ 

i 


£ 

l2,5DO 

! £ 
20,000 

5 , ODD 

£12.500 

£25,000 

£12,500 

£25,000 






Arrangements will have to be made in respect of fractional shares. 
Illustration. Where a Profit. The share capital of a company is' 

40.000 shares of £1 each, 15s. paid. A dividend is paid in the form 
of shares held by the company as an asset, shown in the books as 

5.000 shares of £l each fully paid at cost price (2zs.). The present 
value of the shares is 30s. a share, and a 10 per cent scrip dividend 
is paid. Table A is adopted, and the necessary resolution in respect 
of the dividend has been passed. Show l.edger x\ccounts. 


Dr. Dividend Cr. 


1 

1 

1 i 1 


1 

To Shares in 

... Ltd.l 

1 

By Profit anil Lose Appro- 


1 at 3DS. each . 

■ 1 


priatino AixiJUijt[or Kp- 

1 

1 

1 

1 

1 3,000 || 

serve] .... 

1 

1 


Dr Shares in Ltd Cr 




1 Nominal 

1 

Capital 

1 i 


Nominal 

Capital 

To Balance 
„ Reserve — Profit on 
Appropriation of 
Sharei to Divi- 
dend 

b/d 

£ 

5,000 

£ 

5,500 

8 dd 

By Dividend Acooimt . 
,, Balance 

c/d 

£ 

2,000 

3,000 

£ 

3,000 

3,300 



£ 5,000 

£6,300 



£5,000 

£6,300 

To Balance 

b/d 

3,000 

3.300 

1 





^ l.e. loss of Bs. a share on 12,500 shares [difference between “sale" 325. 
and cost 409.]. 
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Dr . Keserve Cr 

i I il P I ^ 

_ _l _| y II I By Shares in,. .Ltd* .| Boo 

Dividends accruing on the investment and transfer costs are 
ignored. If the company agreed to pay such costs, the amount 
thereof would be charged to the reserve. 

The three relative positions in regard to dividends may be thus 
shown. 

Illustration. Balance Sheet 

Sundry Asatits . . 7, odd 

Investments . 5, odd 

Ca.5h 5, Don 

;tl7,DOD 

(1) Result of CASH dividend of 50 per cent — 

Bat ance Sheet 

1 

Share Capital . lo.ouo Sundr}'^ As.sets 

Profit and Loss Account Nil Investments 

Creditors .... 2,000 Cash 

llZ ODD 

_ I ’ 

(2) Result of SCRIP dividend of 50 per cent — 

Balance vShet* r 

L ~ ~ 

Share Capital iu.doo Sundry Assets 

Profit and Loss Account Nil Invcstnients 

Creditors . z.nno Cash 

;^I2,000 

(3) Result of BONUS SHARE dividend of 50 per cent (or i for z) — 

Balance Sheei 

£ ~ ^ £ 
Share Capital . . 15,000 Sundry Assets . 7,000 

Profit and Loss Account Nil Investments . 5. odd 

Creditors .... z,ood Cash .... 5,000 

/i7,DOD ^ly.ooo 


^ I.e. gain of 85. a share on 2.000 shares [diHerence between “sale" 30s. 
and cost 22s.]. 


7,000 

Nil 

5,000 

/l2,DD0 


7,000 

5,000 

Nil 

2,000 


£ 

Share Capital 10, non 

profit and Loss Account 5,noo 

Cl editors .... 2,000 

;£I7,DUL) 
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It will be observed that (3) Balance Sheet position is similar to, 
though differing in form from, the original; whilst (i) and (z) 
Balance Sheet positions show a reduction in assets of £5,000, thus 
weakening the position of creditors thereby. 

There will be stamp duty of los. per cent on £5,000 in (3) if the 
NOMINAL capital prior to the issue of bonus shares was £10,000 only. 

Obviously, the 50 per cent dividend may be composed of two or 
all the elements above, say 20 per cent in cash, 25 per cent bonus 
shares, and 5 per cent scrip dividend. 

Summary of Treatment of Fractional Shares, (a) Odd shares 
may be sold and the proceeds divided amongst the shareholders 
entitled to the fractions. 

(6) A fractional certificate may be issued conferring the right to 
a share certificate if surrendered with sufficient other fractional 
certificates to make up a full share within a specified time. 

(c) Arrangements may be made between the various share- 
holders for the purchase of the shares making up the fractions. 

(d) Fractions may be avoided by the issue of partly-paid shares, 
or shares of a low denomination. 

Dividends Paid Direct to Bankers. Recently a practice has grown 
up of paying dividend warrants direct to the banking account of 
the .shareholder (on the necessary authority of the holder being 
given). As the number of banking institutions is comparatively 
small, an important economy is effected, because one warrant will' 
be paid to each bank representing all the dividends payable to 
shareholders (on their authority) who have banking accounts with 
the particular bank, the latter “distributing” tlie amount amongst 
its various customers. 

Illustration. Thus, if a company has, say, twenty shareholders, 
and, in response to the request of the company, eighteen of them 
have signed the form of authorization enabling the company to 
pay to their bank direct ; and assuming eleven have accounts with 
Barclays (head office or branches) and seven with Midland Bank 
(head oflice or branches), the company would need to prepare four 
warrants only as follows — 

(1) Barclays (total Dividends to members banking with Barclays) ii 

(2) Midland (total Dividends to members banking with Midland) 7 

(3) Individual Mimber ....... i 

(4) Individual Member ....... i 

20 

Separate Dividend Banking Account. Where the amount of the 
dividend and numbers of dividend warrants are large, the total 
NET amount is transferred to a Dividend Bank Account, the divi- 
dend warrants being paid therefrom, the debit balance of which 
(if any) will equal the balance of unpaid dividends. After a lapses 
of a reasonable period, such an account will be closed and the 
balance transferred to the general Bank Account or to a Deposit 
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Account available for the payment of the wairants when presented. 

The entries upon the transfer of the cash to the Dividend Bank 
Account are — 


(1) 

( 2 ) 
f3) 


Debit Profit and Loss Appropriaiion Account 
Credit Dividend Account 

Debit Dividend Bank (or Banking) Account 
Credit General Bank Account 
Debit Dividend Account 

Credit Dividend Bank (or Banking) Account 


J for net dividend. 

jfor net dividend. 

\ for payments of divi- 
1 dend Warrants 


If after the lapse of a reasonable time dividend warrants are out- 
standing, tile amount is transferred back to the general Bank 
Account or to a Deposit Account, by a transfer as follows — 

(i) Debit (General) Bank or Deposit Account 
Credit Dividend Bank Account. 


When after this transfer any of the outstanding warrants are 
presented, the payment will be made out of the general Bank or 
Deposit Account, the entry being — 

Debit Dividend Account 

Credit (Gcnpral) Bank or Deposit Account. 


If and when an 3^ outstanding dividend is forfeited,^ the entries 
are — 

(1) Debit Dividend Account. 

Credit Reserve (or I’rofit and Loss Appropriation Account). 

(2) Debit (General) Bank Account. 

Credit Deposit Acrounl. 


No transfer in (2) is required if previousl}^ the un])aid dividends 
were retransferred tf) general BanJ: Account. 

Alternatively, the balance of Dividend Account may be trans- 
ferred to an Unclaimed Dividend Account, and (on forfeiture of 
dividend) tlie balance transferred to Reserve or Profit and L.oss 
Appropriation Account. 

Illustration. Warren Dawlish & Co., Ltd., has an issued share 


capital of £200,000 in ordinary shares of £t each fully paid, and 
makes up its accounts annually to 30th September. 

On 30th September, the following balances {mter alia) 


appear in the bnok.s. £ 

I’rofiL and Loss Account .... 37*35 ^ 

Dividend No. b . . - ibo Cr. 

Dividend No. 7 . . - - . 1,212 Cy. 

Unclrvimcd Dividends .... 527 Cr. 


Dividend Banking Account [i.e. Dividends 
Nos. 6 and 7] .... . 

Deposit Account — re Unclaimed Dividends . 


1,372 Dr. 
527 Dr. 


^ In the carrying out of the power of forfeiture, the Directors must act in 
a strictly constitutional manner, so that the forfeituie, which is a stricti juris 
matter, must be carried out by proper resolution of Directors or olhcrwise in 
accordance with the Articles. Striking out from the Balance Sheet of an 
amount due to a member, of itself, has no legal consequence except that its 
elimination would be equivalent to a cessation of acknowledgment of indebted- 
ness for the purpose of the Limitation Act. 
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On loth January, 1953, a dividend. No. 0 of 16 per cent "free of 
Tax" was declared for the year ended 30th September, 1952, war- 
rants being dispatched the following day. During the year ended 30th 
September, 1953, the following warrants were duly presented for 
pa3anent: Dividend No. z, £27; No. 6, £124; No. 7, £1,108; No. S, 
£31,196; and on 30th September, 1953, the balances on Dividends 
Nos. 6 and 7 were transferred to Unclaimed Dividends Account. 

Show Ledger Accounts in respect of the dividends. 

Dr. Dividends Cr. 


1 

1 


No. 6 1 

No. 7 




No. 6 

No. 7 

*953 
Sept. 3D 

To Sundries (Divi- 
dend Banking 
Arrrjuut) 

,, Uaclaiiued 
Dividpuda 
Account 


£ 

124 

36 

£ 

i,idB 

104 

1952 
Sept. 30 

By Balances 

bid 

i 

160 

i,iii 

^160 

£i,2ia 


£160 

£1,212 


Dr. Dividj£nd Nq. H Cr. 


*953 
Sppt. 30 

To Siindnes (Dividend 
Banking A.pcouuL) 

,, Balance . 

./d 

£ 

3*1*9^ 

804 

*953 
Jan. 10 

By Profit an d Loss Appro- 
priation Account 


£ 

32,000 


1 

1 

£| 

32,000 



£ 

32,000 





' 

Oct. X 1 By Balance 

b/d 

604 


Dr. Uncjatmkd Dividends Ci. 


Sept 30 

To Sundries (Dividend 
Banking Ai^count) 

,, Balance 

1 

1 

c/d 

£ j 
27 ' 

640 

1952 
Sept. 30 
*953 
Sept. 30 

1 By tialuwe . 

j ,, Dividend No. S Ac- 
1 ununL . 

„ Dividend No. 7 Ac- 
count . 

bid 

£ 

527 

36 

104 




£b 67 




£667 





Out. 1 1 

By Balance . 

b/d 

640 


Dr. Dividend Banking Account Cr. 


1952 



£ 

1953 



£ 

Sept. 30 

To Balance . 

bid 

1,372 

Sepl 3D 

Bv Dividend No. 2 


27 

, *953 





,, Dividend No. 6 


124 

Jan. ID 

,, (General) Dank Ac- 




,, Dividend No. 7 


],ioH 


counts 


32.000 


,, Dividend No. B 


3 i,igt» 

Sppt. 30 

,, Deposit Account 


27 


,, Deposit Account — 








Re Dividend No. 6 


3t» 






Re Dividend No. 7 


*□4 






,, Balance . 

c/d 

B04 



£ 

33 399 



£ 

33*399 

Oct. I 

To Balance . 

hid 

804 






l.e. 16% “Iree of tax" on 200,000 shares. 
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Dr. 


Deposit 


Cr. 


1852 

To Balance . 


I 

1953 



Sept. 30 

b}d 

527 

Sept. 30 

Bv Dividend Banking 


1953 

,, Dividend Banking 




Account 


Sept. 30 


36 


,, Palanco . 

c/d 

Account (No. 6) 

,, Dividend Banking 


Account (No. 7) 

1 

104 


1 

1 




£667 


1 


Oct. I 

To Balance 

b/d 

640 j 


1 



Notes. When the old dividend warrants re Dividend No. z are paid the 
^amount is transferred from the Deposit Account to the Dividend Banking 
Account, and the actual payment made out of the latter account and debited 
to Unclaimed Dividends Account. As the Dividend Banking Account at the 
commencement (;^i,372) is reflective of Dividends Nos. 6 and 7, the payments 
out of this Banking Account are debited to Dividends No. 6 and No. 7 Account ; 
then when the final balances thereon are “lifted” to Unclaimed Dividends 
Account there must be a corresponding transfer from Dividend Banking 
Account to Deposit Account. 

Wlienever the unclaimed dividends are written off as profit, the ameunt 
represented thereby will be transferred from the Deposit Account to the 
General Bank Account. 

Actually the company would require production and verification before 
the warrants in respect of Dividend No. 2 were paid, as such warrants would be 
considered “stale.” 

Opening entries are in italics. 

If tile payment of £2j is noL utilized out of tlie Deposit Account, the 
Deposit Account woidd be the opening balance of £527 and an “in” transfer 
of /113 instead of £140, leaving the balances the same. The method shown 
in the text is considered preferable so as to keep identified each transfer from 
Dividend Banking Account to the Deposit Account. 

Dividend Equalization Fund or Reserve. This is a reserve built 
up out of profits for the purpose of attempting to maintain a steady 
and unfailing yearly dividend. It is an internal " reserve, an appro- 
priation of profits of a voluntary nature, for a specific purpose. 
Entries in Jounial form are — 

(1) On creation of Reserve — 

I’rofil and Dd'?s Appropiiation Accouni. Dr. 

To Dividend Equalization Reserve 

(2) On utilization — 

, Dividend Equalization Reserve. Dr. 

To Dividend Account. 

(3) On payment — 

Dividend Account, Or. 

To Bank. 


SECTION (I) RECONSTRUCTIONS, AMALGAMATIONS, 
AND ABSORPTIONS 

Before proceeding with the accounting records arising out of the 
above, it is important that the precise meaning attached to the 
terms be understood. An amalgamation in its broadest conception 
means the combination of two (or more) companies into one by — 
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(1) An absorption of one concern by another, the procedure in 
which is to wind up the former (known as absorption) ; or 

(2) A formation of an entirely new company to acquire the 
separate concerns, necessitating the winding up of the latter. 
This procedure is known as an amalgamation (in its narrower sense). 

(3) The formation of a holding company to acquire the shares 
in the concerns in question, in which case not only is a new com- 
pany formed, but the constituent companies remain. 

(4) The exchange of shares of one company with those of another, 
in which case the old companies remain unchanged and, as con- 
trasted with (3), no new company is formed, the merging process 
being effected by an exchange of shares, e.g. A company acquires' 
a block of shares in B company, the latter at the same time 
acquiring a block of shares in A company. 

A reconstruction, the purpose of which will be noted shortly, 
may take the form of an internal reorganization of capital or the 
inauguration of a new company, the latter acquiring the assets and 
assuming the liabilities of the former company, the second pro- 
cedure often being designated an external reconstruction. 

The various positions may be illustrated by reference to two 
imaginary companies, A and B. 

(1) If an amalgamation takes place, there are two liquidations 
(i.e. A and B) and the formation of a new company, say, C. 

(2) If an absorption takes place, there is one liquidation (say, A) 
and no new company formed. 

(3) If an amalgamation takes place by means of a holding com- 
pany there is no liquidation, but (unless such company is already 
in existence) a formation of a new company. 

(4) If an amalgamation takes place by means of share exchange, 
there is neither liquidation nor formation involved. 

(5) If there is an external reconstruction, there is a liquidation, 
say, of A, superseded by the formation of a new company, say, C. 

There are thus — 

(1) Two liquidations and a formation = Amalgamation. 

(2) Owe liquidation and no formation — Absorption. 

(3) Ko liquidation and a formation = New Holding Company. 

(4) No liquidation and no formation = Share Exchange. 

(5) One liquidation and a formation = External Reconstruction. 

Having noted what may be called the ''mechanical" side of these 
mergers, it is necessary to remind the student of the "legal" side, 
and careful reference should be made to the subject-matter in a 
law textbook. 

The chief objects of amalgamation are — 

(1) To eliminate or minimize competition. 

(2) To pool resources, whether financial or technical, facilitating"^ 
the best utilization of staff, and development of research. 
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(3) To effect general economies in [a) production, (&) use and 
power of capital, (c) selling, (d) distribution, and (e) general over- 

Tieads through centralization and closing down unprofitable and 
redundant sections. 

(4) To create a more powerful economic unit to control markets, 
supplies of materials; to effect purchases on a larger scale and, 
consequently, at generally lower prices and on more advantageous 
terms; to combat the demands of trade unions, and to exercise 
more political influence in commercial matters, e.g. as to tariffs, 
etc. ; to create by the augmentation of the issued capital a larger 
market for share dealings and the raising of further capital. 

' The objections to amalgamations are — 

(1) Anti-social factors involving exploitation of the public, creating 
monopolistic conditions of price inflation, withholding of supplies, 
creation of artificial shortages and, in wartime, the danger to the 
State through adherence to Cartel arrangements. 

(2) Political objections from Trade Unions. 

(3) Disappearance of the small trader and therewith the loss of 
the personal element. 

(4) The danger of amalgamation of businesses which are best 
left in their present form and structure. 

(5) The possible loss of valuable goodwill through disappearance 
of tile names of old proprietors, although the utilization of the 
Holding Company will largely overcome this. 

(6) Over-centralization involving loss of control, lack of cohesion 
in management, unwillingness of directors and high executives to 
lose their "sovereignty." 

(7) Over-capitalization through the watering of capital by pro- 
moters and vendors (this applies particularly to extravagant prices 
jraid for goodwill of businesses purchased in boom periods). 

(8) Scope is given to unscrupulous promoters. 

The fact may also be mentioned that nationalization of large 
units of industry is facilitated by prior amalgamations, but this is a 
matter which depends upon the political inclination of the individual. 

Amalgamations may have substantial effects on taxation liabilities 
when they involve the technical cessation and commencement of 
businesses. This applies particularly to income tax savings following 
Vcconstructions during trade recessions. Such savings may, however, 
be offset in certain cases by profits tax distribution charges unless 
the consideration for the transfer of the trade or business consists 
wholly or mainly of shares and election can be made under sect. 
36 (4), Finance Act, 1947. 

The above objects may be reached by the operation of an entirely 
new and substituted company; or by an absorption; or by the 
formation of a holding company; or by an exchange of shares. In 
the second celsc the stronger usually takes over the weaker. 

* In reconstruction, which, as has been already stated, may be 
(a) external, involving a winding up, and a new company being 

3a— (B.aoBs) 



984 ACCOUNTANCY 

formed; or (6) internal, not involving winding up, the objects are'- 

(i) Compromise with creditors (including debenture holders). 

(ii) Compromise with members by alteration of various rights 
between each class, usually involving the writing down of the 
amount of share capital (as in a reduction of capital, which is a 
special form of reconstruction). 

(iii) The raising of further capital from members, obviously 
only where shares are fully paid, as if they are partly paid a call 
will be made in the ordinary way. 

(iv) Alteration of domicile (external reconstruction). 

(v) Alteration of Memorandum. 

(vi) Decentralization whereby mere sections, branches, or de- 
partments become self-contained units. 

It is important that the student should ob^^erve whether the 
reconstruction has become necessary or is merely advisable. A 
necessary reconstruction almost invariably involves the alteration 
of rights, or the imposition of some sacrifice, temporary or permanent, 
on both members and creditors. 

Before proceeding with the principles involved in merger and 
reconstruction operations, it may be here remarked that examina- 
tion questions in this department of accounting are very popular — 
at least with the examiners ; and a very thorough comprehension 
of the principles and rules is imperative. The questions may be 
broadly divided into two t)q)es — 

[а) The "mechanical" or mere book-keeping problem. 

(б) The "diagnosis and cure" or "accounting" problem. 

The latter problems are infinitely more difficult than the former, 
involving, as they do, not only the knowledge of the mere book- 
keeping entries, but a wide knowledge of business affairs, business 
psychology, finance, and even political and technical matters. The 
book-keeping entries will first be disposed of. 

Closing Entries on Liquidation, (i) Debit Realization Account 
with assets other than fictitious assets taken over; credit the 
individual Asset Accounts. 

(z) Debit provisions like bad debts provision (which, although de- 
ducted from assets, are crehit balances) ; credit Realization Account*^ 

(3) Debit liabilities and if taken over credit Realization Account. 
If to be paid by the company, liabilities wdl remain untransferred in 
the books, and upon payment the accounts will be debited and cash 
credited. The above term "liabilities” includes debentures. 

(4) Debit purchasing company and credit Realization Account 
with the purchase consideration, the ascertainment of which being 
frequently the most difficult part of the problem. 

(5) Debit Realization Account with expenses of realization; 
credit cash. 

(6) Debit cash, shares, or other assets paid in discharge of the pur- 
chase consideration ; credit the purchasing company. 
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(7) The balance of Realization Account will be closed by a transfer 
^to Sundry Members' Account. 

(a) If a profit : debit Realization Account ; credit sundry members. 

(&) If a loss : debit sundry members ; credit Realization Account. 

(fl) Debit share capital and credit sundry members with share 
capital. 

(g) Debit general reserve (and other accounts of undistributed 
profits) ; credit sundry members. 

(10) Debit sundry members and credit fictitious assets, including 
debit balance on Profit and Loss Account. 

(11) Debit sundry members and credit cash, shares, or other 
kssets as paid to them (according to circumstances), remembering 
that cash may already be diminished by the pa5mient of liabilities 
and expenses of realization. 

Where there are different classes of members, the transfers will 
vary according to the nature of the item and the particular rights 
of each class, so that it wiU be essential to have separate Members' 
Accounts for each class, e.g. preference, ordinary, deferred. 

The following points may arise (numbers in parentheses refer to 
the foregoing entries) — 

(1) Where cash is not taken over — and usuall}^ the arrangement is 
for the cash to be retained by the acquired company — the purchase 
consideration being accordingly diminished, no entry will be re- 
quired, the balance remaining in the Cash Book. Where certain 
assets are not acquired by the purchasing company but sold piece- 
meal, the selling company will debit them to a separate Realization 
Account in the ordinary way; or by leaving the assets untrans- 
ferred, crediting them with cash received, and transferring the bal- 
ance of each separate asset to Realization Account as representing 
a profit or loss on each asset disposed of. Where the selling com- 
pany has sufficient cash to pay creditors, the purchase considera- 
tion will usually be based on assets only. 

(2) Where debentures are to be redeemed at a premium by the 
purchasing company, the alternative methods may be — 

(a) Debit debentures; credit Realization Account, ignoring all 
considerations of premimn, as the acquired company is relieved 
-entirely of its burden, the amount of which wiU normally appear in 
the books at the nominal value. 

(&) Where the selling company receives the cash from the pur- 
chasing company, the debentures will not be transferred to Realiza- 
tion Account, as in (a), but as follows: debit Realization Account 
and credit debentures with the premium. 

Alternatively, the entries in (26) may be effected through the 
Debenture-holders' Account. 

(3) Any profits or losses connected with the discharge of liabilities 
will be (a) in case of profits, debited to liabilities and credited to 
Realization Account ; and (&) in case of losses, debited to Realiza- 
tion Account and credited to the liabilities. 
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The disposition of certain items appearing in the books of the 
absorbed company requires careful consideration. 

As will be remembered assets and liabilities taken over will be dealt 
with through the transfer to Realization Account, but such debit 
items that appear as assets will, if they are fictitious, e.g. Discount 
on Debentures, Preliminary Expenses and Profit and Loss Account 
(if the losses have exceeded gains) be transferred to the debit of 
Sundry Members, and credit items like Share Capital and Profit and 
Loss Account will be transferred to the credit of Sundry Members. 

It is, however, the items described as Reserves, Provisions and 
Funds that give the most trouble, but the principle is simple. Is the 
item a liability, or an undistributed profit (i.e. a provision or a 
reserve)? Or docs it include both? If a liability it will be either 
taken over or discharged. In the former case it will be transferred to 
Realization Account ; in the latter case it will be paid off in the 
ordinary way. If, however, the item is undistributed profit it will be 
transferred to Sundry Members. 

In addition, items which are provisions against loss or deprecia- 
tion of assets arc similar to liabilities (except that they cannot, as 
such, be taken over by the absorbing company, although the latter 
could introduce into their opening entries exactly the same provi- 
sion figure). Therefore they are equivalent to a liability no longer 
required as the assets in respect of which they were created will 
be taken over by the absorbing company, so that they will be 
transferred to Realization Account. Typical of such items are\ 
Amortization Funds, Bad Debts Provisions, Depreciation Funds, 
Leasehold Redemption Funds. 

Where items partake of both liabilities and undistributed profit, 
e.g. Workmen's Compensation Fund, that part representing liability 
will be dealt with in the way mentioned above, that is, if taken 
over will be credited to Realization, or if paid off, will be dealt with 
as for any other liability paid, i.e. credit to Cash or Bank. It is 
important to understand that items like that will have been built 
up normally as provisions for likely liabilities, and if excessive, will 
be a secret reserve, but the true nature must be ascertained and 
dealt with on a sale of the company. 

The four fundamental rules are — 

(1) If provision for a liability not required, the credit is to Realiza-' 
tion Account. 

(2) If undistributed profit, the credit is to Sundry Members. 

(3) If a "mixed” fund, the credit will be [a) to Realization 
Account as to the part representing a liability (or provision against 
loss or depreciation of an asset), and (&) to Sundry Members as 
to the part representing undistributed profit. 

(4) If a debit balance of Profit and Loss or a fictitious asset the 
debit will be to Sundry Members. 

The following is a summary of the treatment of Reserves, Pro^ 
visions and Funds — 



COMPANY ACCOUNTS — RECONSTRUCTIONS, ETC. 


987 


Credit Balance 

(1) General Reserve 

(2) Provision 


(3) Leasehold Redemp- 
tion 


(4) Debenture Redemp- 
tion 


(5) Rehabilitation Fund 


(6) Workmen’s Profit 
Sharing Fund 


(7) Insurance Funds 
Fire, Marine. 
Workmen’s Compen- 
sation 


(9) Capital Reserve 


Nature 

Undistributed profit 


Provision for deprecia 
tion — equivalent to 
liability 

Undistributed profit 
(held back in accord- 
ance with Debenture 
Trust Deed). 

Provision for meeting 
expenses of deferred 
repairs, renewals, ad- 
ditions, replacements. 


Liability to work- 
people 


Undistributed profit 
and 

Liability (The excess 
of the Fund over 
Liabilitkss (&) will 
be undistributed 
profit (a).) 


Profit not of a distri- 
butable nature 


Treatment 

Credit Sundry Members. 


Do. 


Credit Sundry Members. 


Credit Sundry Mem- 
bers for the Capital 
portion of replace- 
ments of and addi- 
tions to Assets, B.g. 
Plant Credit Realiza- 
tion Account for the 
Revenue portion, e.g. 
repairs and renewals. 

If taken over, Credit 
Realization Account ; 
if paid off (as probable), 
credit Cash or Bank. 

(а) Credit Sundry Mem- 
bers. 

(б) As in (6). 


As 7 

Credit Sundry Members. 


(H) Contingencies Reserve As 7 


Provision for loss — Credit Realization Ac- 

equivalent to liability count (liability not 
maturing) 


Illustration. {External Reconstruction.] G, Ltd., agrees to 
reconstruct by forming a new company, G (1952), Ltd., to which the 
business is sold, the purchase consideration therefor being the issue 
of 100,000 shares of £1 each, credited as 5s. per share paid. For the 
purpose of sale, sundry assets are to be valued at £40,000. 

The Balance Sheet of G, Ltd., at the date of sale was as follows — 


G. Ltd., Balance Sheet as at 


Authorized and Issued Share 


Sundry Assets . 

Capital .... 

55.000 

Profit and Loss Account . 

Liabilities 

15,000 



;^70,00D 
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Assuming that the liabilities are taken over by G (1952), Ltd., 
close the books of G, Ltd., ignoring realization expenses. 


Dr. Realization Account Cr. 



To Sundry Assets^ 

£ 

£ 

62,000 


1 

By Sundry Crsdilois^ 

,, 0(1952), Ltd.. Piuchase 
Considrration 
,, Loss on Realization 

L 

£ 

15, DOC 

25 |OOC 
22, 00c 


i 

62,000 

62, DOC 





Dr. 

Sundry 

Members 


Lt. 


To Profit (uid Loss Acrount^ 


£ 

8,000 


By BalaiiLe^ 


£ 

51 , DOC 


,, Loss on RcdLzation 


22,000 






,, Shares in G (1952), Ltd 


25.000 







£ 

55,000 




55 , DOC 










Dr. 2 G (1952), Ltd. C r. 


1 

1 

1 

c 




£ 

To Realization Account . 1 j 

1 I 

1 25,000 


By Sharps 


25,000 








Dr. 


G (iQSz), Ltd. 


“Shares in G (1952), Ltd 


C I, 

25,000 ' 


By Sundry Members 


I ^ 
25,000 


Competing Claims of Members. Where there are several classes 
of members, their rights as between themselves depend upon the 
Memorandum and Articles of Association. Where no specific refer- 
ence is made therein, the rights are dependent upon circumstances. 

(i) Where Preference Shares have priority as to repayment of 
Capital in a winding up calls must be made on shares of a junior 
class (e.g. ordinary shares) if not fully paid, in order to meet the 
Preference priority. 

(z) It may happen that of shares of the same class some may be 
fully paid, some partly paid and/or some with calls in advance. 
The latter are treated as debts and must be paid off before the others 
and, where necessary, calls made on the partly paid shareholders. 

Where there are calls in arrear the holders thereof are not entitled 
to any share in a distribution until the non-defaulting shareholders 
have been paid sufficient to equate the position, that is, to make all 
the shares (of the same class), the same amount paid up. 

In practice, a full call will not usually be necessary, but only suffi- 
cient to enable such dividend to be paid on the fully paid shares as will 
leave all the shares of the same class with the same amount paid up. 

^ Inseittd dip-ct from Balance Sheet. 

* In examination work these accounts may be dispensed with. 
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(3) If there is a preference as to dividends, it is prima facie 
cumulative, but on a winding up arrears of preference dividends do 
fiot necessarily accrue to the preference shareholders. If, however, 
the Memorandum or Articles entitle the preference shareholders to 
the arrears of preference dividend, they will be entitled thereto, 
unless the clause is qualified by special words, e.g. dividends due, 
in which case the preference shareholders would not be entitled to 
the arrears, unless dividends have been declared. 

(4) Where preference shareholders are entitled to priority of 
repayment of capital, they are not entitled to share pari passu with 
ordinary shareholders in a surplus unless expressly authorized by 
the Articles. The onus is on the preference shareholders to prove 
that they have such a right. 

The trend of judicial ruling following the 1933 case of William 
Metcalfe & Sons, Ltd., that preference and ordinary shareholdeis 
were prima facie on a pari passu footing as regards a surplus seems 
to have been reversed in Scottish Insurance Corporation v. Wilson s 
t?r Clyde Coal Co., Ltd. (1949). To afford some protection to 
preference shareholders against repayment at a price with or 
without premium below the current market price, they are now 
often given the right to repayment with a premium fixed by reference 
to the average price on the London Stock Exchange durmg a period 
of, say, six months prior to the relevant date. 

The members, however, may agree to take shares instead of a 
rash payment, so that it is immaterial what profit or loss on realiza- 
tion arises, as the debit to each class of member is fixed at the 
outset ; but as the Realization Account mu.st be closed, the balance 
will be split according to the balances on the accounts of the 
members, thus constituting merely a balancing item. 

Illustration. [External Reconstruction. '\ The Balance Sheet of 
D, Ltd., is as follow.s — 


D, Ltd., Balance Sheet as at 


Authorized and Issued Share Capital — 
50, ODD bi% Preference Shares of £i 
each, fully paid 

6d,doo Ordinary Shares of £i each, 
fully paid ..... 
Sk/d Debentures . £io,doo 

Add Interest accrued . 2,000 

£ 

5d,odo 

Fixed Assets — 

Patents .... 
Freehold Fh-operty 

£ 

24,500 

6d,odo 

£ 

84,500 

60.000 

12.000 

Current Assets — 

Cash .... 

Debtors .... 
stock .... 

50 D 

12,000 

iB.ooo 

Cl editors . 

30,500 

15,000 

B,odo 



Profit and Loss 



£130,000 



£130, ooo 

_ 







The following scheme was passed and sanctioned — 


(1) X, Ltd., to be formed to take over the business. 

‘ (2) One share of los. fully paid in the new company to be issued 
for every three ordinary shares in the old company. 
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(3) Three shares of los. fully paid in the new company to be 
issued for every five preference shares in the old company. 

(4) Debenture holders to be paid in full by X, Ltd. 

(5) The creditors to receive Bo per cent of the sums due to then 
in fully-paid shares of los. in the new company in full settlement. 

(6) Patents and Profit and Loss Account to be written off. 

(7) Arrears of preference dividend to be cleared by issuing one 
los. fully-paid preference share in X, Ltd. for every twenty held. 

(8) Any balance available by the scheme to be used in writing 
down the freehold property. 

Show closing and opening Journal entries. Ignore expenses. 


D, Ltd., Journal 





£ 

L 

Realization Account . 

Dt. 


90,500 


To Freehold Property 



60,000 

,, Stock . . . . . 




1 8,000 

,, Debtors . . . . 




12,000 

,, Cash . . . . . 

Being sundry assets taken over X, 




500 

Ltd., 




in accordance with reconstruction scheme. 




5% Debentures . . . . 

Dr. 


12,000 


To Realization Account 




12 . ODD 

Being debentures taken over, etc. 





X, Ltd 

Dr. 


32,650 


To Realization Account 




32,650^ 

Being purchase consideration under recon- 



slniction scheme. 





Preference Share Capital 

Dr. 


50,000 


Ordinary Share Capital 

Dr. 


60,000 


To Sundry Members . 




110,000 

Being share capitals transferred to sundry 




members. 





Reconstruction Account 

Dr. 


45.850 


To Realization Account 



45.850 

Being loss on realization. 




Shares in X, Ltd. . . . . 

Dr. 


32,650 


To X, Ltd 



32.650 

Being discharge of purchase consideration. | 



Sundry Members (Preference) 

Dr. 


16,250 


.. (Ordinary) 

Dr. 


10,000 


Creditors . . . . . 

Dr. 


6, if DO 


To Shares in X, Ltd. . 




32,650 

Being discharge of liability under reconstruc- 



tion scheme. 





Reconstruction Account 

Dr. 


1,250 


To Sundry Member.? (Preference) 



1.250 

Being discharge of arrears of preference 




dividends by distribution of one 

share 




for 20 preference shares under scheme of 




reconstruction. 
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Reconstruction Account 

To Patents 

,, Profit and Loss Account 
Being debit balances written ofi 
scheme of reconstruction. 

. Dr. 

under 


£ 

39,500 

L 

24,500 

15,000 

Sundry Creditors .... Dr. 

To Reconstruction Account 

Being amount written off sundry creditors 
under reconstruction scheme. 


1,600 

i,6od 

Sundry Members (Preference) . Dr. 

,, ,, (Ordinary) . . Dr. 

To Reconstruction Account 

Being balance of Reconstruction Account 
written off to sundry members. 


35,000 

50,000 

85,000 


The more important Ledger accounts are — 


Dr. Sundry Members Cr. 




Preference 

Ordinary 



Preierence 

Ordinary 

To Reconstruction A c- 
courU 

„ Shares in X, I.tcl. . 


£ 

35 , 000 ' 

16,250 

£ 

50 , 000 ' 
la, 000 

By Share Capital 
Account 

,, Reconstruction 
Account 


£ 

50,000 

1,250* 

£ 

6o,doo 

£51,250 

£6o,uoo 

£51,250 

£6d,ooo 


As the transfer to sundry members is merely a balancing figure, 
the transfers from the Share Capital Accounts may be made to one 
account for Sundry Members, thus — 


Dr. Sundry Members Cr. 


To Reconstruction Account 


£ 

85,000 

By Share Capital Accounts: 


£ 

,, Shares in X, Ltd. : 



Preference 


5o,dod 

Preference Shareholders 


16,250 

Ordinary 


60,000 

Ordinary Shareholders 


10,000 

,, Reconstruction Account 


1,250 



£111,250 



£111,250 


Dr. 


Keconstructidn Accox-nt 


Cr. 


To Preference Shareholders* 

,, Sundry items written off 

„ Realization ADOoiint 


£ 

1,250 

39,500 

46,860 

By Sundry Creditors . 
,, Sundry Members — 
Preference 
Ordinary 

£ 36,000 * 
60 , 000 ' 



£ 

B 6 , 6 do 



£ 








' As the transfer to sundry members is merely a balancing figure, a frequent 
practice is to transfer the amount written off share capitals to Reconstruction 
Account without employing the account for Sundry Members. This would 
avoid the transfers above indicated, whilst the Journal entries in respect of 
the shares paid to members and the share capital transfers would be modified 
accordingly. 
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Realization Account 


Cr. 


To Sundry Aueti 


£ 

90,500 

By 5% Debentures of X, Ltd. . 
,, X, Ltd. — Purchase Consid- 
eration .... 
BeconatniDtlDii Aooomit 


£ 

12,000 

3 a, 650 

46.B60 



£ 90,500 



£90,500 








Dr. 


Creditors 


Cr. 




£ 

To Realization Ar.rount 


1,600 

,, Shares in X, Ltd. . 


6,400 



£8,000 


By Balancei 


£ 

BpDOO 


iCB,o[io 


Dr. X, Ltd. Cr. 


i 

^ 11 


£ 

To Realization Accoujit . j 

32,650!! By Shares . . . . 


32,650 


Dr. Shares in X, Ltd. Cr. 




£ 

32,650 

By Sundry Members — 

Preference 

Ordinary 

,, Creditors . . , . 


£ 

16,250 

10,000 

6,400 



£32,650 



£32,650 


If all the adjustments appear in one account, e.g. the Realiza-' 
tion Account, the transfer of £85,000 to the debit of Sundry Mem- 
bers would be arrived at thus — 


Dr. Realization Account Cr. 





£ 




£ 

To Sundry Assets 



90,500 

Bv 5% Debentures . 



12,000 

,, Preference Shareholders 



1,250 

Sundry Credit L,rs 



i,6do 

,, Sundry items written 

off : 


,, X, Ltd. : Purchase Considera- 


[Patents and Profit 

and 



tion 



32,650 

Loss Account] 



39,500 

,, Sundry Members : 






Preference 

£35,000 







Ordinary 

50,000 


Bs.ooo 











£131,250 




£131,250 


As a result the transfer previously shown in heavy type would > 
not be necessary. 

Alternative Method. 


Dr. Reconstruction Account Cr. 


To Preference Shareholders . 

,, Sundry items written off 
,, Realization Account 


£ 

1,250 

39.500 

45,850 

By Share Capital Accounts writ- 
ten off — 

Preference 

Ordinary 

,, Sundry Creditors . 


£ 

35.000 

50.000 
i,6ao 


£ 

H6,6 do 


£ 

B6,6oo 
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Preference 

Ordinary 



Preference 

Ordinary 

To Rficonstruction 
Account 

Shares lu X, Ltd 


£ 

35,000 

16,250 

£ 

50.000 

10.000 

By Balances 
, , ReLonstruction 
Account 


£ 

50 noo 

1,250 

£ 

60,000 

£51.250 

£60,000 

£51,250 

£6o,doo 


The purchase consideration is arrived at as follows — 




— 

— — 



Share'> ^ 


Shares to be issued to — 


loj> each 

/ 

(i) Ordinary Shareholders 


20 000 

10,000 

(2) Preference Shareholders 

Sh ares 



(a) for Capital 

30,000 



(b) for "Arrears " of Dividends 

2.500 

32 500 

16,250 

(3) Creditors (8o% of ;£8,ooo = 


12.800 

6,400 

Total . 


05,300 1 

— «1 

■(32,650 


The opening Journal entries for X, Ltd. are — 


Freehold Property* 

Dr 

Stock 

Dr 

Debtors . 

Dr 

Cash 

Dr 


To Debenture Holders of D, Ltd 
,, D, Ltd (Vendor) . 

Being sundry assets and debentures taken 
over and purchase consideration as per 
agreement dated 


D, Ltd (Vendor) Dr 

To Share Capital 

Being discharge of purchase consideration by 
allotment of 65 300 shares of los each fully 
paid, as per agreement and directors' reso- 
lution, vid^ Minute Book, p 



£ 

£ 


14,150 

18, ODD 



12,000 



“jOD 

12,000 



32.650 


S'!. 650 

32 650 


Share Fractions. It may not be possible to give an exact allot- 
ment owing to fractions arising from the basis of the exchange; 
thus, assuming an exchange of seven shares m the new company 
for every four in the old, Y, a member holding 25 ordinaries, would 
theoretically be entitled to “J X 25 shares m the purchasing 


^ In the alternative method these accounts lake the place ol Sundry 
Members Account [See page 991 1 

This IS a balancing figure (sec paragraph B in que tion) It leflccts the 
y Ictjs on realization of the old company ;f45,85o as the book value of the 
property m the old books is ^6o,ooo and in the new books ;£i4,i5o 
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company, or 43! shares. But, as fractions of shares cannot be 
issued, the usual procedure is either — 

(1) to sell the shares not capable of allotment and divide th^ 
proceeds amongst those entitled to the fractions, or 

(2) payment of cash to cover the original shares not divisible into 
whole shares, on the basis of market price of the shares to be allotted 
or on the basis of the paid up value of either the exchanged shares 
or the new shares, or 

(3) to issue — in big scale share exchanges — fractional certificates. 
The holder may then — 

[а) sell them, 

(б) buy sufficient to make up a "full" share, or 
(c) pay cash to make his fractions "full." 

Before this can be carried out, a full list of members must be 
prepared, because, although the total exchange wiU probably 
obviate fractions, it is very unlikely that the individual exchanges 
will. 

Illustration. The Issued Share Capital of Beer, Ltd. is £10,000; 
that of Skittles, Ltd. £4,000, all divided into shares of £i each, fully 
paid. 

It is arranged that Beer, Ltd. should take over the shares of Skittles, 
Ltd. by issuing shares (of £i each fuUy paid) to the shareholders of 
the latter company on the basis of their respective values viz. 
Beer, Ltd. 32s. and Skittles, Ltd. 20s. 

The shareholders all hold shares capable of exact exchange, i.c.i 
8 or multiples of 8, totalling 3,560, except 5 shareholders holding 
respectively A 23, B 74, C 100, D 118, and E 125. 

Show how the exchange will be dealt with in the books of Beer, 
Ltd., including fractions. 


Division 



Original Shares 

Shares in Beer, Ltd. 

Sundry shareholders holding 8 or 





multiples of 8 

3.560 


i X 3,560 

2,225 

Other holdings — 




A . . . . 


23 

f X 23 

14I 

B . . . . 


74 

i X 74 

46J 

C . . . . 


IDO 

f X IDO 

62^ 

D . . . . 


110 

1 X iia 

73 J 

E . . . . 

440 

125 

i X 125 

78* 







/|,000 



2.49R 




FraDtions 

2 

1 




2 , 50 D 
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The number of shares to be issued by Beer, Ltd. is fj (f) of 4,000 

2,500. Ignoring other factors that would probably exist, this 
puts the shareholders of Skittles, Ltd. in the same position as 
before, viz. — £ 

4,000 Shares (Skittles, Ltd.) at par = 4,000 
2,500 ,, (Beer, Ltd.) at 32s. = 4,000 

The amount due to “other"' shareholders for fractions may be 
discharged — 

(1) By Cash payments amounting to £2, e.g. to (A) 7s. 6 cl. etc. 

(2) By Cash equivalent to shareholding, i.e. x £2 = £;^ 4s. 
e.g. to holder of 23 shares J X 7s. 6d. = 12s. (the arithmetic 
equivalent of holding | of a share worth 32s.). 

(3) Cash payments on unexchangeable shares, i.e. 2 @ £1 — £2. 

Thus the purchase consideration would be the allotment of 2,498 

shares plus Cash payments amounting to [a) £2 or (&) £3 4s. being 
32s. a share for 2 shares. 

Alternatively, the shares could be divided by 8, leaving the 
undivisible shares as fractions and discharging the latter by the 
above method. 

This would be — 



Original 

Shares 

, , , Balance 

Excliangeahlc . 

Multiple of 8 

Shares in 
Beer, Ltd. 

Sundry shareholders . 

3.5C0 

1 

3.56“ 

2,225 

Other sh 

areh olders — 




A . 

23 


16 7 

ID 

B . 

74 


72 z 

45 

C . 

lOD 


g6 4 

60 

D . 

118 


iiz b 

70 

K . 

125 


120 5 

75 


— 

^40 

— 41G 




4, ODD 

3,076 24 

2,485 







This would result in issuing 2,485 shares in Beer, Ltd. to share- 
, holders of Skittles, Ltd. and cash payments of 
[a) £24, as above (e.g. £7 to A, etc). 

(^) £38 8s. i.e. g X £24 (i.e. 32s. for each unexchanged share) 


thus — £ s. d. 

A would receive Cash . . .1140 

B „ ...340 

C ,, ,, . . . 6 B D 

D „ „ . . . g 12 D 

E „ ...800 


(c) as in (a). No difference arises here because the shares of 
both companies are £i fully paid. 
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Thus, the purchase consideration would be the allotment of 2,485 
shares and cash payments amounting to [a) £24 or (&) £^S 8s., 
being 24 unexchangeable shares of 32s. each. 

Illustration. [Absorption.'] Hebden, Ltd., sells its business to 
Bridge, Ltd., the latter to take over the assets at book values and 
pay creditors; in addition, it is to pay Hebden, Ltd., £100 
towards redemption of its debentures at a premium of 10 per cent. 
The pa5mient of purchase price is to be ;£2,ooo in shares of £1. each 
at par and the balance in cash. 


Balance Sheet (Hebden, Ltd.) 


Issued Capital 

£ 

3,000 

Sundry Assets . 

£ 

5,200 

Profit and Loss Account 

30D 

Debtors . ;^i,7od 


Creditors .... 

2.450 

Less Provision 150 


Debentures 

1,000 

1^,750 


1.550 

;^6,75o 


Show entries in the books of Hebden, Ltd. 

Ignore realization expenses and the question of the possible 
increase of the nominal capital of Bridge, Ltd. 

Entries in Ledger form in the books of Hebden, Ltd. — 

Dr. Realization Account Cr. 




£ 

To Sundry Assets 


5,200 

,, Debtors 


i,7od 

,, Premium on Debentures 


lOo 

,, Profit on Realization 


150 



£7,150 




£ 

By Bad Debts Provisiou 


15 D 

,, Creditors 

,, Bridge, ltd., Purchase 


2.450 

Consideration . 


4.550 

£7.15“ 


Dr. Bridge, Ltd Cr. 


To Realization Account 


£ 

4.55'’ 


P.y Shares .... 
,, Cash 


£ 

2,Don 

2.55“ 



£-1.550 




£4,55“ 









Dr. Debentures C>. 


To Cath ... j 

£ 

l,ion 


by Balance 
,, Premium 

b/d 

£ 

T.QOD 

100 

! 

jfl.lDO 




£i.iou 

1 







Dr. 


Sundry Members 


Cr. 


T D Cash* . 
,, Shares* 


£ 

1.450 

2,0PD 


£3.450 


Dv Share Capital 
„ Profit and Loss Account 
,, Realization Account : 
Profit 


£ 

3,odO 

300 

150 


£3.45*V 


^ See note (*) on page 997. 
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Dr. Cash Cr. 



To Bridge, Ltd. 


£ 

2.550 


By Debentures 
,, Sundry Members . 


£ 

I, IDO 

1,450 




£2,550 




£2,550 

Dr. 

Shares 


Cr, 


To Bridge, Ltd. I 

1 


£ 

2,000 

1 By Sundry Members . 


£ 

2,000 


If the debentures plus premium had been formally taken over 
by Bridge, Ltd., the purchase consideration would have been 
reduced by £1,100, and the vendor company would have been 
relieved of its liability accordingly. This would have had the 
effect of reducing the cash receipt from £2,550 to £1,450 and 
eliminating the payment to the debenture holders. The Deben- 
ture Account of £1,100 would accordingly have been credited to 
Realization Account. Alternatively, the debit for the premium would 
not have been made and the original balance of £1,000 been credited 
to the Realization Account. In bolli methods the relief to the 
vending company is £1,000. 

The opening J oumal entries of the company are — 

(I) ( 2 ) 



Wlicre* the Cash is paid 
to Vendor Company to 
di.schargc debt 

Where the Liability is 
formally taken over 



£ 

£ 


£ 

i 

Sundry Assets . . ^ 

Df. 

5,200 


Dr. 

5.200 


Dsblors .... 

Dr. 

1.700 


Dr. 

1,700 


Premium on Debentures (or 







Goodwill) 

Dr. 

Zoo 


Dr. 

IDO 


To Creditors 



2,450 



2,450 

,, Debenture Holders oi 







Hebden, Ltd. 






I,IOD 

„ HelKlen, Ltd. . 



4,550 



3,450 

Beini; assets and liabilities 







taken over and purchase 







consideration as per agree- 







ment dated 







Debenture Holders of Heb- 







deii. Ltd. 




Dr 

1,100 


Hebden, Ltd. 

Dr. 

4,55° 


Dr 

5,450 


To Cash . . 



2,550 



2,550 

,, Shaie Capital . 



2,000 



2, ODD 

Being discharge oi purchase 







consideration 









£11.550 

£ti. 55 d 


£11,550 

£11.550 











^ Assumed that the purchasing company ignores the bad debts provision of 
Hebdcn, Ltd. 

* Each member of Hel)den, Ltd., will receive — 

(1) 2 shares in Bridge, Ltd., for 3 held in Hobden, Ltd. 

(2) 9s, 8d. in cash for every one share held in Hebdcn, Ltd., i.e. — 


X 2DS. = gs. 8 d. 

3,000 
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Illustration. {Absorption.'] X, Ltd., a^ees to take over Y, Ltd. 

The issued share capital of Y, Ltd., is 10, odd shares of £2. each, 
£1 paid, market value 15s. ; reserves are ^^25,000. 

X, Ltd., has an issued share capital of 20,000 shares of each, 
£2 los. paid, market value ^lo; reserves are £90,000. 

The purchase consideration is the exchange of two shares in X, 
Ltd. for five in Y, Ltd.; fractions total to 15 shares, which 
X, Ltd. agrees to pay in cash on market value basis of shares. 

Show the closing entries of Y, Ltd., and the opening entries of 
X, Ltd., in respect of the above acquisition. 

The question should occasion no difficulty if it be remembered 
that share capital and reserves (meaning, by the latter, surplus of’^ 
undivided profits) must be reflective of assets less liabilities or "net " 
assets. The details of the latter are not available, so that one must 
substitute the term "net " assets for assets and liabilities, the amount 
represented thereby equalling the sum of capital and reserves ; thus, 
if assets are £2,000 and liabilities £400, the "net" assets must be 
£1,600, which will be reflected in, say, share capital £1,150 ; reserves, 

£450- 

Hence, it is immaterial in which form the Balance Sheet position 
is shown, subject to the qualification that if share capital, reserves, 
and creditors are given, the gross assets are the sum of the three, 
the "net " assets being the latter minus creditors. Thus, in the above, 
if the figure of £400 liability is disclosed, the balancing figure is 
gross assets, £2,000. 

Closing entries in Ledger form in the books of Y, Ltd., are — 


Dr Realization Account Cr. 


To Sundry "Net " Assets 
,, Profit on Realization 


£ 

35.DDO 

5,000 


Dv Pur[ basing Co (X, Ltil ) 
Shares . £39,B‘iD 

Cash . . 1^0 

1 

1 

£ 

40,dou 








£ 

40,000 



£ 

4a,oOJ 









Dr. Sundry Members Cr. 


To Shares 

„ Cash .... 


£ 

39.850 

150 


By Share Capital 
,, Reserves 

„ Profit on Realization 


£ 

10,000 

25,000 

5,0D0 


£ 

40,000 



£ 

40,000 









Opening entries in Journal form in the books of X, Ltd., are — 
^ Posted direct to Sundry Members. 
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£ 

5 . 

d. 

£ 

s. 

d. 

Goodwill .... Dr. 


5,000 

c 

0 




Sundry "Net” Assets . . Dr. 


35,000 

0 

0 




To Y, Ltd 




40,000 

0 

0 

Being sundry "net" assets and good- 







will acquired from Y, Ltd., as per 
purchase agreement dated 








Y, Ltd Dr. 


^ 0,000 

D 

0 




To Share Capital 




9,962 

10 

0 

,, Share Premium^ . 





29,887 

ID 

D 

,, Bank . . . . 

Being allotment of 3,985 shares of £^ 
each, credited as £2 los. paid, pre- 
mium thereon, cash paid for frac- 
tions; as per dircctor.s' resolution 





150 

0 

1 

O 

1 



dated , vide Minute Book, 

P 









Illustration. \_ Absorption.'] The following arc the summar- 
ized Balance Sheets of X, Ltd., and Y, Ltd. — 

Balance Sheets as at 



X. 

Ltd. 

Y, 

Ltd. 


X, 

Ltd. 

Y, 

Ltd. 


i 

£ 


£ 

£ 

Authorized and Issued 



Sundry Assets 

45,000 

34,000 

Share Capital . 

50. ODD 

20,000 

Shares, Y, Ltd. 

20,000 


Profit and Loss Ac- 



Loan, Y, Ltd. 

IO, 0 OD 


count 

3,000 


Profit and Loss Ac- 



Creditors . 

12,000 

5,000 

count 


I, ODD 

Loan, H, Ltd. 

10,000 





Loan, X, Ltd. . 


10,000 




/| 

75,000 

if 35 . 0 Dn 

£ 

75,000 

;^3.5 .doo 








^ 3,985 shares at [£'^0 ~ £'2 ids.]. 

Purchase consideration = 2 shares for every 5, i.e. 

= 4, ODD shares for 10, odd (the total shares in Y, Ltd.) 
= ^,000 X ;^io (market price of X, Ltd. Shares) 

— j^i^D,ODO 

Discharged in — 

Cash for fractions . 15 at ;^io 

Shares . . 3.985 at 2^0 


Alternatively, goodwill may be debited and Share Premium credited 
with ;^7,5 dd, to bring up goodwill to ^12,500 to corre.spond with the market 
capitalization of the shares computed as follows — ^ 

10. ODD shares valued at ^4 15s. each . 47. 5^0 
Represented by "net" assets . . 35 .°°° 


L 

150 

39,850 ^40,000 


Goodwill 


. /12.5D0 
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H, Ltd. (a holding company), owns the whole of the share capital 
of X, Ltd., the latter owning the whole of the share capital of 
Y, Ltd. 

X and Y (1952), Ltd., is formed to acquire the sundry assets and 
creditors of X, Ltd. and Y, Ltd., the sundry assets being revalued 
at ^£40,000 and £21,000 for X, Ltd. and Y, Ltd. respectively. The 
amount of loan due to X, Ltd., is to be discharged in shares in the 
new company, the debt due to H, Ltd., to be similarly discharged. 
Show the closing Journal entries of X, Ltd., and Y, Ltd. and the 
opening Journal entries of the new company. Ignore narrativer 
stamp duties, etc. 


X, Ltd. Journal 






i 

L 


Profit and Loss Account . 

Dr. 


3,000 



Share Capital ..... 

Dr. 


50,000 



To H. Ltd. [Sole Shareholder] 




53»odo 


Realization Account .... 

Dr. 


45,000 



To Sundry A.ssets 



45,000 


Creditors ..... 

Dr. 


12,000 



To Realization Account 




12,000 


X and Y (1952), Ltd. 

Dr. 


28,000 



To Re^ization Account 




28,000 


Realization Account .... 

Dr. 


14,000 



Liquidator, Y, Ltd.^ .... 

Dr. 


6,000 



To Shares in V, Ltd. . 




20,000 


Liquidator, Y, Ltd.^ .... 

Dr. 


10,000 



To Loan, Y, Ltd 




10,000 


Shares in X and Y (1Q52), Ltd. . 

Dr. 


44,000 



To X and Y (1952), Ltd. 




z8,ddo 


,, Liquidator, Y, Ltd.^. 




16, ODD 


H. Ltd. [Sole Shareholder] 

Dr 


19,000 



To Realization Account 




1 9,000 


H. Ltd. [Sole Shareholder] 

Dr. 


34,000 



do. [Loan Account] . 

To Shares in X and Y (1952), Ltd. 

Dr. 


10,000 

44,000 


Y, Ltd., Journal 


Share Capital ..... 
To Profit and I..0SS Account . 

,, X, Ltd. [Sole Shareholder] 

Dr. 


L 

20,000 

L 

1,000 

19,000 

Realization Account. 

To Sundry Assets 

Dr. 


34,000 

34,000 


See Y, Ltd., Journal — (oontd. on page looi) 
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Y, Ltd., Journal {pontd,) 


Creditors ..... 

To Realization Account 

Dr. 


£ 

5,000 

5,ood 

X and Y (T952J, Ltd. 

To Realization Account 

Dr. 


1 6,000 

16,000 

X, Ltd. [Sole Shareholder] 

To Realization Account 

Dr. 


13,000 

13,000 

Shares in X and Y (1952), Ltd. . 

To X and Y (1952), Ltd. 

Dr. 


16,000 

i6,dod 

X, Ltd. [Sole Shareholder]^ 

X, Ltd. [Loan Account]^ 

To Shares in X and Y (1952), Ltd 

Dr. 

Dr. 


6,000 

10,000 

16,000 


The opening Journal entries of X and Y (1952), Ltd., are — 


X AND Y (1952), Ltd , Journal 



Sundry Asset.s (X, Ltd.) 
do. (Y, Ltd.) 

To Creditors (X, Ltd.) . 

„ do (Y. Ltd.) . 

,. Vendor (X, Ltd.) . 
do. (Y, Ltd.) . 

. Dr. 

. Dr 


£ 

40.000 

21.000 

i 

12,000 

5,000 

28,000 

i6,uoo 


Vendor (X, Ltd.) 

,, (Y, Ltd.) 

To Share Capital . 

. Dr. 

. Dr. 


28,000 

16, ODD 

44,000 


Notes, (i) The liquidator of Y, Ltd., will hand ovt'r to the liquidator of X, 
Ltd. (sole shareholder), the net proceeds of the liquidation; and this must 
bp done befoie the process of winding up X, J,td. can be completed. 

(2) The reader will find the solution simpler if he writes up the Ledger 
accounts. 


Illustration. X, Ltd., agreed to acquire the business of Y, Ltd. 
The issued share capital, creditors and debit balance of Profit and 
Loss Account were, respectively, £30,000 (in £i shares, los. paid), 
£3,500, and £i2,zoo. The shareholders of Y, Ltd., agreed to take 
shares in X, Ltd., on the basis of such shares being worth 25s. each, 
and the shares in Y, Ltd., 7s. 6d. each. (Shares in X Ltd. are £i 
fully paid.) 

Show opening Journal entries, assuming that X, Ltd., revalues 
the acquired assets at 90 per cent of the book values appearing in 
the books of Y, Ltd. Ignore fractions of shares and stamp duties. 


^ See X, Ltd., Journal on page idod 
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Goodwill ..... Dr. 

Sundry Assets^ .... Dr. 

To Creditors ..... 

„ Y, Ltd 

Being business acquired from Y, Ltd. as per 
purchase agreement dated 


£ 

6,830 

19,170 

£ 

3 . 5 DO 

22,500 

Y. Ltd Dr. 

To Share Capital* .... 

,, Share Premium .... 

Being allotment of 18,000 shares of each 

fully paid at 25s. each as per purchase 
agreement dated 


22,500 

18, ODD 

4.500 


Illustration. [Amalgamation.'] Arundel, Ltd., and Warwick, Ltd., 
agree upon an amalgamation. Their Balance Sheets are — 


Balance Sheets 



Arundel, 

Ltd. 

Warwick, 

Ltd. 


Arundel, 

Ltd. 

Warwick, 

Ltd. 

Authorized and Is- 
sued Share Capi- 
tal of £1 Shares 
fully paid . 

Reserve 

Profit and Loss Ac- 
count 

Sundry Creditors . 

£ 

10,000 

4.300 

£ 

8,000 

500 

1,200 

2,480 

Furniture, etc. . 
Debtors 

Bank 

Profit and Loss 
Account 

£ 

3.000 
4, Boo 
6 ,T 2 D 

380 

£ 

2,100 

6,000 

4,dSd 


/I4.3DD 

^I 2 ,i 8 d 


/14.30D 

;^I 2 ,I 8 D 








The assets of Arundel, Ltd., are to be taken at book values, 
except furniture, which is to be written down by £i,ozo; those of 
Warwick, Ltd., are to be taken at book values, except that the 

^ The sundry a.sset5 entered into the books of X, Ltd., are — £ 

Share Capital ....... 30,000 

Creditors ........ 

33-5'^o 

Less Profit and Loss Account . . . . 12,200 

Book values of sundry assets in the books of Y, Ltd. 21,300 
Less depreciation id per cent . 2,130 

^19,170 


■ The shares allotted are iB,ddo, arrived at as follows — ■ 

60,000 X — 

25 

It will be seen that, ignoring expenses, the sharehplders oi Y, Ltd. obtain, by the acceptance 
of Bhares in X Ltd., the same money equivalent as selling the shares at the current market value, 

thus 6 o,ddo shares in Y, Ltd., at 75 . 6d. = £22,500 

fb) iB,dchj shares in X, Ltd., at 25B. — £s2,5iio 

It may be deemed desirable to set off the share premium against goodwill. 
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debtors are to be considered worth £3,300. The share capital of 
the combined company is to be 8,000 preference shares of £i each 
fully paid, and ordinary shares of los. each fully paid. The alloca- 
tion of the shares is equal, except that the surplus capital of Arundel, 
Ltd. is to be satisfied in preference shares. 

Show the Balance Sheet of the new company, and the details of 
the exchange of shares. 

The capital of the new company will be as follows — 



1 Arundel, Ltd. j| 

1 Warwick, Ltd. | 

I New Company 

Assets — 


i 

£ 

L 

i 

i 

Furniture, etc. . 

1.980 


2. IDO 


4,oBo 


Debtors . 

4, Boo 


6,000 


10, Boo 


Bank 

6,120 


4,oBo 


I D,20D 




1 2,900 


12,1 So 


25,080 

LriaDilities — 

Sundry Credi- 
tors 

Bad Debts Pro 

4.300 

2,480 

6,780 




vision . 

Nil 

4.300 

1700 

5,i8d 

2,700 

9,480 





Net Capital 


^8,6od 


Zy.oDO 


£i5^€>oo 









This would be satisfied in shares as follows — 



Arundel, j 

Ltd. 

Warwick, 

Ltd. 

New 

Company 


£ 

£ 

£ 

£ 

Preference Shares of £1 each. 





fully paid — 





(fl) For surplus 

i,6od 




(6) Balance equally 

3,200 






4, Boo 

3,200 

8,000 

Ordinary Shares of ids. each. 





fully paid .... 


^3, Boo 

^3,800 

7,600 



;^8,6DD 

;^7.DD0 

;^I5,6od 


The exchange of shares is — 


Arundel, Ltd. — 


4, Bod New Company Preference Shares (£i) 
7 ,Guo New Company Ordinary Shares (ids.) 

' 1 for 

ia,DOa Shares in Old Company 

i.e. 12 New Company Preference Shares (£i) 

19 New Company Ordinary Shares (ids.) 

■ j for every 

s 5 .. i. 

Warwick, Ltd. — 

3,200 New Company Preference Shares (£i) 
7,60a New Company Ordinary Shares (los.) 
i.B. 16 New Company Preference Shares (£i) ■ 

38 New Company Ordinary Shares (los.) ■ 

’ 1 for 
’ 1 lor every 

[),CKJD Shares in Old Company 

40 II II 


7,6od Shares. 


Or 2 for 5. 


* Or 19 for 20. 
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Balance Sheet — ^New Company 


i 


Authorized Capital 


? 

Is.su ed Share Capital — 



B.odo Preference Shares of /i 


each fully paid 

15,200 Ordinary Shares 

of 

8,000 

IDS. each fully paid 


7,600 

Creditors 


6,780 


L 

22,380 




£ 

Furniture . 


4.080 

Debtor's 

;^io,8oo 


hess Bad Debts 



Provision 

2,700 




8,iod 

Bank 


10,200 


£ 

22,380 


In all probability it will not be possible to divide the shares 
exactly so that fractional certificates may have to be given. See 
page 993. 

Where companies each holding shares in the other company amal- 
gamate, a statement must be prepared which will be built up on 
the lines of a Consolidated Balance Sheet prepared in connection 
with Holding Companies. (See Chapter XXIV.) 

Illustration. The following are the abridged Balance Sheets of 
Further, Ltd. and More, Ltd. — 


Balance Sheets 



Further, 

Ltd. 

More 

Ltd. 

I 

Further, 

Ltd. 

More, 

Ltd 

Issued Sharp Capital 

Profit and LobS Acuount 
Creditors .... 

1 

8,000 

1.500 

2.500 

£ 

3,000 

2,500 

1 Sundry A&sets . 

Good^^l 

Profit and Loba AcLoant 

£ 

11,200 

Boo 

£ 

4.000 

1.000 
500 

1 £i2,DDO 

_£ 5 ^ 50 ^ 

£12,000 


' 1 




Further, Ltd. holds 2,000 shares in More, Ltd. at cost £400, and 
More, Ltd. holds 1,000 shares in Further, Ltd. at cost £1,400 — in 
each case included in Sundry Assets. 

The shares of Further, Ltd. are of £i and all fully paid ; the shares 
of More, Ltd. are of los. and all are 6s. oalled and paid. The two 
companies agree on an amalgamation on the basis that — 

(1) A new company is to be formed called Furthermore, Ltd. ; 

(2) The Goodwill values are [a) Further, Ltd. £3,000 and (i) 
More, Ltd. £500; 

(3) The shares which each company holds in the other are to be 
valued at book value having regard to the goodwill valuations in (2) ; 

(4) The new Shares are to be of a nominal value of 5s. and to be 
credited as 4s. paid. 

Prepare (i) new combined Balance Sheet resulting from the 
merger; (ii) Schedule showing fully the shareholdings therein 
attributable to the shareholders of Further, Ltd. and More, Ltd. 

All costs, etc., are to be ignored. 
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The position arising out of the above can be best shown in a 
preliminary summary statement, thus — 



Further, 

Ltd. 

More, 

Ltd. 

Further- 

more, 

Ltd. 

Sundry Assets ..... 
Less Shares at cost .... 

L 

11,200 

400 

£ 

4,000 

1,400 

£ 

poodwill as revised .... 
Liquidator of — 

More, Ltd. ..... 

Further, Ltd. .... 

10,800 

3 ,DOD 

413 

2,6od 

500 

1,464 

13,400 

3 * 5 °° 

Deduct Creditors .... 

14*2^3 

2.5DD 

4,564 

2,500 

1 6 , 9 DO 
5,000 

Less Due to Liquidators of — 

More, Ltd. — j .... 
Further, Ltd. — J .... 

11.713 

1,464 

2,064 

413 

11,900 

Due to Shareholders otlier than Further, 
Ltd., and More, Ltd. 

0.^49 

1 1^1.651 

;^II,90D 


1 II 1 



The computation arriving at the items £413 and £1,464 is as 
follows — 

The Liquidator of Further, Ltd. has *'net" assets (excluding the 
value of the holding in More, Ltd.) of £11,300, i.e. £10,800 -f £3,000 
less £2,500. To this must be added the value of the holding in 
More, Ltd. This holding is 2,000 shares. The total number of the 
shares of More, Ltd. is io,ooo. The nominal value of los. is not 
material in arriving at this figure; the criterion is the paid up 
value of 6s. Hence, the item of £3,000 representing the share 
capital of More, Ltd. in full detail is 10,000 shares of los. each, 
bs. called and paid equals £3,000. 

Arising from these facts it is clear that Further, Ltd. owns one- 
^fifth of the equity of More, Ltd., as it holds 2,000 shares out of the 
10,000, so that whatever may be the value of the equity of More, Ltd., 
Further, Ltd. gets one-fifth ; but the value of such equity cannot be 
determined until the value of the equity of Further, Ltd. is known as 
More, Ltd. has, through its shareholding in Further, Ltd., an interest 
therein. Such interest is one-eighth as More, Ltd. owns 1,000 shares 
of £i each fully paid (out of 8,000) of Further, Ltd. 

Consequently it is seen that Further, Ltd. owns one-jifth of More, 
Ltd. and the latter owns one-eighth of Further, Ltd. 

^ The position of the liquidator of each company can now be 
clarified and it is immaterial which company is taken first. 
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As the position of the Liquidator of Further, Ltd has already been 
mentioned, this company will be used as the basis of the required! 
computation. 

The Liquidator has already £11,300 of net assets to which must 
be added the value of the holdin|^ m More, Ltd This is one-fifth of 
the equity of the latter rompany. Hence the total is £11,300 + 
(letting M symbolize the equity of More, Ltd). But what is the worth 
of M^ It IS £600 (excluding its proportion of Further, Ltd, le 
£2,600 -|- £500 — £2,500) plus the value of the holding in Further, 
Ltd. As its holding in Further, Ltd is one-eighth, M s total is £600 
plus |F (letting F symbolize the equity of Further, Ltd ). 

Thus F =■ 11,300 ^ and M = 600 + \F. 

F = 11.300 + I (600 f iF) 

- 11,300 -h 120 + ^'i^F 

- 11,420 4 ,VF 

40 F -- 456,800 + F 

39 F = 456,800 

F = 11.713 to nearest £. 

Therefore the value of F's holding in M is £11,713 less £11,300 

= £413- 

The liquidator of Further, Ltd. will bring into account £413, thus 
bringing the equity of that company to £11,713, but as More, Ltd 
owns one-eighth thereof, £1,464 is attributable to the latter company 

The liquidator of More, Ltd will bring into account the aforesaic 
£1,464, thus bringing the equity of that Company to £2,064 [£6oc 
"other*' net assets plus £1,464], but as Further, Ltd owns one-fifth 
thereof, £413 is attributable to the latter company. 

[The item of ^^1,464 can be proved by proceeding to work out the value 
of M, thus — 

M = 600 -1- J r, but r = 11,300 -f- I M 

Substituting for r (11,300 | ^M) 

M = 600 H- 1 (11,300 -h i M) 

8 M — 4,800 + 11,300 -|- i M 
= 16,100 -|- ^ M 
40 M = 80,500 + M 
39 M = 80,500 

M = 2,064 nearest £ 

Therefore the value of M's holding in h is £2,064 less £600 — £1,464 ] 

The basis of exchange is (after cancelhng the mter-company 
shareholdings) — 

New Company 

Balance of Equity for Shares of 
Original Cancelled General General 55 Lack 

Shares Shares Shareholders Shareholders 4s Paid 

Further, Ltd B □□□ less i noo (nwned by 7 dod 10,249 5* 2|5 

More I td ) 

More, ltd iDjDoo Zfjj 2,DDD (owiiLd by B.odo 1,651 0,255 

1 urther. Ltd ) 

£11900 59,50° 
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The general shareholders of Further, Ltd. will receive for their 
7,000 shares of £1 each fully paid, 51,245 shares of 5s. each, 4s. paid, 
in Furthermore, Ltd. ; and the general shareholders of More, Ltd. 
for their 8,000 shares of los. each 6s. paid, 8,255 shares of 5s. each, 
4s. paid. Provision would obviously have to be made for fractions 
(exactly how many will depend upon the composition of the share- 
holding) but approximately in the case of Further, Ltd. the share 
exchange would be 7 new for i old, absorbing 49,000, leaving 2,245 
to be dealt with by means of fractions ; and in the case of More, Ltd. 
the share exchange would be l new for i old leaving 255 to be dealt 
with by means of fractions. 

The abridged Balance Sheet resultant on the amalgamation will 


Furthermore, Ltd. 


Issued Share Capital — 
39,500 Shares of 5s. each, 
4s. paid 

Creditors. 

£ 

11,900 

5,000 

Sundry Assets . 

Goodwill .... 

£ 

13,^100 

3.5OD 


£16, goo 


£it,goo 






If the fractions are to be dealt with by pa5nnent of the cash 
equivalent 4s. [not 5s.], the liabilities side would be modified ac- 
cordingly; the undermentioned details taking the place of Share 
Capital ;fii,900 — 


Shares 0/55. (4s. paid) 
to be Allotted 

£ 

Cash Payable 

£ 

To Further, Ltd.. 49,000 = 

9,doo 

2,245 Shares at 45. 

449 

More, Ltd. . B,ddo = 

i,6od 

255 Shares at 4s. 

51 

57,000 = ;^ii,4oo 

2,500 

;£5 po 


The abridged Balance Sheet will then be — 


Furthermore, Ltd. 


Issued Share Capital — 

57, ODD Shares of 5s. each, 
4s. paid 

Amalgamation Creditors — 
Liquidator 

Further, Ltd. ■;^449 

More, Ltd. . - 51 

Creditors . . . . 


£ 

11,400 

Sundry Assets . 

Goodwill 

£ 

13. 4°° 
3.500 

500 

5,000 



;fl6,900 


;^i6,9od 





Illustration. X Bank, Ltd., with a called-up capital of £300,000 
in £zo shares, £i paid, market value £25, and a reserve fimd of 
£1.750, 000, purchases on 30th November, for £14 a share (payable 
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as to one-half in shares, market value ^25, and the other half in 
5% Debentures at par), the business of Y Bank, Ltd. The share 
capital of the latter was £200,000 in £15 shares, £4 paid, market 
value £12 IDS., and a reserve fund of £350,000. 

On 31st January next a dividend of 6s. a share was paid for the 
half-year to date. 

Show Balance Sheet after completion of the above purchase 
ignoring duties and tax. 


X Bank, Lrn 

Balante Sheet [nffer t-ompletion) 


Issued Share Capital 
Premium on Shaits 

5% Debenture:. 

Reserve Fund 

i 

3I4 (.'OiJ 

336.000 

350.000 
1,750,000 

Goodwill 

Net Assets, lass provision 
for Dividend 

i 

152,800 

2,507,200 


£2,750,000 


£2,750,000 






The net assets taken over from Y, Ltd., are £547,200, being the 
net assets comprised in the Issued Share Capital £200,000 and 
Reserve Fund £350,000, less dividend of 4s. a share (the propor- 
tion of the 6s. dividend accruing at the date of sale, on 50,000 
shares.) This dividend amounts to ^£2,800, leaving £547,200 as stated 
above. The purchase price is 50,000 shares at £14 equals £700,000. 
As the purchase price amounts to £700,000, the Goodwill is £153,800. 
The foregoing purchase price is discharged as follows: (a) issue of 
14,000 shares in X, Ltd., worth £25 each to discharge half the pur- 
chase price, viz. £350,000, but as the shares of X, Ltd., are £i paid 
only, the Share Capital Account will be credited with £14,000 and 
Premium on Shares with £336,000; (6) issue of 5% Debentures 
amounting to £350,000. 

The position may now be shown as follows — 


Debits 


Credits 




£ 


L 

Goodwill : Y Bank, Ltd. 


152,800 



Net Assets :X Bank, Ltd. 

£ 2 , 050.000 




y Bank, Ltd 

547.200 

2 , 597,200 



Share Capital Issued . 



£ 300.000 


Share Capital Issued . 



14,000 

314,000 

Premium on Shares 




330,000 

5% Debentures . 




350,000 

Reserve Fund 




1,750,000 



£2,750,000 


£2,750,000 


The entries in italics represent in abridged form the opening Journal entries 
in respect of the acquisition of Y Bank, Ltd. 

^ 43. a share on 14,000 shares allotted to the members of Y, Ltd. 
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Relief from Capital md Transfer Stamp Duty. In case of recon- 
struction or amalgamatinii of companies, Sect. 55, Finance Act, 1927, 
^as aniended by Sect. 31, Finance Act, 1928, Sect. 36. Finance Act. 
1930, and Sect. 41, Finance Act, 1933, provides relief as follows — 

If in connection with any reconstruction or amalgamation, on 
the acquiring company taking over the undertaking of, or not less 
than 90 per cent of, the issued share capital of another company,^ 
the consideration for the purchase (excluding the taking over of 
liabilities) is discharged in the form of shares, the nominal share 
capital in the case of a new company, or the increase in the case of 
one already in existence, shall be treated as reduced by — 

^ [a) An amount equal to the share capital of the vending or sub- 
sidiary company ; or 

(6) Where only part of tlie undertaking of the vending company 
is acquired, by that proportion of the share capital of the vending 
company which the portion of the undertaking acquired bears to 
the whole undertaking ; or 

(c) If the shares issued as consideration are credited as partly 
paid up, only the amount credited as paid up is available for relief, 
if this is less than the amount computed in (a) and (J>). 

Certain causes will cancel the relief (e.g. fraud), and where the 
company ceases to be the beneficial owner of the shares acquired. 

In the above circumstances, subject to certain conditions, no 
conveyance or transfer duty is chargeable on any instrument in 
connection with the transfer of the undertaking or shares, or with 
the assignment of liabilities to be taken over by the acquiring 
company. 

In order to obtain the benefit of the exemption from capital duty, 
the instrument must be executed within twelve months of the 
registration of the company where the acquiring company is a new 
company, or of the increase in share capital where it is an existing one. 

To obtain the benefit of these reliefs, if the undertaking is taken 
over, then it is immaterial whether the shares given in exchange 
are allotted to the existing company or to its shareholders; but if 
toe undertaking is not taken over but shares acquired therein, then 
the allotment of the shares exchanged must be to the holders of the 
‘Jiares in the existing company. If the allotment is to the existing 
undertaking itself no relief is available [Murex v. C'. I.R.). 

Illustration. X, Ltd., is formed to take over the undertaking of Y, 
Ltd., and upon registration the former company pays capital duty on 
£20,000. The nominal share capital of Y, Ltd., is £15,000 in £i shares. 

Assuming that the purchase consideration wholly discharged in 
fully paid shares is (a) £18,000, (&) £12,000, show relief in respect of 
capital duty available to X, Ltd. 

^ The company whose shares are acquired must have been incorporated in 
this country (see The NestU Company. I id v. C.I.R., when exemption was 
refused in respect of companies incorporated in Northern Ireland). 
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(a) The relief is los. per cent of £15,000. 

(b) The relief is los. per cent of £12,000. 

If X, Ltd., had already existed, the relief in respect of the increaseh 
of share capital needed to acquire Y, Ltd., would be as above. 

If X, Ltd., had similarly acquired from members of Y, Ltd., 
go per cent^ of their shares (Y, Ltd., remaining in existence), the 
relief would be [a) £13,500 [i.e. go per cent of £15,000] ; (6) £12,000. 

The above relief is subject to the conditions already outlined. 

Illustration. Z, Ltd., has a Nominal Capital of £20,000, half of 
which is is.sued and fully paid. For the purpose of acquiring g5 
per cent^ of the undertaking of R, Ltd. (Nominal Capital, £27,000), 
Z, Ltd., increased its Nominal Capital by £15,000. The purchasii' 
consideration is £20,000 payable in 16,000 £i shares credited as 
15s. paid and £8,000 in cash. 

Show the Stamp Duty payable on the increase of capital. 

£ 

For the purpose of ids. per cent Stamp Duty, the in- 
crease in the nominal capital of Z, Ltd., of . 15,000 

is reduced by 

(a) 95 of nominal capital of R, Ltd., 

or 

(b) The amount credited as partly paid on 16, odd 
shares 15s. paid, issued as purchase consideration, 

i.e. ;£i2,ooo, whichever is hss .... iz,dod 

.'. I os. per cent Stamp Duty is payable on . . 


Illustration. [ Internal Reconstruction.] The Balance Sheet 0^ 
Dunster, Ltd., at 31st December, ig. ., is as follows — 

Balance Sheet as at 31ST December, 19. . 


Authorized and Issued Share 
Capital: Bo, 000 Shares of 
each fully paid . 
Debentures . . ;£i34,odo 

Plus Interest (net) 4,000 

£ 

80.000 

138,000 

46.000 

Sundry Assets . 
Investments 

Profit and Loss Account 

£ 

l54,DOn 

3,000 

107,000 

Creditors — 

Income Tax 
General 

;fl,000 

45,000 









£264,000 


^264,000 







The following reconstruction is passed and duly sanctioned — 

(1) Each share is to be subdivided into twenty fuUy-paid ordinary 
shares of is. each. 

(2) After such subdivision, each shareholder shall surrender to 
the company g5 per cent of his holding, for the purpose of reissue 

^ See Sect. 209, Companies Act, 1948, re power to acquire shares of dissenting^ 
minority when scheme approved by shareholders of not less than 90 per cenj^ 
in value. 
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to debenture-holders and creditors, so far as is necessaiy, and the 
balance cancelled. 

(3) Of those surrendered, 460.000 shares of is. each shall 
be converted into participating preference shares of is. each fully 
paid. 

(4) The claims of the debenture-holders shall be reduced by 
i6s. 8d. in the £ ; in consideration therefor the debenture-holders 
shall also receive participating preference shares to the value of 
3s. 4d. in the £ upon their claims as at 31st December, 19. .. 

(5) The income tax liability is to be paid in full; and the claims 
of the other creditors be reduced to 4s. in the £, to be satisfied by 
the issue of ordinary shares of is. each ex the shares surrendered. 

(6) The shares surrendered and not reissued to be cancelled. 

Set out Journal entries and resultant Balance Sheet, assum- 
ing that the tax liability is still outstanding and that the 
amounts of the assets are unaltered. The merits of the scheme 
may be ignored. 

It is advisable in a question of this nature to construct a rough 
tabular statement and therefrom compile the revised Balance Sheet ; 
then proceed to the Journal entries. (Sec below.) 

(1) The members lose 95 per cent of their capital, viz. £76,000, 
leaving them with £4,000 in shares. 

(2) The debenture holders lose 13s. 4d. in the £, because they 
receive back in another form 3s. 4d. out of their i6s. 8d. loss, thus 
} X £138,000 = £92,000 is a gain to the company, leaving the 
debenture holders with X £138,000, viz. £46,000, in — 

£ 

Priifurence Shares . . . 23,000 

Debentures .... 23,000 

/ 46 ,ddd 

(3) The creditors lose 1 X £45,000, that is, a gain to the com- 
pany of £36,000, the creditors being allotted £9,000 of ordinary 
shares. There is thus a total gain to the company of £204,000, 
which is utilized in eliminating the adverse balance of profit and 
loss of £107,000, leaving a reserve of £97,000. 


Old balance Sheet 
Items 

Total 

Creditors 

New 

Ordinary 

Shares 

Partici- 

palmg 

PreterencB 

Shares 

Deben- 

tures 

Profit 

Share Capital 

Debentures 

Creditors .... 
Income Tax 

£ 

Bn,Doo 

138,000 

45,000 

1,000 

£ 

1,000 

£ 

4,000 

9,000 

£ 

23,000 

£ 

23,000 

£ 

76.000 

92.000 

36.000 

DU ■ Total 

^Bliminatioii ol 

Profit and Ijoss Account . 
Reserve 

264.000 

107.000 
97,000 

1,000 

13,000 

23,000 

23,000 

204,000 

204 , OCX) 
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The resultant Balance Sheet will be — 


Dunster, Ltd.,^ Balance Sheet as at 31 ST December, 19.. J 



i 


i 

Authorized and Issued Share 


Sundry Assets . 

154,000“ 

Capital — 


Investments 

3 ,DOO“ 

8 d,ood Ordinary Shares 




of ;^i each fully paid re- 




duced (as sanctioned by 




the Court) to — 




260,000 Ordinary Shares 




of IS. each fully paid 

13,000 ■ 



460,000 Participating 




Preference Shares of is. 




each fully paid 

23,000 * 



Reserve . . . . 

97,000 ■ 



Debentures 

23,000 ^ 



Income Tax 

1,000 • 



£ 

157,000 

£ 

157,000 


It will be of material assistance if the student prepares rough 
Ledger Accounts, because many of the entries in the Journal deal 
with balances of accounts. 


J OURNAL 


Share Capital (Old) . . Vr. 

To Ordinary Share Capital . 

Bring subdivision of 80,000 shares of /i 
each fully paid into 1,600,000 shares 
of IS. each fully paid pursuant to 
scheme passed by special resolution 

dated , confirmed by Court 

Order dated , vide Minute 

Book, p 


Ordinary Share Capital Dr. 

To Surrendered Shares. 

Being surrender of 95% of ordinary 
shares, viz. 1,520,000 to be dealt with 
in accordance with scheme. 


Debentures .... Dr. 

Interest on Debentures . Dr. 

General Creditors . . . Dr. 

To Reconstruction Account . 

Being reduction of iGs. 8d. in £ on the 
rights of debenture-holders and sur- 
render of the rights of unsecured 
creditors. 


i 

80,000 


£ 


\ 


So, 000 


76,000 


76,000 


> 


II 1,000 
4,000 
45,000 


160,000 


^ (And reduced) if the Court orders. 

^ Per original Balance Sheet. y 

From the statement on page loii, accounting for the remaining figures' 
in the original Balance Sheet. 
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£ 

£ 

Surrendered Shares . . Dr. 


76,000 


To Participating Preference Share 



Capital . . 



23,000 

,, Ordinary Share Capital . 

,, Reconsi ruction Account . 



9,000 

44,000 

Being issue of 460,000 participating pre- 



ference shares of is each fully paid 
(into which 460,000 of the surrendered 
shares have been converted) and 




i8o,odo ordinary shares of is. each 
fully paid (4s, in and cancellation 

of shares surrendered and not reissued 
as per scheme. 




Reconstruction Account . . Dr. 


204,000 


To Profit and Loss Account . 


107,000 

,, Reserve 



97,000 

Being cancellation of profit and loss] 


balance and creation of reserve in 
jjursuance of reconstruction scheme 





Illustration. [InternaJ Reconstr'iActivn.'] The follo.ving is the 
Balance Sheet of S. M., Ltd. — 


Balance Sheet as at ist January, 19.. 



£ 



Authorized and Issued Capital ; 


Sundry Assets 

15,000 

20,000 Ordinary Shares of 


Investment on Workmen's 


fully paid 

20.000 

Compensation Fund . 

3,000 

1 8, ODD 7% I’reference Shares 


Prop'uty : 


£1 fully paid 

18,000 

London . . ;^i6,ooo 


“A” 6% Debentures (secured 


Manchester . 12, odd 


on London Property) . 

^.000 

— 

28,000 

"B" 6% Debentures (seriirt'd 


Profit and Loss Account 

4,000 

on Manchester Property) . 

3.500 



Workmen’s Compensation 




Fund : 




London . ;^2,ooo 




Manchester 1 , uoo 




— 

3,000 



Creditors . . . . 

2,500 



L 

50,000 

£ 

50,000 


A scheme was duly prepared and sanctioned, whereby — 

[a) Ordinary shares were to be reduced to zs. 

(&) Preference shares were to be reduced to i6s. 

(c) Debenture-holders forgo their interest (£520), which is in- 
cluded among sundry creditors. 

[d) "B" debenture-holders agreed to take over the Manchester 
property at £5,000; to accept an allotment of 3,000 zs. ordinary 
shares at par; and upon their forming a company called M. P., Ltd. 



1014 


ACCOUNTANCY 


to take over the Manchester property, they allotted S. M., Ltd., 
1, 8 00 £i shares fully paid at par. 

[t) The Manchester Workmen's Compensation Fund disclosed 
the fact that there were liabilities of £200. In consequence, the 
investments and the fund were realized to the extent of the bal- 
ance, the investment realizing a profit of 10 per cent on book value, 
and the proceeds used for part payment of the creditors. 

(/) The sundry assets were to be written down by £9,000, any 
balance to be applied as to three-quarters in writing down the 
London property, one-quarter to a caihtal reserve. 

Show Journal entries covering these steps. 


Journal 





£ 

£ 

Or dinar V Share Capital 

Di. 


18,000 


7% Preference Share Capital 

Dr. 


3, boo 


Sundry Creditors (Debenture Interest) 
Workmen’s Compensation Fund 

Dr. 


520 


(Manchester) .... 

Dr. 


8B0 


To Capital Reduction Account 




23,000 

Being reduction of capital, viz. 20,000 

ordi- 




nary shares of £\ each to 2s. each; 

7% 




preference shares of £i each to i6s. 1 

3ach ; 




cancellation of debenture interest; 

and 




elimination of proportion of workmen's 
compensation fund in pursuance of scheme 




of reduction as per special resolution 
confirmed by Court Order dated . . 
vide Minute Book, p 





Capital Reduction Account 

Dr. 


23,000 


To Manchester Property 




7,000 

,, Sundry Assets 




9.000 

,, Profit and To.ss Account 




4,000 

,, London Property . 




2,250 

,, Cajutal Reserve 




750 

Being assets written down in pursuance of 




scheme of reduction. 





"B” Debenture-holders 

Dr. 


5.000 


To Manchester Property 




5,000 

Being transfer of Manchester Property at 




valuation in pursuance of scheme of 




reduction. 





“B'’ Debenture-holders 

Dr. 


300 


To Ordinary Share Capital . 




300 

Being allotment of ordinary shares in 

part 




settlement of liability to debenture-holders. 




"B” Debentures .... 

Dr. 


3 . 5 °° 


Investment(Shares in M.P., Ltd.) 

To "B" Debenture-holders 

Dr. 


I, Boo 

5.300 

Being discharge of balance by investments 




and transfer from ' 'B " Debentures Account. 
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Journal — (contd.) 


Cash ..... 

. Dr. 


£ 

B80 

£ 

To Workmen's Compensation 

Invest- 




ment, Manchester 
,, Workmen's Compensation 

Fund, 



800 

Manchester 



Bo 

Beinp amount received from workmen's com- 



peusation fund investments and 
of profit thereon to fund. 

transfer 




Creditors .... 

. Dr. 


8B0 


To Cash .... 




BBo 

Being part payment of liability to creditors. 





Draft Balance Sheet as at ist January, ig.. 


AulhoriEed Share Capital — 

Ordinary Shares — 200,000 of zs. 

each ..... 
7% Preference Shares — 22,300 of 
16s. each .... 

£ 

£ 

20,000 

Sundry Assets 

Less written off by Order of 
Court .... 

£ 

13,000 

9 ,DDO 

£ 

6,000 


iB,ooo 

Investments on Workmen's 
Compensation Funds — 
London .... 



L 

3H.OOO 

a,DDO 


Issued Share Capital — 

Ordinary Shares — 23,000 of 2s. 
each fully paid 

7% Preference Shares — iB.ooo of 
]6s. each fully paid 

Capital Reserve .... 
"A" 6% Debentures (secured on 
London Properly) 

Workmen'.s Compensation Funds — 
London ..... 
Manchester .... 







2,300 

14.400 

Shares in M.P., Ltd., at Cost 
London Property 

Less ivritten off by Order of 
Court .... 

iS.DOO 

2,230 

ipBoo 

13.750 

2,000 

200 

3,000 



CrediloTs . . . . . 


l.lDO 





£ 

23 7 SO 


£ 

33.750 








It will usually be advisable to prepare rough “working" accounts 
for the more difficult and involved entries, thus — 


Rough Accounts — 


W.C.F. Investments (M/c) 

"B" 

Debenture-holders 

To Balance 

To Balance* 

£ 

. 1,000 

. 200 

By Sale . 

,, Balance 

£ 

Boo 

200 

£ 

Tn M/c Property 5,000 
,, Ordy. Share 

Capital 300 

£ 

By"B" Deben- 
tures . 3,50a 

,, Investment 

A/c . . i,Bdo 


W.C. 

Fund 



Creditors 



i 


£ 


£ 


£ 

To Capita] 

Re- 

By Balance 

. 1,000 

To Capital 

Re- 

By Balance 

• 3 i 5 °<l 

ductinn 

. BBo 

,, I’rofit . 

Bo 

duction 

. 320 



II Balance 

200 



,, Cash 

. BBo 







,, Balance 

. 1,100 




___ 





— 





By Balance * 

2 DO 



By Balance 

. 1,100 


* The balances may be transferred to General Investments and Liabilities 
respectively 
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The form in which the reconstruction is to be carried out involves 
a consideration of variable premises, most of which are omitted 
from examination questions. It is therefore essential that, in 
addition to the submission of the formal answer in the light of the 
circumstances and facts disclosed, suitable comments should be 
made. 

Principles underlying Reconstruction. 

(i) The scheme should be clear cut, easily understood by laymen 
and non-controversial. 

(z) No attempt should be made to put through an unjust and 
unfair scheme. 

(3) The scheme should avoid the setting off of one class of members 
against another. 

(4) Whatever proposals are made, the essence of them is the 
earning power of the company. AH members, even deben- 
ture-holders, are dependent for their income on the company's 
earnings. 

(5) Latest figures of actual earnings should be given, supple- 
mented by careful and honest estimates of future earning power. 

(6) No class of members should be called upon to make sacrifices 
for the benefit of another class except where absolute necessity 
dictates, e.g. if there is no prospect within a reasonable time of 
paying dividends to ordinary shareholders except at the expense of 
the Preference Shareholders, the latter should not genersdly be 
called upon to sacrifice their Capital and/or Income. The ordinary 
shareholder is assumed to know the risk attaching to his holding. 
On the other hand if, taking a long term view, the position is such 
that there is little prospect of the Preference Shareholder receiving 
dividends, then some adjustment will be called for, particularly as 
the ordinary shareholder should not be called upon to renounce for 
all time his prospect of receiving dividends. 

(7) Regard must be had to real as distinct from apparent sacri- 
fices, and a cut in the Capitals of both Preference and Ordinary 
Shares would give the latter an advantage over the former unless 
the Preference Shareholders were compensated. 

(S) No change should take place in the respective positions 
except where unavoidable, e.g. generally speaking a preference 
shareholder will want to remain as such and not become an ordinary 
shareholder, and conversely, so that — 

(9) Contractual rights and priorities should be maintained as far 
as possible. 

The matters likely to call for practical attention in problems of 
this nature are — 

(1) Whether the reconstruction should be “internal” or "ex- 
ternal.” 

(2) Whether the company's affairs have reached stability, so ^ 
that another reconstruction in the future may be avoided. 
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(3) The respective rights of the various classes of members as to— 

(fl) Capital repa5mient in a winding up. 

(6) Dividends. 

(c) Voting powers. 

(4) A careful consideration of the proposed alterations in so far 
as they are likely to affect the rights of mcmbtrs^ having regard to 
the possibility of a refusal by a class to acquiesce. 

(5) Where the reconstruction involves some sacrifice on the part 
of creditors, including debenture-holders, the proposals which are 
likely to meet with their approval must be carefully considered ; 

^ whether, for instance, they will be likely to agree to a composition 
for cash, or for cash and shares, or for shares only. 

(6) In all cases, especially where the immediate trouble is the 
shortage of working capital, the question of raising the additional 
capital will require consideration. 

(7) Involved in the scheme may be the reorganization of the 
business and technical side of the company, together with a pos- 
sible reconstitution of the size and personnel of the Board of Direc- 
tors. The desirability of the appointment of a new chairman may 
call for consideration. 

(8) In order to ascertain the amount to be written off against 
members (and possibly creditors), the assets and liabilities will 
be revalued, so that the company can start with a "clean slate.” 
This obviously will necessitate not only the revision of book values 
of assets and liabilities, but the complete elimination of such debit 
balances as are not in the nature of assets, examples of which are 
preliminary expenses and profit and loss debit balance. 

Accounting Aspect of Reconstructions. The chief matters that 
directly concern accounting work are those relating to the recon- 
stitution of the share capital, and the revision of the values of the 
assets and liabilities. After the advice of the accountant has been 
sought as to the opportuneness and method of reconstruction, having 
regard to all the circumstances, assets (the valuation of which may 
require the services of technical experts) will be adjusted accordingly. 
When the revised capital balance has been struck, the task of the 
^accountant is to evolve an effective scheme which is fair and just as 
between all parties. The particular aspects, at all events for 
examination purposes, which will require careful consideration are — 

(1) The position of each class of member as regards potential 
dividends. 

(2) The position of each class of member in the event of 
liquidation. 

(3) The treatment of " arrears " (if any) on cumulative preference 
shares. 

* (4) The position of (i) debenture-holders, having regard to the 
nature and value of their security, and (z) creditors. 
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(5) The particular assets and liabilities chosen to be adjusted.^ 

(6) The practical point of allotting a reasonably large number of 
shares (even if of low denomination), and the exchange basis such 
as to avoid so far as is possible the use of share fractions. 

(7) The gearing of the reconstituted Share Capital. 

(8) The resultant voting power. 

Speaking generally, unless the earning capacity of the company 
has become permanently impaired, it is neither just nor reasonable 
that the preference shareholders should suffer a reduction in the 
amounts receivable in dividends. The preference shareholder has 
taken shares of this class upon the understanding that he should 
have a prior right to dividend over that possessed by the ordinary 
shareholder, but without right to further participation in the 
profits. In order to keep faith it is the duty of the company to 
preserve this right as far as possible. It must be borne in mind, 
however, that usually the control of the company lies with the 
ordinary shareholders, who would have the power to withhold 
dividends from the preference shareholders until the adverse balance 
of profit and loss had been made good out of future profits. As a 
result, the preference shareholders are generally quite willing to 
accept a curtailment of some rights in return for the prospect of 
dividend being paid to them in the very near future. 

Another matter which will tend to create an accommodating 
spirit amongst the preference shareholders is the fact that often 
the only alternative to the reconstruction is liquidation. The latter 
will usually involve losses owing to forced sale, such losses being 
borne entirely by the preference shareholders if the position is so 
serious that the capital of the ordinary shareholders is already 
lost. 

The important point from the dividend aspect is that so far as the 
ordinary shareholders are concerned (assuming two classes only, 
viz. preference and ordinary), it is quite immaterial at what book 
value the shares appear in the books of the company, as the true 
value depends upon the annuity value or yield basis, so that if, after 
reconstruction, they are still entitled to all the surplus profits, or the 
same proportion as before, their dividend position is miimpaired. 

The position of the ordinary shareholders is miaffected as regards 
dividends if — 

(1) There is no alteration in amount, rate, or priority of the pre- 
ference shares. 

(2) No other class of shareholders is admitted into the participa- 
tion of the " equity ” of the ordinary shareholders, or if such right 
already exists, it remains unchanged. 

Any diminution of the foregoing rights will benefit the ordinary 
shareholders. 

^ If Plant is written down, it will lighten the burden of the depreciation 
charge until such time as the Plant requires replacement, whilst a reduction 
of an interest bearing liability will lighten the burden of the interest charge. 
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A share will be just as valuable if it obtains an annual dividend 
of, say, IS., whether it is denominated and credited in the company's 
books at £io or £l or 5s., or even id., inasmuch it provides the 
SAME annuity in each case. 

Where debenture-holders suffer a reduction in the amount of 
interest they receive from the company, whether in rate or book 
value of the debentures, the burden on the company will be cor- 
respondingly reduced, thus benefiting its members. 

Illustration. The issued share capital of Eldwick, Ltd., is 
10,000 6 per cent Preference Shares and 20,000 Ordinary Shares 
aU of £i each, fully paid. The net assets are £13,000, and the debit 
balance of Profit and Loss Account is £17,000. 

Assuming that the company has "turned the comer” and ignor- 
ing other considerations, e.g. liquid position of the company, it is 
obvious that it is to the advantage of the company as a whole to 
reconstruct by a thorough revaluation and, as a necessary con- 
comitant, the reorganization of the capital, so as to enable the 
company to resume payment of dividends at an early date. 

If the net assets are, upon revaluation, considered to be 
worth £11,000 only, this involves a capital loss of £x9,ooo, made 
up as follows — ^ 

(i) Reduced Value of Assets . . 2, odd 

(ii) Elimination of Fictitious Asset . . 17,000 

/ig.ooo 

If it is agreed to charge this up to the ordinary shareholders, 
leaving them with £1,000 of capital instead of £20,000, it is im- 
material whether that capital is in the form of i,poo shares of £l each 
fully paid, or 20,000 shares of is. each fully paid, for their "equity” 
will remain unaltered. The preference shareholders appear to be 
sufferers in one sense, as the capital security is diminished as com- 
pared with the position when there was no debit balance on Profit 
and Loss Account, yet the mere formality of bringing down the 
position to "rock bottom” makes the real security neither worse 
nor better than immediately before the reconstruction. The damage 
was done during the period prior to the inauguration of the scheme. 
* Actually their comparative position in a winding up vis-d.-vis the 
ordinary shareholder may be strengthened. From a dividend point 
of view, their position is that they are still entitled to their annual 
dividend of 6 per cent on their unalUred share capital before the 
ordinary shareholders can possibly participate in the profits. 

As regards the ordinary shareholders, the priorities ranking in front 
of them are still the same, hence their share in the surplus of the divis- 
ible profits is not jeopardized by the writing down of£2o,ooo to £1,000. 

If the company in the year after reconstruction earns (and dis- 
. tributes) £1,100, the preference shareholders will receive £600, 
leaving £500 for the ordinary shareholders. This will be dis- 
tributed as follows — 
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(a) Assuming that no reconstruction took place — 2 J % on 20, 000 £ 

£1 shares ........ 500 

(b) Assuming the reconstruction resulted in the Ordinary Shares 

being written down to — 

(1) 20.000 shares of is. each — 6d. a share, or 50% 

on 20,000 IS. shares . . . . .500 

(2) 1,000 shares of £1 each — ids. a share, or 50% 

on i,nOD £1 shares ..... 500 


Assuming, further, that 7J per cent yield would be required on 
an ordinary share of this class, the valuations are — ^ ^ ^ 


(а) ^ X ;£i = 6s. 8d. on 20,000 £1 shares . 

(б) (i) ^ X IS. = 6s. 8d. on 20,000 is. shares . 

50 


6,666 13 4 

. 6,666 13 4 


W 55 X - £6 .3.. ,i. « ...o. i. ^ . 6.666 .3 3 


If the " arrears ” of cumulative preference dividends are to be 
brought into account in the reconstruction, the position of the 
ordinary shareholders is generally adversely affected (assuming 
that they are not compensated in other directions), because — 

(1) If the “ arrears " of cumulative preference dividends are con- 
verted into preference shares, more of the profits will be “ charged” 
to meet the dividend on the increased number of preference shares ; 
but against this the RATE per cent payable on the preference shares 
may be reduced, the consequences of which will be to offset, wholly 
or in part, the increased “charge.” 

(2) If such ” arrears ” are converted into ordinary shares, it result.s 
in the proportion of surplus profits, payable to ordinary shareholders, 
being reduced in consequence of the increased number of parti- 
cipants, but this will hasten the time when the ordinary shareholders 
will receive dividends because the " arrears ” of preference dividends 
are no longer in the way. 

(3) If the “arrears” are converted into Income Certificates there 
will be an increased charge not only for interest, but for providing 
a Sinking Fund for their redemption. The latter however becomes 
** free ” when the certificates have been redeemed. 

Briefly, the ordinary shareholders benefit to the extent of obtain- 
ing an early participation in dividends, but sacrifice some proportion 
thereof by having them curtailed to the extent required to pay 
dividends on the shares issued to the preference shareholders in 
cancellation of the " arrears ” of their dividends. 

Before proceeding further, it is important to note that in the 
majority of reconstructions, only part of the "arrears” are given in 
shares, the preference shareholders sacrificing the remainder. 

Illustration. Taking the facts as in the previous illustration, the 
arrears on the 6 per cent preference shares (assumed to be cumu- 
lative) are, say, £2,400, that is, no dividends have been paid on these 
shares for four years, and the capital is reorganized by debiting the 
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whole of the capital loss to the ordinary shareholders by reducing 
the nominal value to is. The ** arrears ” are to be cancelled, and in 
lieu thereof the preference shareholders are to be allotted four new 
ordinary shares of is. each for five preference shares. 

Ignoring the treatment of “arrears,” the revised position would 
be— £ 

iD,oDo 6% Preference Shares of £i fully paid lo.ooo 

2D,oDD Ordinary Shares of is. each fully paid . i,doo 

;^II,DOO 

This figure is represented by Net Assets at their revised 
value — ^11,000, as against 3 , ddo previously. 

As there are to be created further ordinary shares to the extent of 
B,ooo of IS. each of 10,000) and no book liability exists for the 
“ arrears ” (not being a real liability), the issue will involve either an 
increase (by writing up the assets) or a diminution of the ordinary 
share capital. If the ordinary shareholders are to surrender the 
required amount to cover the £400, they will suffer by having less 
"equity” in the surplus, as they retain £600 only of their £1,000. 
On the other hand, the matter may be adjusted by reference to the 
assets, the latter being reduced not by £2,000 as mentioned, but by 
£1,600 only. This will leave the ordinary capital at £1,400 (£1,000 
for the ordinary shareholders and £400 for the preference share- 
holders in respect of the "arrears” of dividends). In the first case, 
the surplus profit available for the old ordinary shareholders is 
whereas in the second it is or the detrimental effect of the 
former as compared with the latter being (the difference between 

and -f^(,) of the surplus profits. 

The usual practice is to obtain an approximate valuation of tangible 
assets ; to ascertain the effect on share capital ; and, if necessary, to 
effect an equitable readjustment of capital by an adjustment of the 
valuation of goodwill. The viewpoint of winding up must be briefly 
considered, and this will be dealt with on pages 1023 seq. 

Other arrangements may be entered into with reference to the 
arrears, e.g. £400 may be allotted in preference shares, or split 
between the preference shares and ordinaries, or an entirely new 
class of share created, say, preferred ordinary ranking for divi- 
dends after the preference, but before the ordinary shares. To deal 
with each possible arrangement is impossible in a work of this 
description, but the principles involved are the same, viz. (i) what 
amount of profit will be required to meet the dividend of the prior 
classes of shares; and (2) what amount (not merely rate) of divi- 
dend will be available to the lower grade shares. 

The position may be compared by taking three alternatives — 

(a) Where the " arrears ” are given to the preference shares \npre- 
Jerence shares. 

(&) As in (a), except that ordinary shares are allotted. 

(c) Where the “ arrears ” are split into equal parts of preference 
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and ordinary, the increase of £400 being borne by the present holders 
of ordinaty shares. 

The Balance Sheets will be thus — 



(a) 

(6) 

(=) 


(«) 

(6) 

(^) 


£ 

£ 

£ 


‘ £ 

‘ £ 

• £ 

Preference 




Net Assets . 

11,400 

1 1.400 

11,000 

Shares — 







Old . . 

10,000 

10.000 

10,000 





New 

400 


200 





Ordinary 








Shares — 








Old 

1.000 

1,000 

“ 6oo 





New 


400 

200 





£ 

11,400 

£11.400 

£11,000 

£ 

11,400 

£11,400 

£11,000 









The respective positions may be illustrated thus — 



(«) £ 

(b) / 

(c) £ 

Profits (say) .... 

1,100 

I.IDO 

1,100 

Amount required to meet Prefer- 




encB Dividends of 6% 

624 

6uo 

612 

Surplus 

^476 

£500 

^488 

Distribu 

TioN OF Prof 

ITS 


Old Preference Shareholders as 

(®) 

(6) 

(c) 

holders of — 

£ 

£ 

£ 

(i) New Preference Shares 

624 

600 

612 

(ii) New Ordinary Shares in re- 
spect of "Arrears” . 




W M 3 

[y) IZ2 

Old Ordinary Shareholders as 




holders of New Ordinary Shares 

476 

W 357 

(y) 366 


£i,ido 

£\,\oo 

£t.ido 


/ . X, ..1 400 ^ I.DOO , , , 1 , 2DD , 600 - - 

(jf) Respectively aud of Ado. (y) Respectively - — and - — of £488. 

1,400 I |403 ODn 

It has been assumed so far that the preference shareholders have 
a preference as to dividends, and according to the arrangements 
shown above, they not only suffer no abridgment of this privilege, 
but they obtain a return on their "arrears.'' Thus they obtain the 
income equivalent to actually receiving the amount of the " arrears" 
"free of tax," and reinvesting it in some form or other, whilst at 
the same time their capital position suffers no contraction. 

If they have no preference as to capital and are, therefore, on the 
same level as the ordinaries, it might be considered that they ought 
to share a due proportion of the capital loss. If this is to be effected, 
it might be done by reducing the share capital by proportionate 
amounts; but in order to preserve to them the same amount 

^ l.e. ;£i 1,000 (as shown on page 1021) plus £^00. 

” £11,000 only, £400 being taken from the old ordinary shareholders. 

" £ 1,000 less £400 given to preference shareholders. 
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of dividend, the rate of dividend would have to be considerably 
increased. This is usually a very unwise procedure. Consequently, 
a new class of share might be created of comparatively small dimen- 
sions and given to the preference shareholders, entitling them to 
dividends, requisite to bring the return to that originally obtained ; 
with a small participation in the surplus, after payment of a cer- 
tain rate to the ordinary shareholders, to compensate them for loss 
of priority of dividend ; alternatively, the preference shareholders 
may be induced to take new preference shares reduced in rate 
and a comparatively small number of ordinary shares, the incentive 
offered being that, whilst the preference shareholders will receive 
-less as preference dividend, they will receive more of the ultimate 
surplus profits. 

Winding-up Aspect of Reconstructions. The problem raised by this 
aspect differs materially from that previously dealt with in reference 
to the prospective yield on the shareholding as reconstituted. Here 
the assets and their probable realization are a matter of primary im- 
portance ; whereas, whilst the company is dividend-producing, the 
mere book denomination of the share is of secondary importance. 

Where the preference shareholders have no priority as to capital, 
they stand on the same footing as the ordinary shareholders, so 
that if the respective capitals are revised, it can be readily seen 
that the greater the proportion of capital, the greater the return. 
Further, if the preference shareholders have the right to share in a 
. surplus in the winding up (which they do not possess if preferential 
as to capital unless the articles expressly so state) such surplus will 
be divisible proportionately to capitals. 

Where the preference share capital remains unaltered^ and the 
holders possess no right to share in a surplus in the winding up, the 
position is simple. The preference shareholders obtain the same 
undiminished right of return of capital, but thereafter every- 
thing belongs to the ordinary shareholders. 

Where the preference shareholders have the right to participate 
in a capital surplus arising in a winding up, the important matters 
for them are — 

(1) preserving their original capital ; 

(2) the sharing of the surplus. 

’So far as relates to the ordinary shareholders, they are concerned, 
first, in the repa5niient of their capitals, so that the smaller the pre- 
ference share capital the greater is the possibility of a repayment to 
them ; whilst, secondly, they are concerned in obtaining the return 
of their original capital (if possible), so that, in addition to being 
interested in cutting down the amount of preference share capital, 
they wish to see their own capital as large as possible, because after 
payment of the preference share capital, they will receive all the 
remaining surplus up to the extent of their revised capital, and the 
higher the relative proportion of the ordinary capital to the preference 
capital the more favourable is the ordinary shareholder's position. 
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Where the preference shareholders have the right to participate in 
the surplus the same principle applies (as mentioned on page 1023). 

Illustration. The share capital of X, Ltd., is 2,000 preference 
shares and 2,000 ordinary shares all of each fully paid. The 
preference have priority and participation rights in winding up. 
Assuming that the assets realize (on liquidation) £3,200, show in 
columnar form the respective positions assuming (i) no reconstruc- 
tion, (zfl) a reconstruction by which the preference shares were cut 
down by £500 and the ordinary shares by £1,000, (z6) a reconstruc- 
tion by which the preference shares were cut down by nil and the 
ordinary shares by £1,500. 



(.) 1 

1 

1 (=!>) 

Preiereucp 

Ordinary 

Preference 

Ordinary 

Preference 

Ordinary 

Repayment of Capitals — 

Preierence . 

Ordinary 

Surplus (part passu) 

£ 

2,000 

Nil 

£ 

1,200 

NU 

£ 

i.Sdo 

420 

■m 

£ 

2,000 

560 

£ 

500 

14D 

£ 2,000 

£s,200 


£i,z8o 

£2,560 

£640 


Illustration. X, Ltd., has a share capital of 5,000 7 per cent pre- 
ference shares and 5,000 ordinary shares, all of £i each fully paid. 
There is a capital loss of £4,000, of which £1,000 is to be borne by 
the preference shareholders and the balance by the ordinary share- 
holders. On liquidation the assets realize £15,000 after all expenses 
and creditors have been paid. The profits were : Years i, 2, 3, and 
4. £300, £350, £600, and £1,000 respectively. 

Set out in tabular form the respective positions of the two classes 
of shares, contrasting them : (i) assuming no reconstruction ; (2) on 
the basis of the above reconstruction. 


(i) Where the preference shares are non-cumulative and without 
preference as to repayment of capital, or right to participate in 
surplus (all profits have been paid in dividends) — 


Yearly Profits and 
Dividends; and Repay- 


1 <•' 1 


(») 

1 Total 


1 

1 


Total 


1 

1 


mcnt of Capitals 


Preferuice 

Ordinary 


Preference | 
1 

Ordinary 

Dividends — 

i 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

Year i . 

* 300 


Nil 


Nil 



2B0 


20 


,, 2 . 

350 


350 


300 



2Bo 


70 


.. 3 - 

6do 


350 


250 



2Bo 


32D 


1. 4 • 

1,000 

2,260 

350 

1,050 

650 

1,200 

2,260 

2B0 

1,120 

720 

1,130 

Ret^ymeni of 
Capitals — 












Preference 

5,000 



5,000 



4,000 


4,000 



Ordinary . 
Surplus to 

5,ddo 



5,000 





2,000 



Ordinary 

5,000 

15,000 



5,000 


11,000 



9,000 

11,000 






10,000 





£ 

17,260 


£6,030 

£ 

11,200 

£17,250 


£5.120 

£ 

12,130 














* It is assumed that the directors decide not to recommend the payment 
of the preference dividend in this year inasmuch as the profits do not wholly 
cover it. If [i.e. 6% on the preference shares] was paid there would 

be no dividend on the ordinary shares in Year 2 . 
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(ii) Where the preference shares are cumulative and without pre- 
ference as to repa3nnent of capital, or right to participate in surplus 
(all profits have been paid ii\ dividends) — 


Yearly Profits and 
Dlviden ds ; and Repay- 
ment of Capitals 


(I) 

■ 

1 

n 



Ordinary 

Diuidendx — 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

■I 

■■ 

£ 

£ 

Year i 

300 


Nil 


Nil 



aBo 


20 


II 3 

350 


350 


Nil 



zBo 


70 


1. 3 

600 


‘700 


200 



2B0 


320 


.1 4 

I,DOO 

2,250 

3 SO 

Ii4do 

650 

B30 

2,250 

2Bd 

1,120 

720 

1I13D 

Repayment of 
Capitols — 












As in (i) 


15,000 


3,00a 


10,000 

16,000 


4,000 


11,000 


£ 

17,250 


£6|4oo 

£ 

SSI 

£17,250 


£5i12d 

£ 

12,130 


(iii) Where the preference shares are cumulative without prefer- 
ence as to repayment of capital or right to participate in surplus, 
but the right to have "arrears" paid on dissolution. (No dividends 
have been paid.) — 


Yaarly Profits and 
Repayment of Capitals. 

Total 

( 1 ) 

Total 

(*) 

Preference 

Ordinary 

Preference 

Ordinary 

Dividends — 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

Year 1 

30a 



Nil 


Nil 



Nil 


Nil 

II * 

350 



Nil 


NU 



Nil 


Nil 

II 3 

600 



Nil 


Nil 



Nil 


Nil 

PI 4 

1,000 



Nil 


NU 



Nil 


Nil 


£2,250 











RtPayment of 












Capitals — 












Preference 












“Arrears" 


1,400 

1,400 




1,120 

1,120 




Preference 












Capital 


5,000 

3 ,DOD 




4,000 

4,000 








6,400 





5,120 



Ordinary 


5,000 



5,000 


2,000 



2,000 


Surplus to 












Ordinary 


5,860 



5 iB 5 d 

10,850 

10,130 



10,130 

12,130 



17,250 


£6,400 

£ 

10,850 

£17,250 


£ 5.120 

£ 

12,130 


(iv) Where the preference shares are non-cumulative, with pre- 
ference as to repayment of capital, together with the right to 
participate in surplus (all profits have been paid in dividends) — 


^ Assumed arrears clearetd in Year 3 . 

* For the purpose of comparison the sum of ;^i 7 , 25 o has been taken as the 
' amount available for distribution in the dissolution, i.e. ^Jid 

profits which have not been distributed. 

It is assumed that "surplus*^ covers both that of capital and of revenue. 
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Yciirly Prti&ts and 
Dividenda ; and 
Repayment of 
Capitals 

Total 

(I) 

Total 

(s) 

Prefennce 

Ordinary 

Preference 

Ordinary 


£ 

£ 

£ 

£ 

£ 

£ 

£ 

m 

£ 

£ 

Dividends (os in •) . 

2,250 


x,d 5 o 


1,20D 

2,250 




1,130 

Repayment of 








nn 



Capitals — 











Preference 

6,000 

5,000 




4,000 

4,000 




Ordinary 

6,000 



5,000 


2.000 



2,000 


Surplus {pari 











passu) 

6,000 

a, 500 

7.500 

2,500 

7.500 

9.000 

6,000 

10,000 

3.000 

5,000 








£ 

17,250 


£ 8.550 


£8,700 

£17.250 

£ 

11,120 


£6.130 


(v) Where the preference shares are cumulative, with preference 
as to repayment of capital, together with the right to participate in 
surplus (all profits have been paid in dividends) — 


Yearly ProAts and 
Dividends ; and Re- 
payment □! Capitals 

Total 

(I) 1 

Total 

1 

Preference 

Ordinary 

Preference 

Ordinary 


£ 

£ 

£ 

£ 

£ 

£ 

Dividends (as in it) . 

2,260 

1,400 

B50 

2,250 

1,120 

1,130 

Repayment of Capitals 
(as tn iv) 

16,000 

7.500 

7.500 

15,000 

10,000 

5.000 


£ 17,260 

£8,900 

£ 8,350 

£ 17,250 

£11, 120 

£6,130 









(vi) Where the preference shares are cumulative without prefer- 
ence as to repayment of capital or right to participate in a capital 
surplus, but the right to have "arrears” paid on dissolution, 
together with revenue surplus. (No dividends have been paid.) — 


Yearly Profits and I 



(I) 

1 



( 2 ) 




Total 





Total 







1 

1 

1 





Capital:. 


1 Preference | 

1 Ordinary j 


1 Preference j 

1 Ordinary 

Dividends — 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

L 

£ 

£ 

Year i 

300 











.1 > 

330 











.. 3 

6od 











.. 4 

Z,OOD 


NU 



Nil 


Nil 


Nil 



£2.250 











Repayment 
of Capitals — 












Preference 

"Arrears” 

Preference 


1,400 

1,400 




1,120 

1,120 




Capital . 
Revenue 


5,000 

5,000 




4.000 

4,000 




Surplus 
to Pre- 












ference . 


860 

B50 

7,350 



1,160 

1,130 

6,250 













Ordinary . 
Surplus to 


6,000 



5,000 


2,000 


2,000 



Ordinary 


6,000 



5,000 

10,000 

9,000 



9,000 

11,000 


£ 

17,250 


£7,250 

£ 

10,000 

£17,250 


£6,250 

£ 

11,000 














It should be noted that in the circumstances outlined the fact 
that there is sufficient to pay both the preference and the ordinary 
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capitals in full obviously gives no advantage to the former even 
if they have a preference as to repa5mient of capital, but the 
distinctions have been made to explain the principles involved. 

The principles outlined are just the same, even if the ''arrears” 
of cumulative preference dividends are compounded in the form of 
share capital, the amounts receivable depending upon the results on 
the relative capitals remaining for the preference and ordinary 
shareholders. 

Where there is a new class of share introduced, and even if there 
are several grades of shares already existing, e.g. preference, ordinary, 
and deferred, although the detail may become involved, the above 
principles are nevertheless applicable. 

The difficulties of reconciling the conflicting positions arising in 
respect of dividends and capital repayments in a winding-up are 
often considerable, seeing that rights to dividends (particularly as 
regal ds ordinary shareholders) do not depend necessarily on book 
value of shareholdings, whilst the repayment rights in a winding- 
up depend primarily upon the proportions of book value of share- 
holdings of various classes. 

It is important to remember, therefore, that regard must be had 
to — 

(1) Dividend aspect. 

(2) Winding-up aspect according to — 

[а) Whether preference shareholders have a right to priority in 
repayment of capital or not. 

(б) Whether the preference shareholders have the right to par- 
ticipate in surplus assets remaining after payment of costs, liabilities 
and repayment of capitals. 

(c) Whether the " arrears ” of cumulative preference dividends are 
to be paid and, if so, in what priority. 

The question as to whether the reorganization involves the issue 
of partly paid shares is important particularly from the winding up 
aspect. 

In both cases the range of profits and the possibility of the assets 
realizing an amount [a] insufficient, (6) sufficient to repay original 
capitals ; and in (6) tlie possibility of a small or large surplus over 
the original capital must be considered, as must the nature of the 
surplus. 

It should be clear to the student that surplus means the amount 
remaining after pa5ment of (i) all costs and expenses ; (2) creditors, 
including debenture holders; (3) book values of share capitals 
(i.e. as they exist at the commencement of winding up). 

It may be mentioned in connection with the dividend aspect that 
the greater the amount of reduction of capital applied against fixed 
assets, the less will be the charge in the future for depreciation, thus 
enhancing the amount of profits; although the reflex action will 
take place when such fixed assets are to be replaced, when the 
depreciation charge will considerably increase. 
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In dealing with the above examples, it has not been thought 
necessary to repeat the fact of the importance of voting rights 
(mentioned on page 1017), but this is an exceedingly important 
matter. 

In examination problems the student will have neither time nor 
opportunity to deal in detail with all phases already outlined ; but 
he will be expected to pay prime attention to the dividend aspect, 
with a brief reference to the winding-up position, as this is com- 
paratively less important than the former; yet an understanding 
of the guiding principles of the latter should be known. 

As a matter of practice, it is quite impossible to view the 
winding-up position with certainty, the contingencies being so 
very numerous and frequently utterly incapable of even an 
approximate prognostication. 

It is, therefore, a matter of importance not only to bestow 
great care in the formulation of the scheme of reconstruction, but 
to choose carefully the opportune time. The necessity for the latter 
precaution may cause a delay not only of w^eeks, but of months, 
before a fair, equitable, and workable scheme can be prepared so 
as to meet with the approval of all interested parties. 

Illustration. A company has passed through a period of heavy 
losses and, in the opinion of the directors after full consideration, 
the time to deal with the reconstruction has anived. Its Balance 
Sheet at 30th June, 1953, may be summarized as follows — 


Balance Sheet as at 30TH June, 1953 


Share Capital Authorized 

£ 

Goodwill at Cost 

£ 

10,000 

and Issued — 

iOD,oOD 6% Cumulative 


Works and Plant at Cost, 
less Depreciation . 

I 10,000 

Preference Shares of 
£1 each . 

r 00,000 

Stock, Work in Progress, 
Book Debts, Cash, less 


130,000 Ordinary Shares 


Trade Liabilities . 

31,000 

□f £1 each 

r3D,ooo 

Prohb and Loss Account . 

79,000 

{Note. The cumulative 
dividend on the Preference 
Shares has been paid up to 
31st December, 1951.) 

/ 230 ,D 00 


;^ 23 D,D 0 O 


Each share (both preference and ordinary) carries one vote. On 
a liquidation the cumulative preference share capital is repayable 
at par plus any ” arrears'' of dividend, and all surplus goes to the 
ordinary shareholders. 

It is hdieved that the net profits in future will average £12,000 
per annum. The floating assets, less liabilities, are considered to be 
worth the book figure of £31,000; goodwill is considered valueless; 
works and plant are revalued at £101,500. 

A recapitalization being desired, you are requested to reframe 
the Balance Sheet as it would appear after giving effect to such 
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recapitalization (involving a reduction in the nominal amount of 
the issued share capital) as you consider would be likely to com- 
mend itself to both the preference and the ordinary shareholders. 
Show how the rights of each class would be altered under the 
scheme you prop)ose. 

The company desires to avoid the creation of a new class of shares. 

Befop dea^g with the scheme, the student will observe that the 
words in italics are important, and it will be advisable to preface 
the answer by stating the assumptions that there is sound justifica- 
tion for the belief, and that the yearly profits will not fluctuate 
unduly from the average of £12,000. 

The question confines the scope by reason of the statements that — 

(1) The preference capital is repayable at par, plus ''arrears.” 

(2) The ordinary shareholders are entitled to any surplus. 

(3) The preference shareholders have priority in the winding up. 

(4) The scheme is to provide for some diminution of the nominal 
value of the preference shares, as well as the ordinary shares. 

(5) No new class of shares is to be created. 

On the other hand, the question contains no information as to 
the possibility of the company requiring additional wi^rking capital, 
nor the amount and security of the creditors. This may be com- 
mented on, but ignored in the working of the problem. 


Reframed Balance Sheet as at 3dth June, 1953 


Authorized Share Capital — 
100,000 7% Preference 

£ 

Works and Plant at Cost, 
less Depreciation, less 

L 

Shares of 17s. 6d. each . 

87,500 

amounts written off 


712,500 Ordinary Shares 

under Scheme 

101,500 

of 4s. each . 

142,500 

Stock, Work in Progress, 
Book Debts, Cash, less 


Issued Share Capital — 
100,000 7% Preference 

Shares of 17s. 6d. each 
fuUy paid . (a) 

iBo,ooo Ordinary Shares 
of 4s. each fully paid (b) 
5% Income Certificates of 
6s. each . (c) 

87.500 

36,000 

9,000 

;^I32,5DD 

Trade Liabilities . 

31,000 

;^I32,500 


The preference shareholders will receive — 

(i) One new 7% Preference Share 
of 17s. 6d. fully paid in ex- 
change for one old Prefer- 
ence Share . . . = 100,000 at 17s, 6d. 


(2) One new Ordinary Share of 
43. fully paid for two old 
Preference Shares 


100,000 


jo,ODO at 45. 


i 


87,500 (a) 


2 


10,000 ( 6 ) 
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(3) Three 5% Income Certificates £ 

of 6s. each for every ten old 
Preference Shares for 1} 

years' "arrears” [;£g.ooD] = ^ X ido,dod = 30,000 at 6.s. g.ooo (c) 


The ordinary shareholders will receive — 

One new Ordinary Share of 4s. 
fully paid for one old Ordinary 

Share . . = 130,000 at 4s 26,000 (b) 


Alternatively, the following scheme might be suggested. 
The preference shareholders will receive — 


(1) One new 8 % Preference Share 

of £1 fully paid for two 
old Preference Shares 

(2) One new Ordinary Share of 

7.S. 6d. each fully paid for 
two old Preference Shares 

(3) One 5% Income Certificate 

of 6s. for two old Pre- 
ference Shares. 


i 

100,000 ^ , 

**50,000 at £i 30,000 


100,000 X i-j a 

= 50,000 at 7s 6d. 18,750 


100,000 

= 50,000 at 6s. 15,000 


The ordinary shareholders will receive — 

One new Ordinary Share of 
7s. 6d. fully paid in exchange 

for one old Ordinary Share . = 130,000 at 7s, 6d. 48,750 


The position of the shareholders before and after the scheme may 
be contrasted, as well as the relative position as between alternative 
schemes with reference to the profits of £iz,ooo indicated in the 
question, on the lines shown in the succeeding illustration. 


Illustration. Z, Ltd., proposes the following scheme of recon- 
struction — 

The issued share capital is to be reduced by £110,339 by (a) 
writing 5s. off each B per cent £i cumulative preference (partici- 
pating) share, each reduced preference share to be subdivided into 
one non-cumulative 8 per cent preference share of los. fully paid 
and one ordinary share of 5s. fully paid; (6) by writing 15s. off each 
of the £i ordinary shares. The preference dividends in “ arrears ” for 
nine years are to be cancelled. 

The preference shareholders are at present entitled to 25 per 
cent of surplus profits after payment of {a) their B per cent cumu- 
lative dividend ; (6) 20 per cent of remaining profits to a fund for 
redeeming certain certificates issued in 1935 in lieu of three years' 
preference dividend “ arrears " ; and (c) 10 per cent on the ordinary 
shares. Under the scheme 20 per cent of remaining profits to fund 
in (6) above is to be continued. 

The Balance Sheet (abridged) before the scheme is as follows — 
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Issued Share Capital — 

L 

Sundry "Net” Assets 

£ 

347.”4 

8% Cumulative Prefer- 


ence Participating 
Shares of each Fully 




paid .... 
Ordinary Shares of £1 

299.993 



each fully paid 

47.T2I 




/347.H4 


;£347.ii4 


You are required (A) to show the Balance Sheet after the scheme 
has been sanctioned; and (B) to make brief comments on the 
scheme itself. Ignore the winding-up aspect, and nominal capital. 


[A) Balance Sheet {after Reconstruction) 


Issued Share Capital — 

B% Non-cumulative rrrference 
Shares of ids. each fully paid 
Ordinary Shares of 5B. each 
fully paid — 

1 I. d. 

> [Allotted to Old 

Preference 

Shareholders] 74 . 99 ^ i ^ 

■ [Allotted to Old 

Ordinarv 

Shareholders] 11,780 5 o 

£ 

149,996 

86,778 

s. 

ID 

d 

0 

Sundry "Net” Assets 

£ 

236,775 

D 

d. 

0 


10 







£216,775 

0 

0 


£236,775 

0 

0 











(B) The following points emerge from the scheme — 

(1) The preference shareholders sacrifice nine years' dividends 
and relinquish a substantial claim on future profits. 

(2) Although the rate of dividend remains the same, the pre- 
ferential right of the preference shares to dividends is reduced by 
exactly half. 

(3) The preference shareholders lose entirely their cumulative 
and (for what they are worth) their participating rights. 

(4) As against the above, the preference shareholders are given 
over 86 per cent of the "equity" of the business which will tend to 
^compensate them for the relinquishment of the participating rights. 
In fact, the scheme clearly separates the " pref erenti^ " from the 
"equity" rights and simplifies the position. 

(5) The old ordinary shareholders have less preference capital 
ranking in front of them for dividend, but as a result of the scheme 
have less than 14 per cent of the equity of the business. 

(6) The scheme releases for payment to ordinary shareholders 
future profits, as otherwise they would be charged with the nine 
years' ” arrears" of preference dividends, together with current 
.preference dividends on £299,993, as against £149,996 los. 

^ Proportion of "equity’* = B6% approximately. 

■ Proportion of "equity" = 14 % approximately. 
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(7) As the proportion set aside for certificate redemption is 
increased (as shown below) the current divisible profits are reduced, 
but this allocation will cease when the amount required to pay off 
the certificates has been raised. 

In short, the old preference shareholders forgo all claims based on 
the past, but secure the substantial and major share of the " equity ” ; 
whilst the old ordinary shareholders, in consideration of obtaining 
dividends at an early stage, sacrifice in favour of the old preference 
shareholders the bulk of their equity.'* 

The effects of the scheme may be gauged by assuming divisible 
profits of ;£io,ooo, £30,000, and £50,000. The comparative positions 
would be — 


Profits 

Old Preference 
Shareholders 

Old Ordinary 
Shareholders 


Before 

After 

Before 

After 


Scheme 

Scheme 

Scheme 

Scheme 

i 

i 

i 

£ 

£ 

10,000 

10,000 

10,000 ^ 

Nil 

Nil 

• *30,000 

(a) 24,022 

(6) 24,445 

(a) 4.778 

(6) *.955 

50,000 

28.022 

38.273 

16,778 

4.127 


* These amounts are arrived at as follows — 


Position before Scheme 



Preference 

Shareholders 

Ordinary 

Shareholders 

Profits ..... 

Less 8% Dividend on Preference 
Shares .... 

£ 

30.000 

24.000 

£ 

24,000 

£ 

Less 20% Provision for Certifi- 
cate Redemption *. 

6,000 

1,200 


Less io% Dividend on Ordinary 
Shares . . . . 

4, Boo 

4.712 


4.712 

Divisible — £ 

25% thereof for Pre- 
ference Shareholders . 22 

75% thereof for Ordi- 
nary Shareholders . 66 

Bd 

88 

22 

66 



£24,022 

£4.778 


^ AUowing nothing for provision for redemption of certiheates. The calcu- 
lations are made upon the assumption that the preference shares were £300,000, 
the difference of 7 being signatories' shares. 

• The total profits divided before the schema were £zS,8oo (see (a) above), 
and after the scheme £26,400 (see (6) above), the diminution of £2,400 arising 
from the increased allocation to Certificate Redemption Fund (as shown above 
and on page 1033). 
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1033 




Old 

Old 



Preference 

Ordinary 



Shareholders 

Shareholders 


i 

£ 

£ 

Profits ..... 

30.000 



Less 8% Dividend on 299,993 




Preference Shares of los. each 

12,000 

12,000 



i8,doo 



Less 20% Provision for Certifi- 




cate Redemption 1. 

3,6do 



> 

14,400 



Payable as Dividend on Ordinary 




Shares — 




(i) 299.993 0^ 5S. each £12,445 


12,445 


(ii) 47. 12 1 of 5s. each i,955 



1.955 


14,400 





^24.445 

/l,955 


^ See note 2, page 1032. 

Calculations based actually upon 300,000 shares (see note i, page 1032). 
The profits available ior distribution to the ordinary shareholders are 
divisible in the proportion of 299,993 • 

The calculation for the division of the profits of £50,000 will be 
similarly made. 

In all cases the resultant voting power must be carefully noted. 


Examination Problem 

The following reconstruction scheme is approved by a majority of the 
shareholders of a public company with a capital of ;£boo,ooo in fully-paid shares 
of ;£i each. 

A new company is to be formed, to take over the entire undertaking of the 
original company, with a capital of ;£6oo,ooo in shares of los. each. Original 
shareholders are to have the right to apply for five shares in the new company, 
paid up to the extent of Bs. per share, for every three shares of the old company. 
Cash creditors, amounting to £30,000 are to be paid off, and the costs of the 
scheme, £3,000, are to be paid by the new company. 

Assume that, in due course, all the original shareholders applied for, and 
Were allotted, the shares in the new company to which they were entitled, a 
call of IS. per share was made, and the creditors and costs were paid as 
arranged. 

Show — 

(i) The issued share capital of the new company as it will appear on the 
Balance Sheet. 

(ii) The reserve, if any, available for writing down assets. 

(iii) The cash available for the new company. 

(Institute uf Chartered Accountants Inter.) 

(i) Issued Share Capital — {, 

1.000,000 shares of los. each, 95. paid 430,000 


ACtoUKtANCV 


*034 


(ii) Capital Reserve — ^ 

Paid-up value ot shares in old company 
[" net ” assets] .... 

Less shares issued in exchange, i,doo,opo 

credited with 8s. paid . . . 400,000 

costs of scheme .... 3.000 


Amount available for writing down assets . 


L 


600,000 


403,000 

^197,000 


(iii) Cash available for new company — 
Call, 1,000,000 shares, is. each 
Less creditors paid off . 
costs of scheme 

Net cash available . 


30,000 

3,000 


50,000 


33.PPP 

;^l7,DOO 


[The above question will be answered easily if the entries are journalizet 
and posted to rough Ledger Accounts.] 


Miscellaneous. Many difficulties may arise in practice, even in th 
case of comparatively simple amalgamations, and the following ar 
probably the more important matters which must be considered— 


(1) The method most likely to receive the requisite approval of members 
e.g. approval of 90 per cent in value required before compulsory share acquis' 
tion powers of Section 209, Companies Act, 1948, operate, special resolutioi 
only required to authorize liquidator to accept shares, etc. in consideration fo 
transfer of business or property under Section 287. 

(2) The taxation advantages and disadvantages of the various methods. 

(3) The "freezing” of revenue reserves as pre-acquisition proJits. Where ' 
holding company is to acquire the share capitals of two or more existing 
companies, all reserves of the latter will be frozen (except possibly for profit: 
earned subsequent to a prior takeover date as from which the shares ar. 
acquired) but the reserves of one of the existing companies can remain frei 
if it becomes the holding company and, if desired, sells its undertaking to i 
new subsidiary company in exchange for shares. 

(4) The requirement of Section 56, Companies Act, 1948, for a company 
where applicable, to raise a Share Premium Account whether its shares arc 
issued for cash or otherwise (vide Henry Head 6- Co., Ltd. v. Ropner Holding 
Lid., where a holding company which had acquired subsidiaries by an exchangt 
of shares had to create a Share Premium Account equal to the difference 
between the nominal value of the shares it issued and the true value of thi 
assets acquired as represented by the shares of the subsidiary companies) 
This treatment results in an automatic freezing of pre-acquisition profits. 



CHAPTER XXIV 
HOLDING COMPANIES 

It has been seen in connection with Company Accounts that one 
form of merger takes place by the medium of the Holding Company. 
The procedure, it will be remembered, is not to acquire the assets 
with or without liabilities of the absorbed company, but its shares. 
The separate entity of the absorbed company remains undisturbed, 
the acquiring company paying out, or discharging in other ways, the 
claims of the shareholders of the absorbed company. Consequently, 
no entries are required in the financial books of the latter company, 
as the transaction merely involves the transfer of shares from the 
old shareholders to the new holder (the acquiring company) with 
the consequent alterations in the Register of Members. 

Definition of Holding Company and Subsidiary Company. Section 
154, Companies Act, 1948. states — 

(1) For the purposes of this Act, a company shall, subject to the provisions 
of subsection (3) of this section, he deemed to be a subsidiary uf another ij, but 
only if — 

(a) That other either — 

(i) Is a member of it and controls the composition of its board of 
, directors; or 

(ii) Holds more than half in nominal value of its equity share capital; or 

(b) The first-mentioned company is a subsidiary of any company which is 
that other’s subsidiary. 

(2) For the purposes of the foregoing subsection, the composition of a 
company's board of directors shall be deemed to be controlled by another 
company if, but only if, that other company by the exercise of some power 
exercisable by it without the consent or concurrence of any other person can 
appoint or remove the holders of all or a majority of the directorships; but 
for the purposes of this provision that other company shall be deemed to 
liavB power to appoint to a directorship with respect to w’^hich any of the 
following conditions is satisfied, that is to say — 

(a) That a person cannot be appointed thereto without the exercise in 
his favour by that other company of such a power as aforesaid ; or 

(b) That a person's appointment thereto follows necessarily from his 
^ appointment as director of that other company; or 

(c) That the directorship is held by that other company itself or by a 
subsidiary of it. 

(3) In determining whether one company is a subsidiary of another — 

(a) Any shares held or power exercisable by that other in a fiduciary 
capacity shall be treated as not held or exercisable by it; 

(b) Subject to the two following paragraphs, any shares held or power 
exercisable — 

(i) By any person as a nominee for that other (except where that 

other is concerned only in a fiduciary capacity) ; or 

(ii) By, or by a nominee for, a subsidiary of that other, not being a 

subsidiary which is concerned only in a fiduciary capacity ; 

shall be treated as held or exercisable by that other ; 

(c) Any shares held or power exercisable by any person by virtue of the 
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provisions of any debentures of the first-mentioned company or of a trust 
deed for securing any issue of such debentures shall be disregarded ; 

(i) Any shares held or power exercisable by, or by a nominee for, that 
other or its subsidiary (not being held or exercisable as mentioned in the 
last foregoing paragraph) shall be treated as not held or exercisable by 
that other if the ordinary business of that other or its subsidiary, as the 
case may be, includes the lending of money and the shares are held or 
power is exercisable as aforesaid by way of security only for the purposes 
of a transaction entered into in the ordinary course of that business. 

(4) For the purposes of this Act, a company shall be deemed to he another’s 
holding company if, but only if, that other is its subsidiary. 

(5) In this section, the expression ‘'company'' includes any body corporate, 
and the expression "equity share capital” means, in relation to a company, its 
issued share capital excluding any part thereof which, neither as respects divi-^ 
dends nor as respects capital, carries any right to participate beyond a specified 
amount in a distribution. 

From this it will be seen that, before a subsidiary /holding company 
relationship can exist, there must, subject to direct and indirect 
holdings and control, be beneficial ownership of more than one-half 
in nominal value of the equity share capital or share ownership 
combined with power to control the composition of the board of 
directors. The definition, however, embraces sub-subsidiaries and 
other companies where the requisite share-ownership or power of 
control is held by two or more companies in a group. To constitute 
equity share capital there must be the right to participate without 
limit in a distribution of either dividend and j or capital. 

Advantages and Disadvantages of Holding Companies. The ad-' 
vantages are — 

(1) Preservation of separate entities, thus avoiding the sacrifice 
of the goodwill of the subsidiary company. 

(2) Different accounting periods may be used where in the opinion 
of the directors there are good reasons for doing so, although other- 
wise as will be seen later Section 153 of the Companies Act, 194B, 
requires the same period to be used for the holding company and 
its subsidiaries to facilitate the preparation of group accounts. 

(3) Losses of a subsidiary company previously incurred may be 
carried forward for Income Tax purposes together with capital 
allowances, if any ; whereas by an ordinary amalgamation the ab- 
sorbed company, no longer being an entity, would sacrifice such right. 

(4) Clear results of the operations and of the financial position of 
each constituent part are easily ascertained by the management, 
although the Consolidated Balance Sheet will disclose only matters 
that relate to the group as a whole. 

(5) By the simple expedient of selling shares in the subsidiary, 
the holding company can release its control or indeed the whole of 
its interest in the subsidiary. 

The disadvantages are (in addition to those attendant upon any 
amalgamation) — 

(1) Danger of fraudulent flotation and manipulation. 

(2) Danger of oppression of minority shareholders. 
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(3) Lack of information to holding company members as to the 
re^ worth of the investments in the subsidiary companies, although 

* this is now obviated to some extent by the compulsory submission 
of group accounts. 

(4) Favouritism. One section may be allowed to sell at exorbitant 
prices to another section ; advancement of moneys to a constituent 
company at excessive interest, or conversely, at unremunerative 
interest or without security, 

(5) Resulting from (4), the position of creditors and other mem- 
bers of the subsidiary company may be jeopardized. 

(6) Excessive Directors' Fees. Several or all directors of the hold- 
'ing company may join the Board and receive excessive fees from the 
subsidiary company. 

(7) Accounting ^fi&culties, e.g. in dealing with the valuation of 
stocks and proper recording of inter-company transactions. 

(8) Where the subsidiary company is quoted on the Stock Ex- 
change, the limited number of minority shares may prevent a 
"free" market in the shares. 

(g) It is difficult to appraise the true earning capacity of sub- 
sidiary companies. 

(10) Profits and losses of individual subsidiary companies are not 
usually disclosed, although under the Companies Act, 1948, Balance 
Sheet and accounts will have to be filed with the Annu^ Return. 

Creation of the Holding Company. The Holding Company may 
' come into existence — 

(a) Entirely as a new company to acquire all or a majority of the 
shares in (i) new companies and/or (ii) already existing companies 
for either (i) Cash and/or (z) Shares exchange. 

(&) By an already existing company forming new companies or 
taking over existing companies by way of development and 
expansion. 

Particularly as regards new companies formed, the purpose may 
be [a) to oust weaker rivals, (&) to "departmentalize" activities, 
e.g. formation of companies in particular areas (including overseas) 
or with limited functions such as supplying raw materials, manu- 
facturing, carr3dng out repair work, marketing the finished products, 
‘ior in exceptional cases, to carry out all the operational functions. 

A particular difficulty arises where shares are acquired from share- 
holders of existing companies (as distinct from those formed by the 
Holding Company where all the shares in the new companies can 
be acquired) by reason of the inability to acquire aU the shares of the 
existing companies, as some shareholders will not or cannot sell 
their shares. These shareholders form, almost invariably, a minority, 
and the terms majority (or controlling) interest and minority (or 
outside) interest are used to denote the shareholding of the Holding 
Company and the other shareholders respectively. 

It has been seen that the essential factor is that the company 
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holding shares in other companies (a) does so deliberately to obtain 
control and (6) does, in fact, exercise directly or indirectly such 
control of the activities of those other companies. 

The law has laid down certain minimum requirements in order to 
bring companies within the rules appertaining to Holding Companies 
and Subsidiary Companies, but in order to exercise undoubted and 
paramount control a Holding Company ought (from the business 
point of view) to be in a position to force through an extraordinary 
and special resolution — which requires a majority of not less than 
three-quarters of the shareholders entitled to vote (and voting) at a 
meeting called for the purpose of passing such a resolution, so that 
effective voting power is essential. On the other hand, companies 
(even if not Holding Companies as defined by the Companies Act, 1948) 
do dominate the destinies of companies in which they have substantial 
holdings, although well below 50 per cent as (i) many, in fact most, 
shareholders neither attend meetings nor trouble to fill up a proxy 
form, (2) even if they do attend they may not cast their vote, (3) they 
may be at variance with other shareholders when important issues 
arise so that the voting power of the substantial shareholder often 
scores over the divided votes of the other shareholders, and (4) 
many shareholders follow the lead of the big shareholder. 

Book-keeping Entries in the Holding Company. On the purchase 
of the shares the acquiring company (holding company) will debit 
Shares in Subsidiary Company Account and credit Cash, Share 
Capital, or Debentures Account, according to the manner in which 
the claims of the shareholders of the absorbed company are satisfied. 

With regard to dividends received by the holding company from 
a subsidiary company, only the dividends out of profits madz after 
the date of the purchase by the holding company can be credited to 
the Profit and Loss Account of the latter. 

Illustration. The following is the Balance Sheet in abridged form 
of S, Ltd., all the shares of which are purchased at the date of the 
Balance Sheet by H, Ltd., for £8,000. 


S. Ltd., Balance Sheet 


Share Capital (/i) 

Reserve .... 
Profit and Loss Account 
Creditors .... 

£ 

3,000 

3.300 

1,700 

1,000 

Sundry Assets . 

£ 

9,000 


^9,000 


£9,000 






Although in law the holding company has acquired shares, the 
accounting must have regard to net assets acquired. These are 
£9,000 assets, less creditors £1,000. This balance is reflected in 
share capital £3,000 and undistributed profits of £5,000, so thaP 
whenever the latter are paid out in dividends, the receipt in the 
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books of the holding company must be treated as a return of the 
k purchase price ; this can readily be seen if it is assumed that on the 
''day following the purchase this has been done. The Balance Sheet 
will be — 

S. Ltd,, Balance Sheet 



£ 


£ 

Share Capital 

3,000 

Sundry Assets . 

4,000 

Creditors . . . . 

1,000 




£ 4.000 


^ 4,000 


The Investment Account of the holding company would appear 
thus — 

Dr. Shares in Subsidiary Company Cr. 


Td Cash for Purchase of 
3, dod Shares ol£l each 
at £2 13s. 4(1. a share . 


£ 

B,ood 


By Dividend received in 
respect ui Profit 
prior to Purchase . 
„ Balance 

c/d 

L 

5,000 

3,Doo 



£B,ooo 




£ 8,000 

Tq Balance 

b/d 

3 ,IHH 1 






Dividends from a subsidiary company out of its profits earned 
subsequent to the purchase of the shares by the holding company 
will be credited to Profit and Loss Account in the books of the latter. 

In regard to losses, these may have been incurred before or after 
'the purchase by the holding company. The losses incurred prior to 
the purchase by the holding company would normally be taken into 
account in estimating the value of the shares acquired, so that all 
subsequent profits may be properly credited, upon the payment of 
dividends, in the books of the holding company. In regard to losses 
incurred since the date of the acquisition by the holding company, 
it is usual to create a provision therefor in the books of the latter and 
show it as a deduction from the investment in the Balance Sheet. 

It is an unsound practice to bring into account the profit of the 
subsidiary otherwise than by way of dividends received, but if this 
is done the amount should be shown separately in the Balance 
Sheet of the holding company. 

Illustration. On ist April, 1952, Holdings, Ltd., purchased i 5 ,ooo 
ordinary shares of £1 each fully paid in Sub, Ltd., at £2 5s. a share. 
On 31st December, 1952, the latter company paid a dividend of 
75 per cent, together with a bonus share dividend of "one for three." 

The Profit and Loss Appropriation Account of Sub, Ltd., was in 
credit as follows — 


1951 


£ 

Dec. I 

By Balance brought forward ..... 

20,000 

*952 



Nov. 30 

,, Profit for the Year brought down 

12,000 



32.000 
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The issued share capital of Sub, Ltd., was £20.000 in ordinary^ 
shares of £i each fully paid. ' 

Ignoring income tax and narratives, show the Journal entrie^ 
of Holdings, Ltd., in respect of the cash and bonus dividends on the 
shares held in Sub, Ltd. 

(i) Cash Dividend — 

In all cases of this type it must be decided whether the dividend 
is to be considered as being paid out of current profits, or out of the 
balance of Profit and Loss Account brought forward, or partly out 
of each. Depending upon this consideration, the entries will be — 

(a) Current profits utilized as far as possible (this solution ig, 
based on the principle that dividends are paid, in the absence of 
other information, out of the latest available profits). 


J OURNAL 


1952 




i 

i 

Dec. 31 

Cash ..... 

. Dr. 


13.500 



To Investment (or Shares) 

in Sub, 





Ltd. 

. 



6,300 


,, Dividends Receivable . 

• 



7,200 


The above dividend is partly capital and partly income, the latter 
being of 90 per cent of £12,000, representing the accruing 

income from the date of purchase (ist April, 1952) to the end of 
the financial year (30th November, 1952) on 18,000 shares, being; 
90 per cent of the issued share capital of Sub, Ltd. ' 

The apportionment is analogous to that required in Executorship 
Accounts and, strictly, should be calculated in days, i.e. ^ of 90 per 
cent of £iz,ooo. 

(&) If paid out of the balance of Profit and Loss Account the whole 
of the dividend will be credited to the Investment Account. 

(c) The third alternative is to split the dividend between the 
balance forward and the current year's profit in proportion to their 
respective amounts, so that as far as Holdings' 90 per cent share of 
the £15,000 dividend is concerned, the allocation is — 


Balance Forward . 


9°% X 


2O,O0D 
32, ODD 


X ^15.000 = £ 8.437 los. 


Current Profit . 9o% X — X £15,000 = £5,062 ids. 

32,000 ^ 

As, however, the latter is for the year to 30th November and the 
shares were purchased on 1st April, only ^^ths of this can be re- 
garded as income. The entries will therefore be — 


J OURNAL 


1952 




£ 

£ 

Dec. 31 

Cash ..... 

. Dr. 


I3.5OD 



To Investment in Sub, Ltd. . 




10,125 


„ Dividends Receivable 




3.375 


[f X £5.062 I OS.] 
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(2) Bonus Dividend — 

As to the bonus share dividend, the numerical holding is increased 
*1rom 18,000 to 24,000 shares, but the true value of the equity remains 
unchanged. No journal entry is therefore required, the only entry 
in the books being in the nominal column of the Investment Account 
in respect of the additional shares. Even if all the bonus shares are 
sold, there will be no profit unless the net proceeds of the latter 
exceed one-quarter of the cost of the original holding after deduction 
of that part of the dividend which is a return of the outlay : that is, 
the bonus shares sold realize three-quarters of the original net cost 
per share. Thus, taking the entries made in (la), the original net cost 
of the shares — 18,000 at 45s. each — is £40,500 less the proportion of 
the dividend £6,300, making £34,200. On iB,ooo shares this gives a 
net cost per share of 38s., but taldng the bonus issue into account, on 

24.000 shares, a net cost per share of 28s 6d., so that before any profit 
can be made the bonus shares must realize f of the original net cost 
per share, i.e. | of 385. = 2Bs. 6d. 

Illustration. K. Ltd. on ist August, 19. ., purchased 25,000 6 per 
cent Cumulative Preference Shares and 1,000 Ordinary Shares (all 
£i each, fuUy paid) at Z2S. and 60s. respectively in D. Ltd. 

The Balance Sheet of D. Ltd. at 30th November, 19. ., showed 
Profit and Loss Account in credit as follows — ^ 

Profit brought forw'ard .... 1,600 
Profit for year ..... 3,600 

* The issued share capital of D. Ltd. was 30,000 Preference and 

2.000 Ordinary Shares. 

At the annual general meeting the members approved the follow- 
ing recommendations of the Directors — 

(1) Payment of two years' Preference Dividend to date. 

(2) Payment of Ordinary Dividend of 75 per cent. 

Draft Journal entries, ignoring narratives and taxation, to record 
the receipt of these dividends in the books of K. Ltd. 

The position on ist August, 19. . (acquisition date) is — 

Applicable to 



Total 

Preference 

Ordinary 


£ 

i 

£ 

Profit brought forward 

i,6od 

Year's 


Proportion of profit for 
year accruing — 

tV ot jfS.^DO 

2,400 

Dividend i,8oo 

8 mths. 

Dividend 1,200 

Balance 1,000 

K. Ltd., proportion — 
Preference — 

^4,000 


£1,000 




Ordinary — J 


■ ^500 


These last figures represent the capital proportion of the first 
dividends received by K. Ltd. from D. Ltd. and will therefore be 
credited to the Investment Account. The excess of the dividends 
received over these amounts will be credited to Dividends Receivable. 
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Cash (z years’ dividend on 25,000 Pref. Shares) . Dr. 

£ 

3,000 

£ 

To D, Ltd. Preference Shares Investment . 


z,5dq 

,, Dividends Receivable. .... 

Cash (75% on i.ooo Ordinary Shares) Dr. 


500 

750 

To D, Ltd. Ordinary Shares Investment 


50D 

,, Dividends Receivable. .... 


250 


Not 5 . This is the most prudent solution, but the alternative methods 
described in the previous illustration may be used. 

Sometimes holding companies bring into their accounts all the 
profits or losses of their subsidiaries — although not legally compelled* 
to do so, and, indeed, as mentioned, it is an unsound policy — treating 
the subsidiaries as debtors for profits and crediting a separate account 
called "Profits and Losses of Subsidiary Companies Account," or 
"Subsidiary Companies Revenue Account,” losses being treated 
conversely. On the receipt of dividends by the Holding Company, 
cash will be debited and the Subsidiaries Profits Account credited. 

Illustration. Sub, Ltd., in its first year loses £5,000 ; in its second 
year makes a profit of £12,000 and pays a dividend of £6,000. Show 
Journal entries, without narratives, in the books of the holding 
company, assuming that the latter company brings into account 
profits or losses of the subsidiary company ; and that the whole of 
the share capital of Sub, Ltd., is held by the holding company. 


Journal 





£ 

£ 

Year i 

Profits and Losses of Subsidiary Com- 





panies ..... Dr. 


3, ODD 



To Sub, Ltd., Profits Account 



3,000 

2 

Sub, Ltd., Profits Account Dr. 


12,000 


To Profits and Losses of Subsidiary 





Companies .... 



12,000 


Cash ...... Dr. 


6,000 



To Sub, Ltd., Profits Account 



6,000 


The result is to show the Profits and Losses of Subsidiary Com- 
panies Account in credit for £7,000, £6,000 of which is received in 
cash, £1,000 being a debit balance on Sub, Ltd., Profits Account. 
The Profits and Losses of Subsidiary Companies Account is usually,! 
closed off to Profit and Loss Account. 

Where, as is usual, there have been inter-company transactions, 
all UNREALIZED profits must be reserved for or eliminated. The 
most frequent example of this occurs where a subsidiary company 
sells goods to the holding company or to another subsidiary at a 
profit to itself. In the books of the selling company the profit on 
the sale will be brought into its accounts, thus showing a profit 
to the group as a whole, although the goods may not have been sold 
to outsiders. Hence the necessity for a reserv’^e in respect of such 
unrealized profit. Obviously, if the buying company has sold all th6 
goods no adjustment is entailed. 
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Group Accounts. It will be obvious that the entries outlined in 
the previous pages appearing in the final accounts — i.e. an Invest- 
•ment in Subsidiary Account at cost in the Balance Sheet and a 
credit to Profit and Loss Account in respect of dividends received 
— will give very inadequate information to the members of the 
Holding Company. For this reason, the submission of group accounts 
is made compulsory by the Companies Act, 194B. Thus, Section 150 
of the Act states — 

(1) Where at the end of its financial year a company has subsidiaries, 
accounts or statements (in this Act referred to as "group accounts") dealing 
as hereinafter mentioned with the state of affairs and profit or loss of the 
company, and the subsidiaries shall, subject to the next following subsection, 
be laid before the company in general meeting when the company's own 
Balance Sheet and Profit and Loss Account are so laid. 

(2) Notwithstanding anything in the foregoing subsection — 

(a) Group accounts shall not be required where the company is at the 
end of its financial year the wholly owned subsidiary of another body 
corporate incorporated in Great Britain ; and 

(b) Group accounts need not deal with a subsidiary of the company if 
the company's directors are of opinion that — 

(i) It is impracticable, or would be of no real value to members of 
the company, in view of the insignificant amounts involved, or would 
involve expense or delay out of proportion to the value to members of 
the company; or 

(ii) The result would be misleading, or harmful to the business of the 
company or any of its subsidiaries ; or 

(iii) The business of the holding company and that of the subsidiary 
are so different that they cannot reasonably be treated as a single 
undertaking; 

and, if the directors are of such an opinion about each of the company’s 
subsidiaries, group accounts shall not be required : 

Provided that the approval of the Board of Trade shall be required for 
not dealing in group accounts with a subsidiary on the ground that the result 
would be harmful or on the ground of the difference between the business of 
the holding company and that of the subsidiary. 

(4) For the purposes of this section a body corporate shall be deemed to 
be the wholly owned subsidiary of another if it has no members except that 
other and that other's wholly owned subsidiaries and its or their nominees. 

Moreover, it is provided in Section 152 that — 

(1) The group accounts laid before a company shall give a true and fair 
view of the state of affairs and profit or loss of the company and the sub- 
sidiaries dealt with thereby as a whole, so far as concerns members of the 
fompany. 

(3) Without prejudice to subsection (i) of this section, the group accounts, 
if prepared as consolidated accounts, shall comply with the requirements of 
the Eighth Schedule to this Act, so far as applicable thereto, and if not so 
prepared shall give the same or equivalent information : 

Provided that the Board of Trade may, on the application or with the 
consent of a company's directors, modify the said requirements in relation 
to that company for the purpose of adapting them to the circumstances of 
the company. 

Form of the Group Accounts. Having laid down the information 
which is to be given, the Act allows some latitude to the Directors 
in deciding how the information should be presented to the members, 
the relative section is — 
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iji. — (i) Subject to the next following subsection, the group accounts 
laid before a holding company shall be consolidated accounts comprising — 
(a) A consolidated Balance Sheet dealing with the state of affairs of the 
company and all the subsidiaries to be dealt with in group accounts; 

(&) A consolidated Profit and Loss Account dealing with the profit or 
loss of the company and those subsidiaries. 

(2) If the company's directors are of opinion that it is better for the 
purpose — 

(a) Of presenting the same or equivalent information about the state 
of affairs and profit or loss of the company and those subsidiaries; and 

(b) Of BO presenting it that it may be readily appreciated by the com- 
pany's members ; 

the group accounts may be prepared in a form other than that required by 
the foregoing subsection, and in particular may consist of more than one set 
of consolidated accounts dealing respectively with the company and one 
group of subsidiaries and with other groups of subsidiaries, or of separate 
accounts dealing with each of the subsidiaries, or of statements expanding 
the information about the subsidiaries in the company's own accounts, or 
any combination of those forms. 

(3) The group accounts may be wholly or partly incorporated in the com- 
pany's own Balance Sheet and Profit and Loss Account. 

In connection with the last subsection, the following subsection 
of Section 149 may be noted — 

(5) Subsections (i) and (2) of this section [which require the Balance Sheet 
and Profit and Loss Account to give a true and fair view of the state of affairs 
and profit or loss respectively, and require compliance with the Eighth 
Schedule] shall not apply to a company's profit and loss account, if — 

(a) The company has subsidiaries ; and 

(b) The profit and loss account is framed as a consolidated profit and 
loss account dealing with all or any of the company's subsidiaries as well 
as the company, and — 

(i) Complies with the requirements of this Act relating to consolidated 
profit and loss accounts; and 

(ii) Shows how much of the consolidated profit or loss for the financial 
year is dealt with in the accounts of the company, 

Thus a consolidated Profit and Loss Account may be substituted 
for a separate Profit and Loss Account of the Holding Company. 

Financial Year of the Group. Since group accounts have to be 
prepared, it is obviously preferable from the accountancy point of 
view that the financial years of all the companies in the group should 
coincide. From the directors' point of view, however, there may be 
good reasons against it, the most common probably being the in- 
crease of tax liabilities on an adjustment of the accounting period. 
Section 153 of the Act therefore provides — 

(1) A holding company's directors shall secure that, except where in their 
opinion there are good reasons against it, the financial year of each of its 
subsidiaries shall coincide with the company's own financial year. 

(2) Where it appears to the Board of Trade desirable for a holding com- 
pany or a holding company's subsidiary to extend its financial year so that 
the subsidiary's financial year may end with that of the holding company, 
and for that purpose to postpone the submission of the relevant accounts to 
a general meeting from one calendar year to the next, the Board may on the 
application or with the consent of the directors of the company whose financial 
year is to be extended direct that, in the case of that company, the submissioif 
of accounts to a general meeting, the holding of an annual general meeting 
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or the making of an annual return shall not be required in the earlier of the 
said calendar yeaiu. 

On the other hand, by Section 152 (2) — 

Where the financial year of a subsidiary does not coincide with that of 
the holding company, the group accounts shall, unless the Board of Trade 
on the application or with the consent of the holding company's directors 
otherwise direct, deal with the subsidiary's state of afiairs as at the end of its 
financial year ending with or last before that of the holding company, and 
with the subsidiary's profit or loss for that financial year. 

The directors of the holding company, moreover, are required to 
annex to the accounts a statement showing — 

[a) The reasons why they consider that the subsidiaries' financial years 
^ould not end with that of the holding company. 

(b) The dates on which the subsidiaries' financial years ending last before 
that of the company respectively ended or the earliest and latest of those 
dates. (Eighth Schedule, Part II, paragraphs 15 (6) and 22.) 

Accounts of the Holding Company. The provisions of Fart i of 
the Eighth Schedule of the Companies Act, 194B, have been con- 
sidered in the previous chapter. The following modifications of and 
additions to those requirements in respect of a company's own 
accounts are contained in Part II of the Schedule — 

15. — (i) This paragraph shall apply where the company is a holding com- 
pany, whether or not it is itself a subsidiary of another body corporate. 

(2) The aggregate amount of assets consisting of shares in, or amounts 
owing (whether on account of a loan or otherwise) from, the company's sub- 
sidiaries, distinguishing shares from indebtedness, shall be set out in the 
, Balance Sheet separately from all the other assets of the company, and the 
aggregate amount of indebtedness (whether on account of a loan or other- 
wise) to the company's subsidiaries shall be so set out separately from all its 
other liabilities and — 

(fl) The references in Part I of this Schedule to the company's invest- 
ments shall not include investments in its subsidiaries required by this 
paragraph to be separately set out; and 

(b) Paragraph 5, sub-paragraph (i) (a) of paragraph 12, and sub-para- 
graph (2) of paragraph 14 of this Schedule shall not apply in relation to 
fixed assets consisting of interests in the company's subsidiaries. 

(3) There shall be shown by way of note on the Balance Sheet or in a 
statement or report annexed thereto the number, description and amount 
of the shares in and debentures of the company held by its subsidiaries or 
their nominees, but excluding any of those shares or debentures in the case 
of which the subsidiary is concerned as personal representative or in the case 
^of which it is concerned as trustee and neither the company nor any sub- 
sidiary thereof is ^beneficially interested under the trust, otherwise than by 
Way of security only for the purposes of a transaction entered into by it in 
the ordinary course of a business which includes the lending of money. 

(4) Where group accounts are not submitted, there shall be annexed to 
the Balance Sheet a statement showing — 

(fl) The reasons why subsidiaries are not dealt with in group accounts ; 
(6) The net aggregate amount, so far as it concerns members of the 
holding company and is not dealt with in the company's accounts, of the 
subsidiaries' profits after deducting the subsidiaries' losses (or vice versa) — 

(i) For the respective financial years of the subsidiaries ending with 
or during the financial year of the company ; and 

(ii) For their previous financial years since they respectively became 
the holding company's subsidiary ; 
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(c) The net ag^egate amount of the subsidiaries' profits after deducting 
the subsidiaries’ losses (or vice versa) — 

(i) For the respective financial years of the subsidiaries ending with 

or during the financial year of the company ; and 

(ii) For their other financial years since they respectively became the 

holding company’s subsidiary: 

so far as those profits are dealt with, or provision is made for those losses, 
in the company's accounts ; 

(d) Any qualifications contained in the report of the auditors of the 
subsidiaries on their accounts for their respective financial years ending as 
aforesaid, and any note or saving contained in those accounts to call 
attention to a matter which, apart from the note or saving, would pro- 
perly have been referred to in such a qualification, in so far as the matter 
which is the subject of the qualification or note is not covered by th0 
company’s own accounts and is material from the point of view of its 
members ; 

or. in so far as the information required by this sub-paragraph is not obtain- 
able, a statement that it is not obtainable: 

Provided that the Board of Trade may, on the application or with the 
consent of the company’s directors, direct that in relation to any subsidiary 
this sub-paragraph shall not apply or shall apply only to such extent as may 
be provided by the direction. 

(5) Paragraphs (b) and (c) of the last foregoing sub-paragraph shall apply 
only to profits and losses of a subsidiary which may properly be treated in 
the holding company's accounts as revenue profits or losses, and the profits 
or losses attributable to any shares in a subsidiary for the time being held 
by the holding company or any other of its subsidiaries shall not (for that 
or any other purpose) be treated as aforesaid so far as they are profits or 
losses for the period before the date on or as from which the shares werB| 
acquired by the company or any of its subsidiaries, except that they may in 
a proper case be so treated where — 

(a) The company is itself the subsidiary of another body corporate ; and 

(b) The shares were acquired from that body corporate or a subsidiary 
of it; 

and for the purpose of determining whether any profits or losses are to be 
treated as profits or losses for the said period the profit or loss for any financial 
year of the subsidiary may, if it is not practicable to apportion it with 
reasonable accuracy by reference to the facts, be treated as accruing from 
day to day during that year and be apportioned accordingly. 

(6) Where group accounts are not submitted there shall be annexed to the 
Balance Sheet a statement showing, in relation to the subsidiaries (if any) 
whose financial years did not end with that of the comi^any — 

(a) The reasons why the company’s directors consider that the sub- 
sidiaries' financial years should not end with that of the company ; and ^ 

(b) The dates on which the subsidiaries’ financial years ending last 
before that of the company respectively ended or the earliest and latest 
of those dates. 

16. — (i) The Balance Sheet of a company which is a subsidiary of another 
body corporate, whether or not it is itself a holding company, shall show the 
aggregate amount of its indebtedness to all bodies corporate of which it is a 
subsidiary or a fellow subsidiary and the aggregate amount of the indebted- 
ness of all such bodies corporate to it, distinguishing in each case between 
indebtedness in respect of debentures and otherwise. 

(z) For the purposes of this paragraph, a company shall be deemed to 
a fellow subsidiary of another body corporate if both are subsidiaries of the 
same body corporate but neither is the other’s. 
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Consolidated Accounts. The remaining sections of Part II of the 
Eighth Schedule deal with the consolidated accounts of a holding 
company and its subsidiaries as follows — 

17. Subject to the following paragraphs of this Part of this Schedule, the 
consolidated Balance Sheet and Profit and Loss Account shall combine the 
information contained in the separate balance sheets and profit and loss 
accounts of the holding company and of the subsidiaries dealt with by the 
consolidated accounts, but with such adjustments (if any) as the directors 
of the holding company think necessary. 

iB. Subject as aforesaid and to Part III of this Schedule [which contains 
exceptions for certain classes of company, e.g. banking, discount and assur- 
ance companies] the consolidated accounts shall, in giving the said informa- 
tion, comply, so far as practicable, with the requirements of this Act as if 
they were the accounts of an actual company. 

ig. Sections one hundred and ninety-six and one hundred and ninety-seven 
of this Act [which contain provisions for the disclosure of loans to and re- 
muneration, etc., of directors] shall not, by virtue of the two last foregoing 
paragraphs, apply for the purpose of the consolidated accounts.^ 

20. Paragraph 7 of this Schedule [which requires disclosure in respect of 
increases and decreases in reserves and provisions] shall not apply for the 
purpose of any consolidated accounts laid before a company with the first 
Balance Sheet so laid after the coming into force of this Act. 

21. In relation to any subsidiaries of the holding company not dealt with 
by the consolidated accounts — 

(a) Sub-paragraphs (2) and (3) of paragraph 15 of this Schedule [con- 
cerning the separate statement of assets consisting of shares, etc., in sub- 
sidiaries and a statement of shares and debentures held by subsidiaries] 
shall apply for the purpose of those accounts as if those accounts were the 
accounts of an actual company of which they were subsidiaries ; and 

(&) There shall be annexed the like statement as is required by sub- 
paragraph (4) of that paragraph where there are no group accounts (see 
page 1045), but as if references therein to the holding company's accounts 
were references to the consolidated accounts. 

22. In relation to any subsidiaries (whether or not dealt with by the con- 
solidated accounts), whose financial years did not end with that of the com- 
pany, there shall be annexed the like statement as is required by sub-para- 
graph (6) of paragraph 15 of this Schedule where there are no group accounts 
(see page 1046). 

Miscellaneous. Extracts from the 1948 Act to be noted — 

Section 156. The Profit and Loss Account and, so far as not incorporated 
in the Balance Sheet or Profit and Loss Account, any group accounts laid 
before the company in general meeting shall be annexed to the Balance 
Sheet and approved by the board of directors before the Balance Sheet is 
signed on their behalf, and the Auditors’ Report shall be attached thereto. 

^ Ninth Schedule, paragraph 4 : [The auditors shall state in their report] — 

In the case of a holding company submitting group accounts whether, in 
their opinion, the group accounts have been properly prepared in accordance 
with the provisions of this Act so as to give a true and fair view of the state 
of affairs and profit or loss of the company and its subsidiaries dealt with 
thereby, so far as concerns members of the company, or, as the case may be, 
so as to give a true and fair view thereof subject to the non-disclosure of any 
matters (to be indicated in the report) which by virtue of Part III of the 
Eighth Schedule to this Act are not required to be disclosed. 

Eighth Schedule, Part III, paragraph 26 [which states exceptions for special 
classes of company] — 

* Where a company entitled to the benefit of any provision contained in this 
^ See footnote to page 797. 


34— (B.2083) 
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Part of this Schedule is a holding company, the reference in Part II of this 
Schedule to consolidated accounts complying with the requirements of this 
Act shall, in relation to consolidated accounts of that company, be construed 
as referring to those requirements in so far only as they apply to the separate 
accounts of that company. 

Summaiy. It has been deemed necessary to give the provisions 
of the Companies Act, 1948, in detail. To assist the student, how- 
ever, the following summary of the main points is given — 

(1) Group Accounts in one form or another must be submitted to 
the members of the holding company. 

(2) Such accounts must deal with and give a true and fair view 
of the state of affairs and profit or loss of the group as a whole, as 
far as concerns members of the holding company. 

(3) Primarily the group accounts should consist of a Consolidated 
Balance Sheet and Consolidated Profit and Loss Account combining 
the information contained in the separate balance sheets and profit 
and loss accounts of the constituent companies, with such adjust- 
ments (if any) as the directors of the holding company think 
necessary. 

(4) If, however, the directors consider that the same or equivalent 
information would be better presented or more readily appreciated 
by the members of the company in another form, they may do so, 
and in particular they may present — 

[а) Consolidated accounts dealing with 

(i) the company and one group of subsidiaries, 

(ii) other groups of subsidiaries. 

(б) Separate accounts dealing with each of the subsidiaries. 

(c) Statements expanding the information about the subsidiaries 
in the company's own accounts. 

[d) Any combination of these forms. 

In addition group accounts may be wholly or partly incorporated 
in the company’s own Balance Sheet and Profit and Loss Account. 

(5) Consolidated accounts must comply Math the provisions of 
the Companies Act as if they were the accounts of an actual com- 
pany. Group accounts, if not prepared as consolidated accounts, 
must nevertheless give the same or equivalent information. 

(6) Group accounts are not required when the holding company is^ 
itself the wholly owned subsidiary of another body corporate 
incorporated in Great Britain. 

(7) A subsidiary may be excluded from group accounts in certain 
circumstances (Companies Act, 1948, Sect. 150 (26) ). When any of 
the subsidiaries are so excluded, or when no group accounts are 
presented, the directors are required to amiex to the holding 
company's accounts — 

[a) A statement giving the reasons for the exclusion. 

(2)) Certain information detailed in paragraph 15 (4) of Part II^, 
Eighth Schedule. 
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(8) Unless the directors consider that there are good reasons 
against it, the financial year of each subsidiary must coincide with 
that of the holding company. Where it does not, the financial year 
□f the subsidiary to be taken is stated in Section 152 (2). Also the 
directors must give their reasons and certain information (Eighth 
Schedule, Part II, paragraphs 15 (6) and 22). 

Despite the alternative methods already described, it will prob- 
ably be found in the majority of cases that the best way of presenting 
group accounts is in the form of a Consolidated Balance Sheet and 
a Consolidated Profit and Loss Account. The preparation of these 
accounts will therefore be described in detail. It may be noted 
'that, whilst the principles are comparatively easy to understand, 
many difficult and complicated problems are bound to arise in 
practice which will only be solved in the light of experience. 

PREPARATION OF THE CONSOLIDATED BALANCE SHEET 

The holding company and its subsidiaries are considered as a 
whole economic unit, all the assets and liabilities of the various 
companies being aggregated. The Consolidated Balance Sheet must 
be compiled as if it were the Balance Sheet of an actual company 
and therefore, as regards the published result, many of the provisions 
of the Companies Act will apply as if it were a single Balance Sheet. 

The consolidated accounts may be compared with those of a 
concern having a head office and several branches as described in 
an earlier chapter and to a certain extent the same principles will 
apply, although the analogy cannot be pressed too far. The basic 
principle underlying the preparation of the Consolidated Balance 
Sheet is that all " internal’' items or inter-company balances (appear- 
ing of course on opposite sides of the respective Balance Sheets) 
must be eliminated, the result showing the assets and liabilities of 
the group as a whole in relation to the outside world. The simplest 
example of this is in respect of the holding of shares in a subsidiary 
(hereinafter referred to as S) by the holding company (H), the item 
appearing on the assets side of H and, as share capital, on the 
liabilities side of S, thus — 

Illustration. H acquired all the shares of S on 30th June, 19. ., 
for £2,000. From the following skeleton Balance Sheets prepare 
the Consolidated Balance Sheet at 30th June, 19. .. 


Balance Sheets as at 3oth June, 19. . 



1 H 1 

1 S II 1 

H 

s 

Share Capital — 
fully paid. 

Profit and Loss Ac- 
count . 

Creditors . 

£ 

5,000 

1.500 

2,000 

£ 

2,000 

500 

Sundry Assets . 

Shares in 5 at cost 

£ 

6,500 

2,000 

£ 

2,500 

^8.500 


^8,500 

£2.500 
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Consolidated Balance Sheet 


Share Capital 

£ 

5,000 

Sundry Assets 

£ 

Profit and Loss Account 

IJOO 

[£6,500 -h £2.500] 

9,000 

Creditors [£2,000 -|- £500] 

2,500 

£9.000 

£9,000 


The items in heavy print, being internals, are eliminated, the 
remainder being aggregated, or, in other words, the item ''Shares 
in S" is eliminated from the assets side of the H Balance Sheet and 
the assets and liabilities of S, which it represents, are substituted. 

Pre-acquisition Profits and Losses. It will be noticed that in the 
illustration above, the Profit and Loss Account of S is shown as nil, ' 
for the sake of simplicity. This will rarely be the case in practice, 
as there will usually be undistributed profits (or losses) at the date 
of acquisition of shares, reflected in reserves and in the balance of 
Profit and Loss Account and in an increase in the net assets of the 
company. As was stated in the early part of this chapter, such 
profits must be regarded as capital by the holding company since 
they will be taken into account in fixing the purchase price. Thus, in 
the Consolidated Balance Sheet preparation, all reserves and profits 
(or losses) existing at the date of acquisition must be set off against 
the purchase price of the shares and will consequently not appear 
in the Balance Sheet itself. There may be difficulty in some cases 
in deciding whether an item is actually a reserve or not. A typical 
case arises in respect of Income Tax where provision is made in the ^ 
accounts based on the profits to the date of the accounts. Since 
there is no legal liability on such profits at that date (the assessment 
being based on the profits of the preceding year in normal circum- 
stances) it is often argued that the item is a reserve and not a provision 
— the difference in the matter under review being that the former 
will be taken into account along with pre-acquisition profits, the 
latter will be included in liabilities. On the other hand, the opinion 
is advanced that the amount is set aside to meet a “deferred" or 
contingent liability and therefore the proper classification is as a 
provision. No definite answer to this question has yet been given. 

Illustration. Assuming the same facts as in the previous illustra- 
tion, except that the shares cost £2,300, the Sundry Assets of H and 
S being £6,200 and £z, 800 respectively, and £200 and £100 standings 
to the credit of the Profit and Loss Account and Reserve respec- 
tively of S, show the Consolidated Balance Sheet. 

Consolidated Balance Sheet 



H 

S 

Adjust- 

ments 

Total 


H 

S 

Adjust- 

ments 

Totr 

'hare Capital 
Reserve 
^ofit and Loss 
Creditors 

£ 

5, ODD 

I, 5 DO 

a.Doo 

^ 1 
2.OO0I 

100 

200 

5 DO 

1 i 

- 2, ODD 

- IDD 

- ZDD 

£ 

5,000 

1.500 

2.500 

Sundry Assets 
Shares iu S at cost. 

£ 

5,200 

2,300 

£ 

z,Boo 

£ 

- 2,300 

£ 

9,01 

£8,5dd 

£2,fl00 

!-£a. 30 o 

£g,DDO 

£B,Soo 

£2,000 

-£2.300 

£g^ 
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Illustration. Assuming the same facts as above, except that the 
Share Capital of S (all acquired) was ;f2,6oo, the Profit and Loss 
* Account of S being 3^300 in debit and the Reserve nil, show the Con- 
solidated Balance Sheet. 


Consolidated Balance Sheet 



H 

5 

Adjust- 

ments 

Total 


H 

5 

Adjust* 

ments 

Total 

hare Capital 
rofit and Loss 
.reiitDrs 

£ 

5,000 

1,500 

3 , 0 f }0 

^ 1 

2,eoo 

500 

1 

— z, 6 oo 

£ 

5,000 

1.500 

2.500 

Sundry Assets . i 

Shares in 5 . 

Profit and Loss 

£ 

6,200 

2.300 

£ 

2, Boo 

300 

£ 

- a,3DO 
300 

£ 

9,000 

jC 8,5 do 

£3.100 

- £2,6[>0 

£9,000 

£B,5 do 

£3.iDoj 

-£2,600 

£9,000 








Equity. The net worth of a concern is sometimes referred to as 
the equity of the concern. The equity can be calculated either by 
taking the net assets or by taking share capital, reserves and profit 
and loss balance. Thus the equity of S (above) is £2,300 — net assets 
(£2,800 less £500) or capital less loss (£2,600 less £300). 

Goodwill or Cost of Control. In all the illustrations so far the cost 
of the shares in S has been equal to the equity, so that a straight 
elimination has been possible in preparing the Consolidated Balance 
Sheet. It often happens, however, that the cost of the shares differs 
from the equity of S. If the cost is greater, this is, in the absence 
of other information, taken as indicating the unrecorded or under- 
valued goodwill of S. Such excess will therefore appear in the 
Consolidated Balance Sheet as Goodwill or Cost of Control.^ 
Illustration. H acquired all the shares of S on 30th June, 19. ., 
for £2,600, the Balance Sheets being as follows. Show the Consoli- 
dated Balance Sheet. 


Balance Sheets as at 3dth June, ig. . 



H 

S 


H 1 

s 

Share Capital . 

Profit and Loss 
Creditors 

£ 

5,000 

1.500 

2,000 

£ 

2,000 

300 

500 

Sundry Assets . 

Shares in S 

£ 

5.900 

2,6d0 

£ 

2, Boo 

£H.5oo 

£2,800 

£^..500 

£2,800 

1 

1 

1 



Consolidated Balance Sheet 



H 

s 

Adjust- 

ments 

Total 


H 1 

1 

S 

Adjust- 

ments 

Total 

"ihare Capital 
and Loss 
Creditors 

£ 

5.000 

I, 5 DO 

2,0OD 

£ 

2,D00 

300 

500 

£ 

- 2,000 
3OO 

£ 

5,000 
1,500 
2 5 Doj 

Sundry Assets 
Shares in S . 

Qoodwill 

£ 

5.900 

2,000 

£ 

2, Boo 

£ 

- =,6qo 
+ 300 

£ 

8,700 

300 

£8,500 

£2,800 

-£2,300 

£9,000 

£8.500 

£2,800 

-£z.3TO 

£ 9,000 


‘ other tenns are in use, e.g. Excess of Cost of Shares over Par Value and Arcuniiilated Profit and 
Reserves at date of acquisition. 
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Since there are only £2,000 Share Capital and £300 pre-acquisi- 
tion profits to set off against the purchase price of £2,600, the j 
remaining £300 is carried out into the Consolidated Balance Sheet 
as Goodwill, 

Where, on the other hand, the purchase price of the shares is less 
than the equity of S, this is in normal circumstances taken as 
indicative of negative goodwill (i.e. "Badwill") and the difference 
will appear on the liabilities side of the Consohdated Balance Sheet 
as Capital Reserve. 

Illustration. Assuming the same facts as above, except that the 
cost of the shares was £2,200, Sundry Assets of H being £6,300, 
show the Consolidated Bcdance Sheet. 


Consolidated Balance Sheet 



H 

s 

Adjust- 

ments 

Total 


H 

s 

Adjust- 

ments 

Total 

Share Capital 

Profit and Loss 
Creditors 

Capital BeiarvB 

i 

5,000 

1,500 

2,000 

£ 

li.OOO 

300 

500 

£ 

- 2,000 

- 300 

-1- 100 

£ 

5,000 

1.500 

2.500 

100 

Sundry Assets 
Shares in S . 

£ 

6 ,po 

2,^ 

£ 

2,8do 

£ 

- 2,200 

£ 

9,101) 


£8,500 

£2,800 

-£2,200 

£9,100 


Cn 

□ 

□ 

£2,800 

-£2,200 

£ 9 ,iQh 








1 




The goodwill already appearing in the individual Balance Sheets 
of the constituent companies will remain unaffected by the adjust- 
ments and will appear in aggregate in the Consolidated Balance ^ 
Sheet, unless it is considered advisable to utilize the whole or part 
of the Capital Reserve in extinguishing or reducing it. (But in 
examination work this should not be done unless clearly instructed 
or special circumstances warrant it.) 

Further consideration of what has so far been called Goodwill 
win show that the excess of the purchase price over the net assets 
acquired may in fact be apportioned between — 

(1) Unrecorded or undervalued goodwill, and 

(2) Cost of control, 

for the price paid for all or the majority of the shares in a company 
carrying with them control of the company will usually be greater 
than that for a small number of shares carrying no power of control. 
No attempt is often made to differentiate between the two, the ^ 
excess being shown as Goodwill and/or Cost of Control. If the prem- 
ium paid is the measurement of the true goodwill based on super- 
profits, it can properly be described as such, but, where — 

(а) There are no super-profits, or 

(б) The premium exceeds that based thereon, 

it is strictly cost of control. This "excess” premium may be well 
worth while because of — 

(1) The resultant economies, 

(2) The elimination of competition, and 

(3) The prevention of acquisition of control by rivals. 
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Therefore, the distinction must be based upon the facts of the 
case and, if the profit level is such as to justify the premium paid 
’ for the shares, the proper description is goodwill, otherwise it is 
cost of control (see note on page 1051). 

In addition it must be remembered that the excess cost may be 
reflected in an undervaluation of assets other than goodwill or in an 
overstatement of liabilities. In order to show a true and fair view 
of the state of affairs in the Consolidated Balance Sheet, the correct 
treatment in this case is to adjust the assets and/or liabilities con- 
cerned to their correct value when preparing the Balance Sheet. 

The converse position where the cost of the shares is less than 
'their apparent value, which has so far been described as Capital 
Reserve, may on further consideration of the facts be due to — 

(1) Over-valuation of assets and/or understatement of habilities. 
The book value will be adjusted in the Consolidated Balance Sheet, 
thus reducing the Capital Reserve. 

(2) The company in which the shares are acquired earning profits 
less than those normally expected from that type of business. There 
is thus an element of negative goodwill which will be put to Capital 
Reserve, which, as described above, may be wholly or partly set off 
against goodwill. 

(3) A share exchange, the cost of the shares in S being shown at 
the nominal value of the shares in H exchanged therefor, which is 
less than the actual value (H gives (say) shares of los. worth i8s. for 
shares in S worth 12s.) the investment in S being shown at cost based 
on the nominal (los. value). In the Consolidated Balance Sheet the 
difference will be shown as Capital Reserve. In the books of H the 
correct treatment is to raise a Share Premium Account with the 
excess of the market over the nominal value of the shares, the 
investment in S being increased accordingly. 

(4) The shares in S being acquired cheaply through special 
circumstances, e.g. slump conditions, forced selling, temporary 
difficulties of S. Thus the £1 shares of S may be bought for say 15s. 
while they are worth 17s. on book values. If it is decided that the 
latter are over-valued, or that there is an element of "badwill,” 
adjustments will be required as in (i) and (2) above respectively ; 

. otherwise, in contrast to (3), there is an apparent profit on acquisi- 
tion, but the prudent course would be to put this to Capital Reserve. 

Where, as will be considered in greater detail later, H does not 
acquire ^ the shares in S, but say 75 per cent thereof, it will be 
clear that the goodwill figure described above will represent a pro- 
portion only of the total goodwill of S, the remainder attaching to 
the other 25 per cent of the shares held by the Minority Shareholders. 
The question therefore arises whether, in the Consolidated Balance 
Sheet, the goodwill should be written up to its true figure by adding 
to the (in this case) three-quarters interest of H, the one-quarter 
interest of the Minority Shareholders, a corresponding entry being 
niade on the liabilities side of the Consolidated Balance Sheet to 
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show this latter one-quarter interest. It is contended that since all 
the other assets are shown in the Consolidated Balance Sheet in full 
and not merely to the extent of H*s proportion, it is only logical to 
deal similarly with goodwill. The better practice, however, is not 
to do this, since goodwill should be shown at cost and not at an 
inflated figure. It should be noted that this question applies only to 
Goodwill proper and not to Cost of Control, the latter obviously 
attaching entirely to the large bulk of shares which carry with them 
the power of control, and in no respect to the small minority interest. 

In dealing with Goodwill and Capital Reserve in advanced 
problems it may be necessary to prepare two schedules — 

(1) Dealing with the difference between the cost of shares and 
the par value, and 

(2) Dealing with the pre-acquisition profits and losses. 

Alternatively the schedules may be — 

[а) Dealing with losses prior to acquisition and excess of cost of 
shares over par value, and 

(б) Dealing with profits prior to acquisition and excess of par 
value of shares over cost. 

Illustration. H acquires 60,000 shares in S at a cost of £50,000 
and 30,000 shares in R at a cost of £55,000, the pre-acquisition loss 
of S being £6,000 and the pre-acquisition profit of R being £10,000. 
All the shares are fully paid £i shares. There is no minority interest. 

The two schedules are — 


(i) Goodwill (or Cost of Control) 



S 

R 

Total 


L 

1 

£ 

Cost of Acquisition. 

50,000 

55,000 

105,000 

Par Value 

. . 6o,doo 

30,000 

90,000 


-^ID,DDD 

+ ;(? 5 j_D 00 

+ 


(2) Capital Reserve 



s 

R 

Total 


£ 

L 

£ 

Pre-acquisition Profit. 


10,000 

10,000 

Pre-acquisition Loss . 

— 6,000 


— 6,000 




There is thus a debit on Goodwill of £15,000 and a credit on 
Capital Reserve of £4,000; the latter would normally be set off 
against the former, leaving a net balance of Goodwill of £11,000. 

The main disadvantage of this arrangement is that there may be 
both debit and credit items in each schedule, whereas, as will be 
seen in the alternative method, this likely confusion is avoided; 
thus — 
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(a) (Debit) Goodwill (or Cost of Control) 



s 

L 

R 

£ 

55,000 

Total 

Cost of Acquisition 
Par Value. 

£ 


30, ODD 

Pre-acquisition Loss 

6,ddd 



;^ 6 ,DD 0 

£25,000 

£31,000 

(!>) 

(Credit) Capital Reserve 



s 

R 

Total 


£ 

£ 

£ 

Par Value. 

60. ODD 



Cost of Acquisition 
Pre-acquisition Profit. 

50,000 

ID.OOO 



/lO.OOD 

£id,doo 

£20, ODD 


The credit of £20,000 is set off against the debit of £31,000 leaving 
a net debit of Goodwill of £11,000. This method not only avoids 
plus and minus signs but also it avoids a credit appearing in Goodwill 
and a debit in Capital Reserve (see items in previous illustration of 
— £10,000 in Goodwill and — £6,000 in Capital Reserve). 

Inter-company Balances. The fact that all internal items or 
inter-company balances must be eliminated in the preparation of 
the Consolidated Balance Sheet has already been stated. These 
will include — 

(i) Share Capital — the elimination of the share capital of S 
against H’s investment in S has already been shown. Conversely, as 
will be described in greater detail later, any shares in H held by S 
must also be eliminated against the share capital of H, which of 
course appears in the Consolidated Balance Sheet as the share capital 
of the group. 

(z) Debentures of one company held by another. 

(3) Loans to one company by another. 

(4) Current Accounts. 

These adjustments present no difficulty, it merely being a question 
of setting off an asset in one Balance Sheet against a liability in 
another. Thus, if on the liabilities side of H's Balance Sheet appears 
Debentures £10,000 and the assets side of S's Balance Sheet shows 
that S holds £3,000 thereof, the net figure in the Consolidated Bal- 
ance Sheet will be Debentures £7,000. Again, if Sundry Debtors of 
H include S £400, then Sundry Creditors of S must include H £400 ; 
the £400*5 will be eliminated and only the outside debtors and 
creditors shown in the Consolidated Balance Sheet. 

Contingent Liabilities. In their own balance sheets the constituent 
companies will show contingent liabilities in the normal way by 
means of a note. When preparing the Consolidated Balance Sheet, 
such liabilities must be divided into (i) internal and (ii) external. 
The latter will continue in the Consolidated Balance Sheet as notes, 
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but the former will usually appear in the Consolidated Balance 
Sheet itself as actual liabilities, so that a note is unnecessary. 

The two most common items of this type are — 

(1) Bills of Exchange — where, for instance, S has issued bills to H 
which has discounted them. S will show Bills Payable amongst its 
liabilities and there will be a note to H's Balance Sheet in respect of 
the contingent liability on bills discounted. In the Consolidated 
Balance Sheet, Bills Payable will appear as a liability of the group. 

Illustration. The Balance Sheet of S shows Bills Payable of 
;f6,ooo. AU these were issued to H, in whose Balance Sheet appear 
the following — 

Bills Receivable (from S), ^ 2 , odd. 

Note. There is a contingent liability on Bills discounted of (;f4,oDo 

□f which are from S). 

How would these items appear in the Consolidated Balance 
Sheet ? 

The £ 2,000 of S’s bills held by H will be set off against Bills 
Payable £6,000 (being internal transactions), the remaining £4,000 
being shown in the Consolidated Balance Sheet as a liability. There 
will be a note to the Consolidated Balance Sheet in respect of H's 
contingent liability on bills discounted of £5,000 (i.e. excluding S's 
bills discounted which appear as an actual liability). 

(2) Guarantees by one company in the group in respect of an- 
other — ^where for instance H guarantees certain liabilities of S. As 
in (i), these will appear in the Consolidated Balance Sheet as actual 
liabilities of the group, so that a note is unnecessary. 

Minority Interest. In all the illustrations so far, H has acquired 
all the shares in S, i.e. H has had a 100 per cent holding and the 
question of a minority interest does not therefore arise. It may be 
objected on purely technical grounds that H, being a separate legal 
person (but only one) cannot constitute (no more than an individual 
can) the sole shareholder of S. This situation is however met by H 
holding all the shares in S except one which is allotted to a nominee 
(usually a director) of H, If, however, H (directly or through 
nominee(s) ) has less than a 100 per cent holding in S, say 80 per 
cent, there will be a minority interest in respect of the remaining 
(20 per cent) issued share capital held by shareholders outside the"' 
group. In the preparation of the Consolidated Balance Sheet the 
principles already outlined wiU again be followed. All the assets and 
liabilities of the constituent companies will be aggregated, but the 
minority shareholders must be shown as Creditors on the liabilities 
side in respect of their interest. The latter will consist of their share 
of (a) Share Capital, (6) Reserves, and (c) Profit and Loss balance 
(the total of these being equal to the net assets). Obviously, in 
making the necessary adjustments for the Consolidated Balance 
Sheet in respect of H's holding, only its due proportion of profits,;-^ 
etc., (e.g. flo per cent) wiU be taken into account. As far as the 
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minority shareholders are concerned, there will be no need to make 
the sharp contrast between pre- and post-acquisition profits required 
in respect of H's holding, their interest not being affected thereby. 

Illustration. H acquired 80 per cent of the shares of S on 30th 
June, 19. for £2,yoo, when the profit and loss of the latter was in 
credit for £800. From the following Balance Sheets prepare the 
Consolidated Balance Sheet. 


Balance Sheets as at 3dth June, 19.. 



H 

S 


H 

s 

bhire Capital — 

In fully paid 

Profit and Loss 

Crf=‘[litDrs 

Bills Payable (in fav- 
our of S) . 

£ 

3,DDO 

I.DDO 

i,5dd 

500 

£ 

2,000 

800 

I,2DD 

Sundry Assets 

Debtors 

Bills Receivable 

Shares in S . 

£ 

2,000 

2,700 

£ 

2,600 

90D 

500 

^6,000 

;^4.0D0 

£6,000 

£4,000 






Consolidated Balance Sheet 



H 

S 

Adjust- 

Total 


H 

s 

Adjust- 

Total 




ments 



ments 


1 

£ 

£ 

£ 


£ 

£ 

£ 

£ 

Share Capital 

3,ooo 

2,000 

- i,6do 

3,000 

Sundry Assets . 

2,000 

2,600 


4,600 




- 400 


Debtors 

1,300 

□00 


2,2CO 

Prufit and Loss . 

I,O00 

Boo 

- 640 

- 160 

1,000 

Bills Receivable 

500 

- 500 



Creditors . 

i,';ao 

1,200 


2,700 

Shares in S 

2,700 


- i,6ool 

- 64D 1 


BiUs Payable 

500 


- 500 






- 4^i 

Muiority Interest 



+ 400 

560* 

Goodwill (or 







-h 160 


Cost of Con- 
trol) 



+ 460 

460* 


£6,000 

£4.000 

-£z. 74 o 

£7.z6o 


£6,000 

£4,000 

-£z ,740 

£7,z6d 












An objection is sometimes raised against this method of preparing 
a Consolidated Balance Sheet where the holding of H is less than 
100 per cent on the grounds that the assets and liabilities of S 
appear in full in the Consolidated Balance Sheet although H (or the 
group) has not a 100 per cent share therein. Nevertheless, H does 
control them and it is usually considered that they are best shown 
as group figures with the minority interest shown separately. The 
alternative would be to take H's proportion of each asset and 
liability only, so that no entry for minority interest would be 
required, but it is rarely used in practice. 


‘ The Minority Interest is — 

20% of Share Capital (£z,ooa) plus Profit and Loss (£800}, i.e. £2,Boo = £5fio 

* The Goodwill (or Cwt of Control) is proved as follows — £ £ 

Cost of i,6od Shares ...... ^, 7 ^ 

Lm.; Share Capital (90% Df £z, odd) . . . 1,600 

Profit and Loss (8d% of £Bdo) . 640 


2,240 
i 460 
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Illustration. H owns 4,000 shares in A, 3,000 shares in B, and B 
owns 5,000 shares in A. The issued share capitals of A and B (both 
subsidiaries of H) are ;fio,ooo and £5,000 respectively, all in £i 
shares fully paid. There are no Preference Shares. 

The profits of A and B for the year ended 31st December, ig. 
are £1,500 and £2,000 respectively. Show the amounts attributable 
to Minority Interests, ignoring Taxation. 


Minority Interest in the profit of — 

A: ID per cent of /i, 500 .... 150 

B: 40 per cent of /2,DDo .... I Boo 
20 per cent of ;fi,5oo (see below) . [300 

" I,lOD 

Thus, Minority Shaidiolders own 40 per cent of B's profit and 30 
per cent of A’s profit. 

The Minority Interest of B is 40 per cent, but as B has a 50 per 
cent interest in A, the Minority Interest of the former company 
must (indirectly) therefore be 40 per cent of the share of profit B 
will get from A, i.e. 50 per cent; therefore, the proportion of profit 
attributable to the Minority Interest of B as regards A's profit is 
40 per cent of 50 per cent, i.e. 20 per cent. 

This can be seen clearly if it is assumed that the profit of A is 
fully distributed, thus — 


Holder 

Shares 

Profit 

H . 

B . 

Minority . 

Less to B . 

4.000 

5.000 
1,000 

£ 

600 

750 

150 

I.50D 

750 

ID, ODD 

£750 




Holder 

Shares 

Profit 

H . 

3, ODD 

£ 

1,650 

Minority 

2,000 

1,100 

(See 

above) 


5 ,DD 0 

£2,7501 


1 1 


Illustration. From the following details, prepare schedule showing 
Minority Interests to be brought into the Consolidated Balance 
vSheet. All shares are £i each, fully paid. 

No entries have been made in the books of any of the companies 
for proportion of profit or dividend attributable to them from their 
holdings in the other companies. Ignore taxation. 7 

^ Profit ;f2,oDD, plus dividend from A of £750, equals £2,750. 
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Sub- 
sidiary A 

Sub- 
sidiary B 

Ordinary Shares ....... 

i 

8,000 

£ 

5,000 

5% Preference Shares ...... 

3,000 


Ordinary Shares in Subsidiaries held by — 


H 

4,800 

3,000 

B . 

1,200 

— 

Outsiders ....... 

2,000 

2,000 

Preference Shares held by — 



H ‘ . . . 

1,500 

— 

B 

500 

— 

Outsiders ....... 

1,000 

— 

The profits are ....... 

1,600 

boo 


Show the Minority Interests, bringing into account 
year's arrear of Cumulative Preference Dividend. 


the current 


Minority 

Interest 


PrEfprenre Dividend — 

Uiitsidcrs 1,000 Jit 5% 

H i,5DO.it5% 

B (see below) 500 at 5% 

£ 

50 

75 

25 ' 



£ 

5° 


£150 




Profits — 

A: Profit ..... 

Less Preference Dividend 

1,600 

150 

£1.450 

Minority Interest, 25%. 
Interest in A uf Minority 
holders of B — 40% of 15% 
6%» 

•£3S2i 

Share- 

equals 

. 87 


B: Loss ...... 

Less rrefcrcncc Dividend (see above) 

900 

25 

449i 


£S 75 

Minority Interest, 40% . 


360 


It would not be correct to show the Minority Interests as a net 
figure of ^149^ ; each heading should be shown, particularly as the 
item of £350 does not represent anything more than what is 
analogous to a contingent asset. 

As, in fact, A has Minority Shareholders of 25 per cent only, it 
would seem a better way to show, as an offset, the item of £87 
against the loss of £350, because it is, in fact, the Minority Interest 
of B (as regards B's share of A's profit). Thus — 

£ £ 

A; Profit (.IS shOAvii above) li45D Minority Interest — z5% of £1,450 . 362I 

of which 15% is attributable to B ziyj 

B : Loss (ai shown above) . . . 875 

Less Share of A's Profit . 217} 

£ 657 ^ Minority Interest— 40% of £ 857 ^ . .263 


' ^ As B owns 1,200 shares in A, it is entitled to 15 per cent (/iSHU) of jf 1,450, 

but the Minority Shareholders have 40 per cent interest in B, henee their 
proportion of A’s profit is 40 per cent of 15 per cent of /i,45d. 
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Although the former method is usually employed, the latter 
method, which is theoretically correct, should be mentioned in any 
examination problem relating to the above subject-matter. 

Thus, it can be seen that the effect is to show figures of £362^ 
and £263 instead of £449^ and £350. 

Post-acquisition Profits and Losses. So far the Consolidated 
Balance Sheet has been prepared at the date of acquisition of shares 
in S, so that all reserves and profit and loss balance of S relate to the 
pre-acquisition period. Such reserves and profit or loss balance are, 
in the preparation of the Consolidated Balance Sheet, divided into 
(fl) H's proportion, which having been adjusted against the cost of 
the shares in S, appears in the Consolidated Balance Sheet either in 
the Capital Reserve or Goodwill figure, and (b) minority shareholders' 
proportion which in the Consohdated Balance Sheet is added to the 
minority interest. Post-acquisition profits [or losses) and increases 
[or decreases) in reserves must similarly be spht between H and 
minority shareholders; but while the latter are added to [or de- 
ducted from) the minority interest as above, the former will appear 
in the Consolidated Balance Sheet in the actual profit and loss or 
reserve figure. Thus, where the balance sheets are given at some 
date after the date of acquisition, it will be necessary, as far as H's 
proportion is concerned, to apportion reserves and profit and loss 
l)etween the pre- and post-acquisition periods. 

The rule whereby the pre-acquisition profit of a subsidiary 
attributable to a holding company must be considered as capital, 
not only conforms to sound accounting practice, but is afforded 
recognition by the Companies Act, 194B. So far, however, as con- 
cerns the Minority Shareholders of a subsidiary, it is immaterial 
whether or not their proportion of the profit has been earned before 
or after the date of the acquisition of the shares in the subsidiary 
by the holding company. 

Illustration. Assuming the same facts as in the illustration on 
page 1057, except that the date of acquisition of the shares was one 
year before the date of the Balance Sheets and at that date the 
credit balance of profit and loss of S was £600, £200 having been 
earned since, show Consolidated Balance Sheet. 


Consolidated Balance Sheet 



H 

s 

1 Adjust- 

Total 


H 

5 

Adjust- 

Total 




1 menls 



ments 



£ 

£ 

£ 

£ 


£ 

£ 

£ 

£ 

Shore Capital 

3,000 

2,000 

- 1,600 


Sundry Assets . 

2,000 

2, 600 


4, boo 



— 400 

Debtors 

1 JDO 

900 


2,200 

Profit and Loss . 

I,DOO 

Boo 

4BD 

^ i,i6d 

Bills Receivable. 


500 

- 5 DD 





— 16a 

Shares In S 

2,700 

- 1,600) 


Creditors 

I, 50 D 

1,200 


2,700 



- 480} 


Bills Payabie 
Minority Interest. 

500 


- 500 
-1- 400 

Goodwill ( or Cost 



- 620) 


}* 560 



+ l6o 

of Control) 



+ 620 

62d' 


j^6,Doo 

£4,000 

-£a,5Bo 

£7,420 


£6,000 

£4,000 

-£2.580 

£7.4^' 







1 






(For ^ and * see footnotes on page 1061.) 
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Where the shares are acquired during the financial year of S and 
no accounts are drawn up to that date, the current year’s profit 
must be apportioned, in the absence of other information, on a time 
basis. 

Illustration. Had the shares been acquired in the previous illus- 
tration on the 1st January, 19. ., the profit of ^£200 of S for the year 
to 30th June, 19. . would, in the absence of other data, be split as 
to £100 pre- and £100 post-acquisition. Thus, 80 per cent of £700, 
i.e. £560, would be adjusted against the cost of shares in S, 0 o per 
cent of 3^100, i.e. £^o, would be left in Profit and Loss, making with 
. H’s £1,000 a total of £1,080, and 20 per cent of £8oo, i.e. £160, 
would be added to minority interest as before. 

Inter-company Unrealized Profit. When, for instance, S sells goods 
to H at a profit, such profit has been earned from the point of view 
of S and will accordingly be reflected in its Balance Sheet. From the 
point of view of the group, however, the profit has not been earned 
until the goods have been resold by H to the outside world. To the 
extent, therefore, that any of the goods have not been so resold and 
appear in the stock of H at the date of the Consoh dated Balance 
Sheet, there is an unrealized profit as far as the group is concerned 
and it must be eliminated in the preparation of the Consolidated 
Balance Sheet. On the other hand, if H has less than a 100 per 
cent holding in S, the profit has been realized from the point of view 
of the minority shareholders of S. Therefore, in such a case, the 
amount to be eUminated is H’s proportion only. (If H had sold the 
goods to S at a profit, the proportion of profit belongs to H.) 

This point will also arise when fixed assets are transferred from 
one company in a group to another at a book profit or loss, in which 
case such adjustments will be required as to leave the Consolidated 
Balance Sheet in the same position as if no transfer had taken place. 
Similarly, adjustment will be required to eliminate any profit made 
by a company manufacturing capital equipment which is sold as 
such to another company in the group, including depreciation. 

Illustration. From the Balance Sheets and information given on 
page 1062, prepare Consolidated Balance Sheet. 


^ The minority interest is unchanged, since it is not in any way concerned 
with the date of acquisition by H. 

■ Goodwill is greater than in the illustration on page 1057 by 80% of £200, 
i.e. ;fi6o, the Profit and Loss figure being corresijondingly increased. The 
Goodwill figure is proved as follows — £ £ 

Cost of 1,600 Shares .... 2,700 

Less nominal value of Shares i,6do 

80% of pre-acquisition Profit (;£6oo) 480 

2,o3d 


£620 
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Balance Sheets as at 31ST December, i$.. 



H 

S 


H 

S 

Share Capital — 

£1 fully paid 

Profit and Loss 
Reserve . 

Creditors 

Bills Payable . 

L 

10,000 

4.000 

1.000 
2,000 

£ 

2,000 

I,2DD 

600 

1,200 

300 

Sundry Assets 

Stock 

Debtors. 

Bills Receivable 
Shares in S — 

1,500 at Cost 

£ 

8,000 

6,100 

1,300 

100 

1,500 

£ 

1,200 

2,400 

1,700 

£17,000 

^ 5.300 

/l7,D00 







(1) All the profit of S has been earned since the shares were 
acquired by H, but there was already the Reserve of £600 at that 
date. 

(2) The bills accepted by S are all in favour of H which has dis- 
counted £200 of them. 

(3) Sundry assets of S are under- valued by 3^200. 

(4) The stock of H includes £500 bought from S at a profit to the 
latter of 25 per cent on cost. 


Consolidated Balance Sheet 



H 

5 

Adjustments 

Total 


H 

s 

Adjustments 

Totid 


1 

1 1 

£ 

£ 


£ 

£ 

£ 

£ 

Share Cap- 

10,000 

2,DOO 

(a) -1,500 

10,000 

Sundry 





ital . 



(ft) - 500 


Assets 

B,dod 

1,200 

[h) -|- 200 

g, 40 D 





Stock. 

b,IQD 

2,400 

(d - 75 

8,425 

Proiit Be Loss 

4,000 

1,200 

(c) - 751 

4,825 

Debtors 

1,300 

1,700 

3 ,DDD 




(d)- 300I 


Bills Re- 










ceivable . 

100 


(g) - IDO 


Reserve 

1,000 

6do 

(d - 150 
(/) - 450. 

l,DO 0 

Shares m 5 

1,500 


(a) - 1,500 


Creditors 

2 ,DO 0 

1,200 


3,200 






BillsPa3'able 
Minority In- 


3D0 

(g) - 100 

(ft) + 5 oo\ 

200 






terest 












[d] + 300 1 
(0 + i 5 o[ 

1,000 









ih) + 50) 







Capital Re- 



(/) + 450 







serve 



(A) -1- 150 

6od 








£5,300 

-£1,475 

£20,825 


£17,000 

u, 

1 a 

- £1,475 

£20,8^5 






' 


1 1 





Notes, (i) The adjustments have been lettered to facilitate reference. 

(z) Item (c) represents the elimination of H's proportion of the unrealized 
profit on the sale of goods, i.e. 75 per cent of 20 per cent of /5 dd [or 25 per 
cent of ;^4oo]. It will be noticed that tlie adjustment is made to H’s share 
of S's profit, so tliat the £-^oo transferred to Minority Interest includes their 
£25 proportion. 

(3) Minority Interest is 25 per cent of (Share Capital Profit and Loss 
+ Reserve -1- Under- valuation of Sundry Assets) = 25 per cent of {£2,000 
-|- ;^i,20D + £6do -f £200) = 25 per cent of ;^4 ,doo. [See (b), (d), {e), and (A).] 
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(4) Capital Reserve is — 


Share Capital of S 

Reserve . . . . 

Under- valuation of Assets 

L 

2,000 

600 

200 

£ 



75% thereof = 2,100 

Cost of Shares 


1,500 

Capital Reserve 


;f600 


Preference Shares of Subsidiary. When the share capital of S 
consists of Preference as well as Ordinary shares — 

(1) If they are all held by H no difficulty arises, the normal 
elimination being required. 

(2) If some or all are held by outside shareholders the minority 
interest will be increased accordingly. The treatment will depend 
on the rights attaching to the shares as defined in the Memorandum 
and Articles of Association of the particular company. The term 
" Preference Share"' has a wide meaning and the principles already 
outlined in the previous chapter must be applied. The following 
factors must be considered — 

[а) Rights as to Capital on a liquidation — if there is a right to 
priority of repayment, the full amount must be added to minority 
interest, otherwise they will be treated as ordinary shares. 

(б) Rights as to dividend — ^where there is no right to priority, 
they will usually be treated as ordinary shares ; where there is such 
a right it must be taken into account, and if it is cumulative, any 
arrears should be provided for by adjusting the Profit and Loss 
Balance and increasing the minority interest. In regard to such 
arrears, there is of course no legal liability until the preference 
dividends are declared. If, however, the right is cumulative, 
arrears will have to be met before any dividend can be paid on the 
ordinary shares, and most accountants consider it preferable to 
make an adjustment for them. Alternatively, the matter could be 
dealt with in a note on the Consolidated Balance Sheet (see page 

1097). 

(c) Rights as to participation in profits beyond a fixed amount 
— ^where such a right exists it must be taken into account, since the 
balance of profit available to the ordinary shares is thereby reduced. 

(3) In the books of S, if the shares are allotted to H as the 
original shareholder, the entries will be the same as if they had been 
allotted to an individual. If, on the other hand, H acquires the shares 
from the existing shareholders, no entries are required in the books 
of S, the necessary alterations being made in the usual way on a 
transfer of shares in the register of members, etc. 

It must be remembered that in all cases where there are Prefer- 
ence Shares, the exact treatment will depend upon the facts in 
each particular instance. 
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SUMMARY OF RULES OF CONSOLIDATION 

The basic principles of the preparation of the Consolidated, 
Balance Sheet have now been outlined. Before proceeding with 
more intricate problems where there are several subsidiaries or 
where shares in the holding company are held by one or more of the 
subsidiaries and so on, the following summary of the more important 
factors is given — 

(1) All inter-company indebtedness and profits (and losses) must 
be eliminated, including in the former share capital, debentures, 
loans and current accounts. The share capital of H, however, re- 
mains except that it is reduced by any of the shares held by S. 

(2) Pre-acquisition profits and losses must be capitalized, such 
profits being in effect a reduction of the purchase price, thus reducing 
Goodwill or Cost of Control, or incrcEising Capital Reserve. Losses 
will have a converse result. 

(3) The interest of the minority shareholders in S will require 
adjustment for their share of Share Capital, Reserves, Profits and/or 
Losses. The sharp distinction required in (2) does not arise in regard 
to the minority interest.^ 

(4) Elimination of unrealized profit on inter-company transac- 
tions to the extent of H’s holding. 

(5) Subject to these adjustments, all the assets and liabilities of 
the constituent companies are aggregated under common headings. 


METHODS OF CONSOLIDATED BALANCE SHEET 
PREPARATION 

As long as effect is given to the principles outlined, the method 
used in the preparation of the Consolidated Balance Sheet is of 
little importance and will depend to some extent on individual 
preference. The following methods are in use — 

(i) Employment of an adjustment column on each side of the 
draft Consolidated Balance Sheet (as has been done in all the illus- 
trations so far). There will thus be four columns (where there is one 
S) on each side, viz. : (i) H, (2) S, (3) Adjustments, (4) Total. Varia- 
tions of this method are — 

(а) To use plus and minus signs in the adjustment column. 

(б) To split the adjustment column into Dr. and Cr. 

(c) To eliminate completely in the adjustment column such items 
as shares in S, transferring the balance in that column to Goodwill 
or Capital Reserve and carrying out the final figure from there. 

{d) Not to make the balancing transfer as in (c) but to extend 
the balance immediately with appropriate marking, e.g. G for 
Goodwill, M for Minority Interest, etc. 

^ There may be losses of subsidiaries which more than extinguish their 
issued Capital, so that the Minority Shareholders’ equity is in debit, but this 
is not a recoverable debt and should be separately shown as a deduction from 
the Group Reserves or Capital. 
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(z) Aggregation of the various items in the individual balance 
sheets in one column, the requisite transfers being made from/to 
^ these totals, the net result being extended into a final column. 
Thus, inter-company balances are eliminated by straight contra 
subtraction ; pre-acquisition profits are transferred to Capital 
Reserve, from which the outside shareholders' proportion is trans- 
ferred 10 Minority Interest, and so on. Variations of this method 
are — 

(a) To make the net adjustments direct from the totals of the 
appropriate assets and liabilities. 

. (6) To employ a special column for eliminations. 

(3) Preparation of a Schedule of Adjustments from which the 
Consolidated Balance Sheet is compiled. 

(4) Employment of a journal, the journal entries being "posted" 
into an adjustment column just as if the Consolidated Balance 
Sheet were part of an actual double-entry account. (In practice 
and in complicated examination problems this procedure will be 
absolutely necessary. It may be mentioned here that in some of the 
recent examinations the journal entries would without any further 
work earn the bulk of the marks; indeed, in one recent question 
merely to write out the balance sheets in columnar form and the 
final aggregated figures would take at least half an hour.) 

A comparison of these methods is given below. Journal entries 
win be illustrated in greater detail later in this chapter. 

General Illustration. The Balance Sheets of H, Ltd. and S, Ltd. 
are — 


Balance Sheets as at 31ST October, 1953 



H, Ltd. 

S, Ltd. 


H, Ltd. 

5 , Ltd. 

Shore Capital (;{^i fully pd ) 
Reserve (at ist Nov., ig5z) 
PruAt and Loss Account 
Balance, ist Nov., 1952 
Fhts Profit for Year 

Creditors 

£ 

2,000 

300 

£6do 

400 

1,000 

1,000 

£ 

500 

loo 

£300 

IDD 

40D 

300 

Sundrv Assets 

Shares m S, Ltd at cost 

£ 

2,000 

2,300 

£ 

i,30[i 

£4,300 

£1,300 

£4,300 

£1.500 


H, Ltd., has an 80 per cent interest in S, Ltd., acquired half- 
way through the financial year. Included in sundry assets of H, 
Ltd., is £300 loan to subsidiary company (shown in the latter's 
Balance Sheet as creditors). Sundry assets of the subsidiary com- 
pany include fittings of £400 to be revalued at £500 as at 1st 
November, 1952, being over-depreciation adjustment. It may be 
assumed that the profits are uniformly earned. Prepare Consolidated 
Balance Sheet. 



Consolidated Balance Sheet 



d66 
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(16) Alternatively — 

Consolidated Balance Sheet of H, Ltd., and its Subsidiary, S, Ltd., 
AS at 3TST October, 1953 



H, 

Ltd. 

s, 

Ltd. 

Adjust- 

ments 

Total 


H, 

Ltd. 

s, 

Ltd. 

Adjust- 

ments 

Total 


£ 

£ 

, , £ 

£ 

Sundry Assets 

£ 

£ 

1 £ 

£ 

Share Capital 

2,000 

5 DO 

(a) - 50D 

2,000 

2,000 

I joo 

(e) -1- loo 

3,100 

Re.sErve 

300 

100 

(b) - lOD 

3 OD 




- 300 


profit and Loss Ac- 

6do 


(c) - 300 


Shares in S, Ltd. 

ajDo 


(/) -2,300 


count 

300 

6oo 

Goodwill 



+ 1,460 

1,460 

Profit for Year 
Minority Share- 

400 

IDO 

(i) - 60 

440 






holders (as per 
Vhedule in (3) ) • 



-|- 220 

220 






Cii'dilors 

1,000 

300 

- 300 

1,000 









- £1,040 

£4. ‘560 


£4.400 

£1,300 

- £1,040 

£4,560 


Note. The IptterctJ references are to the Schedule given in (3) on pagB id6S. Where there is no Schedule 
Ihe adjustments will be given in detail as in previous illustrations in this Lhaptcr. 


(2) Consolidated Balance Sheet 




£ 

£ 


£ 

Share Capital (H) 



2,000 

Sundry Assets — 


Capital Reserve — 




H 

2,000 

Reserve of S at date of acouisi- 



S. . . . £1,300 


tion 


IDO 


Less Contra . .300 


Pre-acquisition Profit 


350 


- 


Increase of Assets . 


100 


I, ODD 






Increase to C.R. . loo 




55 D 


— 

1,100 

Less M.I. 20% 


110 








Goodwill — 




440 


Cost of Shares 

2,300 

Deducted Contra 


440 


Nominal Share Capital 






— S . . . £500 


General Reserve — 




Less M.I. 20% . .IDO 


H . 


300 


— 

4.00 

S . . . . 

■ £ioo 





Less Transfer to C.R. 

IDO 




Zi^DO 


— 

— 


Less C.R. Contra 

440 




300 



Pro.fit and Loss Account — 






H Balance 


6do 




Profit for Year 


400 






1,000 




S Balance 

• £300 





Profit lor Year 

100 






400 





Transfer to C.R. 

. 350 





Post -acquisition Profit 

50 





Lfsj M.I. 20% 

■ ^“1 







40 







1,040 



Creditors — 






H . . . . 


1,000 




S . . . . 

■ £300 





Less Contra . 

. 300 








1,000 



Minority Interest — 






Share Capital . 


loo 




Capital Reserve 


110 




Profit and Loss 


10 

1 






220 






£4,560 





M.I. - Minority Interest. C.R. - Capital Reserve. 
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(3) Schedule of Adjustments 



H. Ltd. 
(8°%) 

Minority 
Shareholders 
S, Ltd. (20%) 


£ 

£ 

Share Capital ...... 

400 

lOD (a) 

Balance of Profit and Loss Account . 

240 

60 (c) 

Profit to date of purchase of Shares by H, Ltd. . 

40 

10 (tQ 

Increase of Sundry Assets .... 

Bo 

2D («) 

Reserve ....... 

Bo 

20 (6) 


840 

210 

Goodwill ....... 

1,460 



if) 

2ID 

Profit since purchase of Shares by H, Ltd. 

40 

ID (i) 



^220 


The reference letters are to the Consolidated Balance Sheet in (i6) on p. 1067. 


(4) A full Journal illustration will be given on pages 1092 and 
1093. The entries will, however, be the same as those shown in the 
Dr. and Cr. adjustments in (i) on page 1066, thus for item (a ) — 


Share Capital of S. 
To Shares in S 



£ 

400 


Many of the individual entries may be consolidated in the journal, 
thus for items [a) and (A) — 


Goodwill 

. Dr, 

£ 

1,900 

£ 

Share Capital of S. 

. Dr. 

400 


To Shares in S 

. 

2,300 


Profits and Dividends of Subsidiaries. The alternative treatment 
of the profits of subsidiaries in the books of the holding company 
was considered in the early pages of this chapter and it will be 
remembered that it is sometimes the practice to "take up" such 
profits whether dividends are declared by S or not. Where this 
practice obtains, a Profit of Subsidiaries Account is debited with 
H's proportion of the profits and a Profits and Losses of Subsidiaries 
Account (which may be closed off to Profit and Loss Account) 
credited. When a dividend is paid, cash is debited and the Profit 
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of Subsidiary Account credited. The effect of these alternatives on 
the Consolidated Balance Sheet is now considered — 

(1) Where not taken up, the position is straightforward, as has 
been shown in all the illustrations so far. After the necessary adjust- 
ments for pre-acquisition profits, minority interest, etc., the profits 
of H and S are added and extended into the total column. 

(2) Where the profits have been taken up, H's proportion will be 
already included in H's profit balance and, therefore, in the Consoli- 
dated Balance Sheet H’s proportion of S’s profit balance must be 
eliminated against the balance of Profit of Subsidiary Account in 
H's Balance Sheet. 

Where dividends are paid out of pre-acquisition profits, they 
must be adjusted against the cost of the shares in S. Where paid 
out of post -acquisition profits, the ultimate result in the Consolidated 
Balance Sheet is unchanged since H's profit balance, increased by 
the receipt of the dividend, is added to S's profit balance which has 
been decreased by the like amount. The treatment of dividends in 
the consolidated accounts is dealt with fully on page 1095 d seq. 

Group Consisting of more than One Subsidiary. Where H holds 
shares in more than one subsidiary, no particular difficulty arises 
and there will be no departure from the principles already given. 
The goodwill or cost of control must be ascertained for each com- 
pany and then the normal adjustments, eliminations, and aggrega- 
tion will take place. 

Illustration. From the following skeleton Balance Sheets and 
the information given, prepare the Consolidated Balance Sheet. 
Ignore tax. 


Balance Sheet as at 31ST December, 19. . 



H 

5 

Y 


H 

S 

Y 

Share Capita] — 
il fully paid 

Profit and Lois 

Profit for Y ear 

£ 

3 , ODD 
loo 
Boo 

£ 

I, ODD 
20D 

300 

£ 

Boo 

30 D 

lao 

Sundry Assets 

Profit of S Account 

900 SharLs in S at cost 
600 Shares in Y at cost 

1 

£ 

1 , 3*50 

450 

I,20D 

goo 

£ 

1,500 

£ 

X,2DO 



£1,200 

£3,900 

£ i .‘ 5 oo 

£i,200 








(1) The credit balance of Profit and Loss Account of Y was ^£300 
when the shares therein were acquired by H, but the whole of the 
profits of S have been earned since acquisition of its shares bv H. 

(2) It was the practice of H to take up in its books its proportion 
of the profits of S. 

(3) Y had during the year to 31st December, 19. ., declared and 
paid a dividend of fEo, reducing the profit for the year from £180 
to £100. 




lUjD 
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(a) Elimination of Share Capitals — 


Total 

H 

M.I. 

£ 


£ 

1,000 

(90%) 900 

(10%) 100 

Boo 

(75%) 600 

(25%) 2DO 

/i,8od 

£1.500 

/3OP 


( 6 ) Elimination of Profit and Loss — 



Bal- Profit 

A gainst 


Interest 


ance for 

Cost of 

Profit of S 

of H in 


Year 

Shares 

Account 

P. and L. M.I. 


£ £ 

£ 

£ 

£ £ 

S . 

. 200 


(90%) i8d 

(lO%) 20 

Y. 

. 3OP 

(75%) 225 


(25%) 75 

S . 

300 


(go%) 270 

(10%) 30 

Y. 

100 



(75%) 75 (25%) 25(a) 



Z225 

£^50 

£ 75 ^ £^50 



s 

Y 

Total 

G (Goodwill) is — 

/ 

£ 

£ 

Cost of Shares ..... 

1,200 

90D 

2,100 

Less Equity acquired — 

90% of Share Capital (;fi,ooo) -|- Pre- 
acquisition Profit (nii) . 

75 % of Share Capital (£800) -j- Pre- 
acquisition Profit (/3Do) 

900 

825 

L725 


£500 


£575 


The dividend paid by Y during the year can be ignored in the preparation 
of the Consolidated Balance Sheet, the adjustments being made to the 
remaining balance. The total profit of /i8d is apportionable as to 25 per 
cent (/45) to Minority Interest and 75 per cent (;^i35) to H. As the minority 
shareholders have received 25 per cent of the dividend, i.e. £2.0, their interest 
shown in the Consolidated Balance Sheet will be confined to the balance, i.e. 
JA5 less ;^2o = ^25 (see (a) above). As to H's proportion of the dividend, 
this will be included in H's profit for the year and will thus appear in the 
Profit total for the group. The assumption that the dividend is included in 
H's profit is based on the fact that Shares in Y are shown in the Balance 
Sheet of H at cost. It must be remembered that only dividends paid out of 
post-acquisition profits may be regarded as revenue by H. If the dividend 
were paid out of the balance of Profit and Loss Account at the date of 
acquisition it would be of a capital nature and must be adjusted against the 
cost of the shares by crediting Shares in Y Account. In the Consolidated 
Balance Sheet this would alter the Goodwill figure accordingly. 


^ ^30D -|- ^400 = £f)oD less £75 remaining in P. & L. makes the net adjust- 
ment of ;^325 shown in the C.B.S. 
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Shares of Holding Company held by Subsidiary. Although a 
company cannot hold its own shares, a subsidiary can hold shares 
in its holding company, so that, in fact, the latter does have an" 
interest in its own shares. In this connection, however, the following 
section of the Companies Act, 1948, should be noted — 

27. — (i) Except in the cases hereafter in this section mentioned, a body 
corporate cannot be a member of a company which is its holding company, 
and any allotment or transfer of shares in a company to its subsidiary shall 
be void. 

(2) Nothing in this section shall apply where the subsidiary is concerned 
as personal representative, or where it is concerned as trustee, unless the 
holding company or a subsidiary thereof is beneficially interested under the^ 
trust and is not so interested only by way of security for the purposes of a 
transaction entered into by it in the ordinary course of a business which 
includes the lending of money. 

(3) This section shall not prevent a subsidiary which is, at the commence- 
ment of this Act,^ a member of its holding company, from continuing to be a 
member; but, subject to the last foregoing subsection, the subsidiary shall 
have no right to vote at meetings of the holding company or any class of 
members thereof. 

(4) Subject to subsection (2) of this section, subsections (i) and (3) thereof 
shall apply in relation to a nominee for a body corporate which is a sub- 
sidiary, as if reference in the said subsections (i) and (3) to such a body 
corporate included references to a nominee for it. 

(5) In relation to a company limited by guarantee or unlimited which is a 
holding company, the reference in this section to shares, whether or not it 
has a share capital, shall be construed as including a reference to the interest 
of its members as such, whatever the form of that interest. 

In preparing the Consolidated Balance Sheet in these circum- 
stances, no difficulty arises when the Holding Company owns all 
the shares in the subsidiary, the normal adjustments being made. 
Where, however, there is a minority interest in the subsidiary, the 
work is more involved, for it will be seen that this interest 
is, as it were, twofold viz. (a) in the equity of the subsidiary and (6) 
in the equity of the holding company by reason of the shares held 
in that company by the subsidiary. The most accurate way to 
compute the minority interest is to assume that all available 
profits are distributed at the date of the Consolidated Balance Sheet. 
The principle involved is shown by the following illustration — 


Balance Sheets 



H 

S 


H 

s 

Share Capital £1 f.p. 
Post-acquisition Profits . 

£ 

5DD 

TOO 

£ 

loo 

50 

Sundry Assets 

Shares in S (75) 

Shares in H (50) 

£ 

480 

120 

£ 

90 

6d 

£600 

^ 15 “ 


^15° 


ist July, 1948. 



HOLDING COMPANIES 


1073 


In the normal way the minority interest in S will be J of share 
capital and profits i.e. £25 plus £12 los., but the latter figure takes 
ho account of S's share of H's profits. The actual amount which 
would accrue to the minority shareholders if the whole ;fi5o were 
distributed can be ascertained in the following way (to the 
nearest £) — 

Outside Shareholders 


Profits per Balance Sheet 
S’s Profit distributed . 

H's Profit distributed 

S's Profit distributed . 

H’s Profit distributed . 

S’s Profit distributed . 

H’s Profit distributed . 


H S 

i £ 

loo 50 

+ 33 50 

I3B — 

- 138 4- 14 

— 14 

+ - 14 

lo 

- ID + I 

I 

+ I - I 


in S in H 

£ £ 


+ 12 

+ 124 

+ 4 


H- 9 


I 


Distribution 


£134 


The above has been given to illustrate what is being done; in 
practice the calculation will be by algebra as follows — 


Let H = total profits of H and S = total profits of S. 
Then H = loo + J S, and S = 50 + i^ii H 
Thus H = lOD + J (50 + H) = loo + H 


4oH = 4,000 + 1,500 + 3H 
37H = 5.500 

H = 149 and S = 50 + 15 = 65. 

Allocation of Profits — 

Profits per Balance Sheet . 

Add i of total profit of S . 
of total profit of H 

Total profits as above 

Les^ amounts added above . 


H 

s 

£100 

£50 

49 

15 

149 

65 

(«) 15 

(&) 49 

£134 



{a) = 10% X ^149; f&) = 75 % X ^65. 

The true minority interest in the profits is therefore £16 as 
opposed to £12 los. 
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Consolidated Balance Sheet 



£ 


£ . 

Share CapiLil 

450 

Sundry Assets 

570 

Profit and Loss Account 

134 

Goodwill .... 

55 

Minority Interest — 

Share Capital . ■ £^5 

Profit and Loss ib 

41 

£(>25 

[£iSo- £75- £56] 

£(>^5 


Illustration. The Balance Sheets of H, Ltd. and S, Ltd. are — 

Balance Sheets 



H, Ltd. 

S. Ltd. 


H, Ltd. 

S, Ltd. 

Share Capital 

Proht and Loss Account. Proht 
fur Year .... 

£ 

3,000 

300 

£ 

1,300 

200 

Sundry Assets . 

1,200 Shaies in S, Ltd. at 
cost .... 

100 Shares in H, Ltd. at cost 

£ 

1,300 

2,000^ 

£ 

1.IJD 

150* 

£3.300 

£1.700 

£3,300 

£i, 7 dd 


Prepare Consolidated Balance Sheet. 

(i) If the mutual purchases took place at the date of the above 
Balance Sheet — 


Consolidated Balance Sheet of H, Ltd., and its Subsidiary, 
S, Ltd., as at 



£ 

£ 


£ 

£ 

Share Capital 

3,000 


Sundry Assets 


2,850 

Less Sharei held by S, Ltd. . 

lOG 


Goodwill .... 

B50 




2,900 

Less Reserve per contra . 

ib7 


Reserve — 





Gfil* 

Proportion of Profits at- 






tributable to H, Ltd., as at 







167* 





Less Contra 

ib7 

— 




Profit and Loss Account (H, 






Ltd.) . . . . 


39U 




Minority Shareholdera — 






Share Capital 

300 





Profit and Loss Account 

43 







343 









£3.531 


(z) If they took place at the start of the accounting period — 


^ Goodwill = Cost of Shares /z,i5o, less Nominal Value of Shares ^1,300. 
less Profit £167. See page 1075. Of the total of the Profit and Loss Accounts 
of £500, £^57 is applicable to H, Ltd., and H, Ltd.'s own account should be 
shown as £'2go (i.e. £^00 less 3^0 th bought in by the Group), leaving £167 to be 
carried to Capital Reserve. 
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Consolidated Balance Sheet of H, Ltd., and its Subsidiary. 
S, Ltd., as at 



In the second case all the profits are earned after the acquisition 
of the shares and so no deduction is made from the £850 goodwill 
figure. The proportion of the combined profits of H, Ltd., and S, 
Ltd., for the year applicable to the shareholders of H, Ltd., 
is ^457. The precise split of this figure between H, Ltd., and 
S, Ltd., is somewhat academic. A division on a complete distribution 
of profits can be worked out by simple arithmetic as £298 to H, Ltd., 
and ;fi5g to S, Ltd., but it seems rather doubtful whether there is 
any merit in showing such a split. It seems better to leave H, Ltd.'s 
account at its actual figure of £;^oo and to carry the adjustment in 
S, Ltd.’s figure. 

The calculations are — 

H — 300 + JS 

S - aoo + . (1) 

5H - 1,500 + 4(200 -I- ^H) 

H - ^473 

and S - 200 + (473) (i) 

— £216 


Allocation nf Profits — 



H, Ltd. 

S, Ltd. 

Udlanrra prr Accounts ........ 

£ 

iDn 

£ 

zoo 

Add of £216 .... ... 

173 


.1 of £473 


16 

Lgss ifl uf £216 ...... 

473 

216 

173 

•• 0* £473 

16 


Balance, H, Ltd.’s Interest therein .... 

£457 


Proportion attributable to Muority Shareholders 
[* £«6] 


£43 


^ Goodwill = /z,i 50 - /i,3DO- 
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Alternative Method — 



H, Ltd. 

S, Ltd. 

Sundry Asaeta ... 

Goodwill 

i 

1,300 

800 

£ ^ 
1.550 

50 

Equity | of £1,7x6 

A of £3.473 

2, IDO 
1,373 

1 , 600 

X16 

[See belnwj 

Less Proportion due to 5, Ltd. (Share Capital £ioo + Profits £x6) 

Less Pioportion due to H, Ltd. (Share Capital £1,200 -H Profits £173) 

3,473 

X16 

1,716 

1,373 

(a) Sharp Capital £2,900 plus Profit £4^7, (b) Share Capital £300 plus 

(a) £3.357 

(6) £343 

Profit £43. 




The calculations are — The results arc — 

S = £i,6od + I, H S « £1,716 

H — £a.ioa + t S H = £3,473 


Illustra.tion. Where both the holding company and a subsidiary 
between them own all the shares of another company. 

The following are the Balance Sheets, as on the 31st December, 
ig. of the respective companies. 


-A" 





i 

Share Capital, 200,000 Shares 


Land and Buildings . 

64,000 

of £1 each 

200,000 

Plant and Machinery 

32.500 

Reserve and Profit and Loss 


B Co., Ltd., 40,000 Shares 


Account 

63^600 

of £1 each 

40,000 

Sundry Creditors 

73.400 

C Co., Ltd., 10,000 Ordinary 


B Co., Lid., Loan Account . 

15^000 

Shares of each . 

I 0,000 



C Co., Ltd., Current Ac- 




count .... 

8,000 



Sundry Debtors 

g4,oo[) 



Stock .... 

87,000 



Bank and Cash 

ib,50D 


;^ 352 ,OOD 


^352,000 


-B” 


Share Capital, 50,000 Shares 

i 

Patents .... 

i 

24,500 

of £1 each 

50,000 

C Co., Ltd., 6,000 Ordinary 


Profit and Loss Account 

12,700 

Shares oi £i each . 

8,000 

Sundry Creditors 

28,000 

A Co., Ltd., Loan Account 

15,000 

C Co., Ltd., Current Account 

44.300 

Sundry Debtors 

44.50D 


;£i35,odo 

Stock . - . 

Bank and Cash 

40,000 

3,000 

jfl35.DDD 
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"C” 


Share Capital — 

i 

B Co., Ltd., Current Ac- 

£ 

1(1,000 Preference Shares 


count .... 

44,300 

of £1 each . 

10,000 

B Co., Ltd., 10,000 Shares 

20,000 Ordinary Shares of 
£1 each 


of £\ each 

10,000 

20,000 

Sundry Debtors 

46,000 

Sundry Creditors 

120,000 

Stock .... 

42,000 

A Co., Ltd., Current Account 

8,000 

;^I58,ood 

Bank and Cash 

Profit and Loss Account . 

2,700 

13,000 

;£i58,oqd 


You are required to prepare a draft Consolidated Balance Sheet 
of "A” Co., Ltd. and its subsidiaries. It is to be assumed that 
the preference shares of “C” Co., Ltd., have a prior right to 
repayment of capital in liquidation, that the whole of the above 
profits and losses have arisen since the holding company and the 
subsidiary companies acquired the shares, and that no abnormal 
"internal" items exist. Ignore the question of preference dividend. 
Balance Sheets in abridged form are : 



“A” 




-A" 

•*B” 

■X” 


£ 

£ 

£ 


£ 

£ 

£ 

Share Capital 

200,000 

50,000 

20,000 

Sundry Assets 
"C” Co., Current . 

294,000 

112,000 

90,700 

do. Preference 

io,ooo 

8,000 



Reserve and Profit 



"A” Co., Loan 

16,000 


and Loss Account 

63,5 ou 

12,700 


"B" Co., Current . 



44,300 

Sundry Creditors 

73,400 

28,000 

120,000 

Profit and Loss Ac- 




"A ” Co., Current 


8.000 

count 



13,000 

" B’* Co., Loan 

16,000 


Shares — 




"C" Co.. Current 

44,300 


"B” Co. . 

40,000 


2D,000 




“C” Co. . 

10,000 

8,000 



£352,000 

£135,000 

£158,000 


£352,000 

£135,000 

£.58,000 










Cdnsdiidated Balance Sheet of "A” Co., Ltd., and its Subsidiaries, 
AS at 31ST December, 19. . 


Shale Capital, aoo.oixi Shares of £1 each 
lully paid ..... 

Profit and Loss Account — 

"A” Co., Profit 

[Reserve?] . . 63,600 

" B '' Co , Profit . . 7,4go 

71.090 

Less C ' Co., Loss 3.5^4 


Minority Shareholders — 

Preference Shares, " C" 

Co. . lD,000 

Ordinary Shares, "C” 

Co. . 4,000 

Proportion of 
Loss . . . 2,2 z6 

1,774 


Sund^ Creditors [£73,400 
+ £2B,0oo + £I20,d0o] 


£ 

200,000 

Sundry Assets [£294,000 + £112. ooo 

+ £90,700] 

Goodwill ..... 

65.526 


11,774 


221,400 


£498,700 



£ 

496,700 

a,Doa 


£498,700 
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SCHBDULB OF PROFIT AND LoSS ACCOUNTS 



"A" Co. 

■‘B”Cd. 

"C’Co. . 

Balances prr Accounts ........ 

Add i X £9,362 

Lssm a X £ii,ia8 

Proportion of "C” Cd. ........ 

Pmportion of "B" Co. ........ 

Balances: “A" Co.'s Interdt therein 

Proportion attributable to “ A” Cjo. . . . . 

„ „ „ Minority SharetuMert 

£ 

63,600 

£ 

12,700 

3.338 

- 13,000 
+ 1,872 

9,362 

1,872 

- 11,128 

- J.JJS(a) 

- 6,564{b) 

£63,600 

£7,490 



- £2, 226(c) 


(«) A (fc) ol£ii,iaB ; (c) q-'o dI £11,128. 


The calculations are — 

Lr t z — balaace of “ B " Profit and Loss Account 
y — balance of “ C" Profit and Loss Accouni 

Then x — + 12,700 + j\y . (i) 

y- -13,000 -I- it 

Substituting y for s, 

y = - 13,000 + } (12,700 + V..>’) 

— - i3,cKKi + 2,540 4- 'ofiy 
’947 “ - 10,460 


Hence, x — + I2,70a4-,„y ... (1) 

— + 12,700-3,338 

- + £9,362 


Alternative Method. 



“A” Co. 

■■B" Co. 

“C" Co. 

Sundry Assets (including "Intcmar’ laians and Current 
Accounts, Gc^will, but excluding Par Value of Shares 

£ 

£ 

£ 

held) 

302.000 

12 Q,OOD 

135. DOO 

Less Liabilities .... 

68,400 

72,300 

138,000 

(As below) .... 
Or 

[Capitals and Undistributed Profits — 

£213, 6jo 

£56,700 

-£3.000 

Share Capitals ....... 

200,000 

50,000 

2D,dOD 

Profit and Loss Accounts ...... 

63,600 

I 2 , 7 oo 

- 13,000 

Less Shares In . . “B” £40,0110 

■*C” 10,000 

263,600 

50,000 

62,700 

" C ” 6,000 

7,000 
“B" 10,000 

(As above) .... 

£213,500 

£56,700 

-£3.000 ] 


The amount receivable by Co. from "B"' Co. is £11,872, 
arrived at as follows — 

As "B” Co. holds of the ordinary shares of '‘C" Co. the total equity of the former company is— ^ 
B — 56,700 + 

B- AC - 56,700 
lOB - 3C - 567,000 
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Ai "C" Co. holds of the ihafES of “B” Co. the total equity of the iormer company b— 

C ~ - 3,000 

- C - 3.000 [Alternatively by Bubstltutlon C — 56.700 + C _ ^ ^ 
10B-60C - 150,000 . £B,By3^ 

Combined, the italicized equations are — 
loD - 3C — 367,000 
loD - 30C — 150,000 


47C - 4*7, Doo 
Hence C — £8,872 

As the total equity of the ordinary shares of "C” Co. is 5^8,872, 
the latter company must be entitled to £11,872, as without such 
'appropriation the equity was a minus quantity of £3,000. 

The whole of the equities may now be computed, thus — 


1 

A” 


•‘B*’ 

1 1 

•• C" 

Equity (other than Shares) 
Amount receivable from — 
■‘B'’Co.(5). 

"C" Co. (S) . 

■ £ 

47,490 

4,436 

£ 

213,600 

51.926 

■X” Co.,'’„ 

£ 

56,700 

2,662 

“B’ 

’ Co. 1 

£ 

- 3,000 

11,37s 








Total [per (fl) and (6) below] 


£265,526 


39,362 



8.872 

Less payable to 



*X” Co. A 

11,872 

"b” 

' Co. 

2,662 

Less payable to 



"A” Co. 

47,490 

47,490 

“A" 

Co. 

6,210 

4.436 

Balance attributable to Minority 
Shareholders [see [c] below] . 






£1.774 


1 








Consolidated Balance Sheet of "A" Co., Ltd., and its Subsidiaries, 
AS AT 31ST December, 19.. 


£ 

Simdrv As'^ts ..... 

200,000 

Goodwill ...... 

65,526 


11.774 

221,400 


£498,700 





fully paid ... 
Profit and Loss Account — £ 

"A" Co. 

"B" Co.— 

Equity . . 47,490 

Less Shares . . 4o,[ioo 


(«) 

63,600 


Less " C" Co. Shares 
Less Equity . 


7.490 
71,090 

. 10,000 
■ 4.436 
5. 564] 


io,ooo 


Minority Sharcholdcie — 

Preference Shares, "C" 

Co. . 

Ordinary Shares, "C" 

Co. — 

Share Capital . 4,000 

Less Propoilion of 

Loss . 2,226 

(c)i,774| 

Sundry Criditors 


£ 

496,700 

2,000 


£498,700 


35 — (fi.zoBj) 
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The equity of the preference shareholders remains undisturbed, 
as there are sufficient assets to pay them in full. 

If the preference shareholders of “C” Co. are not preferential as 
to capital, their equity will be proportionately reduced. As the 
capital of "C” Co. is £30,000, the proportions of the equity are: 
“A ''Co., "B” Co., /,y; minority ordinary shareholders, 

and preference shareholders, ^ 

The calculations in this event are — 

A = 63,600 + 

B — 12,700 -j- jiC 
C =* - 13,000 4- 

The results are: C = - £io,8g6, B = + £10,521, minority share-^ 
holders of C = - £1,453, and preference shareholders of C = - £3,632. 


Schedule of Profit and Loss Accounts 



"A" Co. 

"B" Co. 

"C” Co. 

Balances per Accounts 

Add 1 X £10,521 . 

Less X ;^io,Bg6 . 

Proportion of “C" Co., } 
Proportion of '* B” Co., /g . 

Balances : "A” Co's interest therein 
Proportion attributable to 
Minority Shareholders — 
Preference: x ;fio,B96 

Ordinary: X ^10,896 

i 

63,600 

£ 

12,700 

-2,179 

£ 

- 13,000 

+ 2.104 

10,521 
- 2,104 

- 10,896 

-2,179 

3^63,600 

£8.417 

- 8 . 7<7 

-3,632 



-5.085 

-£3,632 

-£1.453 -£5,085 


The Consolidated Balance Sheet will be modified as follows — 



(i) Where Preference 
Shareholders have no 
Priority [as above] 

(2) Where Prefer- 
ence Shareholders 
have Priority [as on 
pages 1077 andio7g| 

Minority Shareholders — 

Preference Shares, "C” Co. 
Less Proportion of I..4:)ss . 

£ 

10 , ODD 

3,632 

£ 

6,368 

2.547 

£ 

£ 

Ordinary Shares 

Less Proportion of Loss . 

4,000 

1.453 





8,915 

11.774 

Piofit and Lo.ss Account — 

"A” Co: Profit [Reserve?] 
“B" Co. : Profit 


63,600 

B.417 

Less “C” Co. : T.n.s.s 


72,01 7 

3,632 

68,385 

£77,300 

65.526 

;^ 77 . 3 llo 


. - 



1 
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A much simpler but slightly less accurate way of deahng with 
this problem is for B not to take up its share of C's loss, thus 
'simplifying the allocation of B's profit. The debit balance of 
C is therefore dealt with as follows — 

B's profit of £12,700 is reduced by ^ attributable to C’s holding, 
l^ss of C is reduced thereby to £10,460. 
This is applicable as to ^ (£2,092) to minority shareholders and | 
(£8,368) against the combined profit of A and B. The consolidated 
Balance Sheet will now be as shown on page 1082, the above adjust- 
ments being in heavy type. 

^ Illustration. The following are the abridged Balance Sheets of 
H, Ltd., and its subsidiaries at 31st December, 19. .. 

All the profits and losses have arisen subsequent to the dates of 
purchase of all the shares which have been acquired. 


Balance Sheets as at 31ST December, 19. . 



H, Ltd. 

A, Ltd. 

B, Ltd. 


H, Ltd. 

A, Ltd. 

B, Ltd. 

ShoTB Capital 

Profit and Loss Ac- 
count 

£ 

5.000 

3.000 

£ 

3|5DO 

1.95" 

£ 

2,000 

Sundry Assets 
Shares in — 

A, Ltd. (2,000) at 
cost 

B, Ltd. (i,5do) at 

B, Ltd. (200) at 
cost 

H, Ltd. (500) at 
cost 

Profit and Loss Ac- 
count 

£ 

4,000 

2,200 

I, Boo 

£ 

4.150 

300 

£ 

1,000 

600 

400 

£H,ooo 

£4.450 

£2,000 

£fl,D€)0 

£4,450 

£a,Doo 


Prepare Consolidated Balance Sheet of the holding company 
(H, Ltd.) and its subsidiaries. 


Consolidated Balance Sheet of H, Ltd , and its Subsidiaries, 
AS AT 3 1ST December, 19. . 


Share Capital . 

Less Share Capit^ held 
by B, Ltd. 

£ 

£ 

5,000 

500 

£ 

4,500 

4.150 

Sundry Assets 

Goodwill 

£ 

£ 

£ 

9 ,* 5 o 

700 

rri>fit and Loss Account . 

Less Proportion due to 
, B, Ltd. . 


4,611 

461 





Minority Shareholders — 

A, Ltd. : 

Share Capital 
[J X A.500I . 

Profit and Loss Aciujunt 

It X £1.956] . 

500 

391 

B91 

309 





B, Ltd.: 

Share Capital 
„ Un X £2,000] 

1 roftl and Loss Arcouut 
[qo X £61] 

30U 

9 








1,200 















£9.859 




£9.850 
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Schedule op Profit and Loss Accounts 



H, Ltd. 

A. Ltd 

B.Ltd. 

Balances per Accounts ..... 

£ £ 

£ 

1 £ £ 

3,000 

1.950 

-m 

Add ^ X ^1,956— A’a Profit .... 

1.565 

„ I X j£6i — B’s Profit .... 

46 

i,6ii 



X X 

6 

+ 461 


LesM due to B f j\,] 

4,611 

461 

1,956 

61 

„ due to H UJ 

„ due to A [iV] 

due to H [H 

1.565 

6 

46 

— 3 * 



^ H, Ltd.'s Interest therein [as on page loHi] 



£4.150 


Proportion attributable to Minority Share- 


£591 

£9 

holders [as on page loHi] 



The calculations are — 



H — 3,ooo -f f,A -H JB 

A — 1,950 + V..P 

B - - 400 -1- 

H — 3.DO0 -H 1 (1.950 + /,D) -f- |B 

- 3,000 + 1.560 -1- ^ -1- - 4,560 -J- 

5° 4 lOo 

H - 4,560 -J- 83B 

H = 4,000 + JOB . . . 

; ; Hi 

(i) and (a) 

biit 

■ u 

Combining the italicized items — 

9'17B — 560 

B = £611 


and 

A — 1,950 + 1^1 (61) . 

“ £1.956 [to nearest £] 

. ( 2 ) 

and 

B — - 400 - 1 - j',,H ..... 

6i-i « - 400 + I'l.H 

H — > 4,000 -i 611 

— £4,611 [to nearest £] 

. (3) 


There is no necessity to calculate all the profits as, having obtained 
one result, one may connect up the remainder. 


Alternative Method. 



H, Ltd. 

A, Ltd. 

B.Ltd. 


£ £ 

£ 

£ £ 

Sundry Assets 

4,000 

4 , 15 ° 

1,000 

Goodwill 

500 

lOO 

100 

Equity; 1 )4 £4.456 

3,565 



1 X £z,o6i 

1,546 




5.111 



A X £a,o6i 


206 


j'ci X £9.611 



961 


9,611 

4,456 

2,d6i 

Less Proportion due to B, Ltd., : 




[Share Capital £500 plus Profit £461] 

961 



,, Proportion due to H, Ltd., : 




[Share Capital £2,000 plus Profit £1,565] 


3.565 


Proportion due to H, Ltd., | : 




[Share Capital £1,500, plus Profit £46] . 



1.346 

., Proportion due to A, Ltd., ^ : 




[Share Capital £200, plus Profit £6] 



206 




1,73a 

H, Ltd.'s Interest therein [as on page loBil : 




[Share Capital £4.500, plus Profit £4,150]. 

£B, 65 d 



'Proportion attributable to Minority Share- 


£flgi 

£309 

holders [as on page loBi] 


. 



‘ See page 1065 for calculations. 
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The calculations are — 

H — 4 p 5 oo + + f B 

A - 4,250 + 

B — I, IDO H- ah 


1085 


The results vdll be [to nearest £\ — 

H — £9,611 

A - £4,456 

B — £a,o6i 


Illustration. Where there are cross " holdings as to both ordinary 
and preference shares. 

From the Balance Sheets on page 1084, prepare Consolidated 
Balance Sheet of H, Ltd., and its subsidiaries on 31st December, 
19... The preference shares are preferential as to capital in a 
winding-up. All profits and losses have arisen subsequent to the 
-jiurchases of the "cross” holdings. The shares are shown in the 
Balance Sheets at cost The preference dividends may be ignored. 


Consolidated Balance Sheet of II, Ltd., and its Sub.sidiaries, 
AS AT 3 1ST December, 19.. 


Share Capital 

Less Shares held by A, Ltd. , 

£ 

20,000 

2,000 

£ 

lB,D0n 

200 

1 

Sundry Assets . 

Goodwill 

J^ss Capital Reserve 

£ 

4,000 

1,700 

£ 

63,900 

Debenture Reserve 

Profit and Loss Ac.coimt — 

H, Ltd., Profit . 

A, Ltd., Profit . 

C, Ltd., Profit . 


2,300 

4,956 

3,044 

2,100 



Less B, Ltd., Loss 

lO.ino 

700 

9,400 

BpOoo 




Debentures .... 
Minority Sharrhold^rs - 
Preference Shares : 

A, Ltd 

C, Ltd 

Ordinary Shares : 

B, Ltd. . £x,noo 

Less proportion of 

Loss . . 100 

5,000 

3,000 




Ordinary Shares : 

C, Ltd. . . £i,0oo 

Add proportion of 

Profit jQa 

900 





— 

1,70a 

io,6dd 

20,000 




Cl editors . . . , 







£ 56,200 



£66,200 


Goodwill 



H.Ltd. 

A, Ltd. 

B, Ltd. 

C, Ltd. 

Total 

Cost of Shares .... 

Nominal Value of Shares . 

£ 

1,700 

2,000 

£ 

6.000 

5.000 

£ 

5i6oo 

7,000 

£ 

6.000 

3.000 

£ 

19,300 

17,000 

-£300 

- 1 - £i,oon 

-£i,4do 

+ £3. “00 

+ £a, 3 oo 
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Allocation of Profits 


1 

H, Ltd. 

A, Ltd. 

B, Ltd. 

C. Ltd. 

Balmnces per bccdud Lb . 

Leis i ol £1,000 to C 

Add ^ of£ia ,444 

L«u jib ol £xd, 444^ 

£ 

6,000 

£ 

2,000 

1,044 

£ 

- I, OCX) 

- 200 

£ 

3 ,ofXj 
- 200 

i,D44 

- Boo 

2,BoO 

Balaaces, H, Ltd.'s Interest therein 

£4.956 

£3.044 

* - 700 

a, IDO 

Proportion attributable to Minority Shar«holdBrs 



■ - £ickj 

£7i>o 







If the shares were mutually purchased after the profits and losses 
of the subsidiaries shown above, i.e. the purchase prices included 
such profits and losses, the present net assets purchased would be 
precisely as they stand in the above Consolidated Balance Sheet. 
Consequently the net assets when acquired would be less by £3,400, 
i.e. profit £9,400 less the Profit and Loss Account (credit balance) 
of H, Ltd., £6,000. Therefore, the cost of control £2,300 becomes 
capital reserve £1,100 calculated as follows — 


A, Ltd., Profits ..... 

C, Ltd., Profits ..... 


2.000 

3.000 

Less B. Ltd., Loss .... 


5,000 
I, ODD 

Net Profits ...... 


4,000 

Less proportion attributable to Minority 
Shareholders — 

C, Ltd., Profit .... 

Less B, Ltd., Loss 

1 

700 

. loo 

6oo 

Increase of Net A.ssets acquired .... 

As against Goodwill on basis of purchase of Assets 
before above results ...... 

3.400 

2,300 


Capital Reserve . . ^ 1,1 do 

[See pa^e 1087 for Consolidated Balance Sheet] 


^ A of ;£(6,ddo + 2,100 -1- 3,044 - 700) = ^ of ;fio,444. 

The calculations are — 

H " 6,000 + A + I’oB + -fC A " 2,000 + B =■ — x.ooo C — 3,000 + JB. 

H — £id ,444 a — £3,044 B — — £i,ooa C — £2,600. 

■ i*ti — £1,000. 


T £2,800. 
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Consolidated Balance Sheet of II, Ltd., and its Subsidiaries, 
AS AT 31ST December. 19. . 



£ 


£ 

Share Capital 

18,000 

Sundry Assets . 

63.Q00 

Debenture Reserve 

ZOO 



Capital Reserve [seep. loBbJ 

1,100 



Profit and Loss Account 

6,000 



Debentures 

8,000 



Minority Shareholders — 




Preference Share- £ 




holders: A, Ltd. . 5.000 




C, Ltd. . 3,000 




Ordinary Share- 




holders: B, Ltd. . 900 




C, Ltd. ^1,700 




— 

10,600 



Creditors .... 

2 0,000 




^63,900 


£63,900 


Part-sale of Holding in Subsidiary. When H disposes of pait of 
its holding in S and the holding/subsidiary company relationship 
continues, the usual principles will be followed, but y^onsi deration 
must be given to the particular circumstances of each individual case. 

Illustration. From the following abridged Balance Sheets and 
information, prepare draft Consolidated Balance Sheet. Ignore Tax. 


Balance Sheets as at 31ST December, 19.. 



H 

5 


H 

5 

Share Capital — 

£i fully paid 
Reserve 

Profit and Loss — 
At ist Jan.,i[) 
Profit for Year . 

£^,odu 

Bod 

1 

20,000 

2,000 

£i,odd 

Boo 

£ 

5,000 

500 

Sundry Assets 

Shares m S at cost — 

3,000 at 40s. . 

£ 

23,000 

6,000 

£ 

9,050 

Dividend from S . 

200 

4,000 

i,Bod 





Less Dividend 


2')0 

1,550 




Creditors 


3 , ODD 


2,000 






£29,000 


£9,050 


£29,000 











H had acquired 4,000 shares in S at £2 per share on the ist 
January, ig. and sold 1,000 of them at the same price on the ist 
October, ig. On the ist July, ig. an interim dividend of 5 per 
cent was paid by S. 

' The chief point of importance is that the minority interest in the equity 
of C, Ltd., is 1,000 ordinary shares [i.e. J] but as the company owns one-fifth 
of the equity of B, Ltd., there is a decrease in the value of the minority interest 
to the extent of J of J of the /i.ooo loss, viz. ;^5o. Hence the total equity of 
the minority ordinary shareholders of C, Ltd., is as follows — £ 
i X j^(4,ooo -I- 3,000) ..... 1.750 

Less i X J X ;fi,ooo ^ 

^1.700 
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Consolidated Balance Sheet 





Adjust- 




Adjust- 



H 

5 

ments 

Total 


H 

5 ments 

Total 


1 

£ 

£ 

£ 


£ 

£ £ 

£ 

Share Capital 

20,000 

5,000 

- 5,000 

20,000 

Sundry Assets . 

23,000 

9,050 

32.050 

Reserve . 

P. & L. Balance 
Profit, etc., for 

2,000 

3,000 

500 

1,000 

- 500 

- I,DOO 

2,000 

3,000 

Shares in S 

6,000 

-3,900! 
- 2,lDo/ 

Year 

Creditors . 
MLnonty Interest 

1,000 

3,000 

55 a 

2,000 

- 220 

+ 2,B20 

1,330 

5 ,DOD 

2,B20 

Goodwill 


4- 2,100 

2, 1 DO 

[See note (a)] 

£29,000 

£ 9,050 
1= 

^.goD 

£34.150 


£29,000 

£0,050 -£3.900 

£ 34 . 1 '^o 


It is assumed (from the treatment of the dividend in the books of 
H) that the interim dividend was paid out of profits for the year to 
31st December, 19. .. 

The only effect of the holding of the i,dod additional shares for 
a part of the year is that H receives a greater proportion of the 


interim dividend than it would otherwise have done. When H 
bought the 4,000 shares for £8, 000, the position was — 

i L 

Cost of Shares ......... B,ood 

Share Capital of 5 . . . 5.dod 

Reserve ...... 500 

Profit and Loss Account . . . i,dod 

;f6,50D Bd% acquired = 5,200 

Goodwill (or Cost of Control) . . . . .2,800 

As ^ of the holding has been sold and the shares comprising it 
cany with them their share of the Goodwill, the deduction 
to be made is . . 700 

Per Consolidated Balance Sheet above ..... ;f2,ioo 


'Note (a). Minority Interest is f X ;f(5,DDD + 500 + i,odd + 550) ;f2,B2D 

Unless it is indicated that special circumstances apply, the 
procedure to be followed is to assume that the sale is accompanied 
by the same circiunstances as if H had no controlling interest. 
A sale, therefore, on 1st October would be cum div. and consequently 
there would be no apportionment of the profits of S to date of sale, 
with the result that H would get no benefit from the holding of 
the 1,000 shares beyond the interim dividend paid before the date 
of sale. 

If the dividend was paid out of the opening balance of Profit and 
Loss Account, £200 would be deducted from the cost of the shares 
and deleted from H's Profit and Loss Account with consequent re- 
duction in Goodwill and re-allocation of the profit for the year. 

It might well be that the whole of the shares were sold to one. 
buyer, in which case H (particularly as it controls S) might stipulate 
for some other arrangement regarding retention of a portion of the 
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profits for the year to 31st December, 19 . . , attachable to the holding 
of the 1,000 shares, e.g. H to have four-fifths of the profits to the 
date of sale and three-fifths thereafter. 

If the thousand shares had been sold at 35s. each, involving a 
loss of 5s. a share, the loss of ;f250 might be added to Cost of Control 
(but not Goodwill), as the book value of the holding would be £6,250. 
On the other hand, H might make the necessary adjustments in its 
books. If the latter decided to write down its holding by £250, the 
Consolidated Balance Sheet would be as before, as far as Goodwill 
or Cost of Control is concerned. From the accounting point of view 
the prudent course would be for H to make a provision for Subsi- 
diary Company Investment Loss, leaving the investment in its 
books at £6,250 and showing in the Consolidated Balance Sheet, 
Goodwill or Cost of Control £2,350 (£2,100 as before plus £250) less 
Provision £250. 

Illustration. From the following skeleton balance sheets and 
information, prepare Consolidated Balance Sheet. 

Balance Sheets as at 31ST December, ig.. 



H 

S 


1 

H 

S 


£ 

£ 


£ 

£ 

Share Capital . 

5,000 

1,000 

Sundry Assets . 


i, 6 od 

Investment Reserve . 

150 


Shares in S — 



Profit and Loss : 


6 od at Cost . 

goo 


At 1st Jan., 19 . . . 

300 

360 




Profit for Year 

100 

240 





is, 550 

;^I, 6 od 


^5.550 

^i, 6 dd 


1 I 



1 



H bought 600 shares in S at 30s. per share when the Profit and 
Loss Account of the latter stood at £220, and sold 200 of them on 
30th June, ig. ., at 45s. per share, crediting the 15s. per share profit 
on sale to an Investment Reserve. 


Consolidated Balance Sheet 



H 

S 

Adjust- 

ments 

Total 


H 

S 

Adjust- 

ments 

Total 

Sh.irB Capital I f.p. 
liiv. Reserve 

Pioht and Loss — . 
Balance . 

Profit for Year . 
Minority Interest . 

£ 

5,DDO 

150 

300 

IDO 

£ 

l,DDO 

360 

240 

£ 

- 1,000 

- 376* 

- gfi* 

+ 640' 

£ 

5,000 

150 

sBA 

244/ 

640 

Sundry Assets . 
Shares in 5 

£ 

4.650 

900 

£ 

i,6do 

£ 

-732‘ 

£ 

6,230 

i6B* 

£ 5.550 

£1,600 

- £732 


£5,550 

£i,6do 

-£73* 

£5,4 iB 








" 


^ M T. J X ;^36o = /144; H f X ^220 = ;fi32 against cost of aharcs, 
® M.T. } X ^^240 = £g6. 

* Share Capital ;^4 dd ';£t 44 -h *£9^’ 

* Share Capital £600 + '£132. 

^ Goodwill. 
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Alternatively, the position may be shown in detail as follows, 
allowing the present Consolidated Balance Sheet to be linked up 
with the previous one — 

CONSOUDATED BALANCE SHEET 


c 

£ 

£ 


£ 

£ 

£ 

Share Capital 


5,000 

Sundry Assets — 




Camtal Reserve — 



H 


4,650 


Pre-acquisition Profit . 

220 


S 


1,600 


Less Minority Interest f 

44 





6,250 




Goodwill at cost — 




Deducted contra .... 

{176 


Cost of Boo Shares 


1,200 





Less Share Capital 

Boo 



Investment Reserve (see 4 below) 


130 

„ Capital Reserve. 

176 



Profit and Loss Account — 




— 

976 


H Balance, 1st Jan., 19. . 

300 






Profit for Year .... 

100 




224 





Deduct applicable to 200 





400 


Shares soli — ■ 







Sale Price . 

45 D 



5 Balance, ist Jan., 19. . 360 



Less Investment Re- 




Less to Capital Reserve . 220 



serve 

150 



140 




300 



Profit to 3Dth June, 19. . 120 



Less Share Coital £200 




— 



i Original Capital 




260 



Reserve to Minor- 




Less Minority Interest — 



ity Interest 




Original t . £52 



contra . . 44 




New (re Sale) f . 52 



— 

244 



—1 04 




— 

56 


— 

156 





iGB 

Profit to 31st Dec., 19. . . 120 







L«rs Minority Interest f 4B 







— 

72 






Minority Interest — 


62B 





Share Capital .... 

400 






Capital Reserve f . 

44 






Do. Sale from Goodwill contra 

44 






Profit and Loss Account 

152 








640 







£6.4 iB 




£6,4»* 


Notes, (i) Assumed that the profit of S was earned evenly during the year. 

(2) The Goodwill figures are taken to be in respect of ordinary Goodwill, 
for which there is no account in the books of S — that is to say, that no account 
is taken of any amount paid by H on the original purchase for an 8o per cent 
control, nor of any amount received by H on the subsequent sale for relin- 
quishing its 75 per cent majority. 

(3) Apart from the considerations in (2), Goodwill is shown at cost (in 
respect of doo shares) less ^ (in respect of zoo shares sold). It is apparent 
from the price of the sale on 30th June that the value of Goodwill has con- , 
siderably increased. Goodwill might therefore be written up to its new valua- 
tion, in order to show the correct figure, with consequent adjustments on the 
liabilities side to the interest of H and the minority shareholders. It is, 
however, the usual practice to show Goodwill at cost and not to revalue it. 

(4) The Investment Reserve of £150 is made up of £^2 in respect of profits 
of S applicable to 200 shares sold, from the date of purchase to date of sale 
(this figure is shown in the Consolidated Balance Sheet as being transferred 
out of Profit and Loss Account to Minority Interest), and received in 
respect of additional Goodwill. If Goodwill were revalued as indicated in (3) 
above, this would be dealt with in the revaluation. If no revaluation is 
made, it is considered better not to deduct it from the Goodwill figure in the^ 
Consolidated Balance Sheet, since, if that were done, a secret reserve would 
be created. 
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Journal Entries. The tendency in professional examinations is 
^ towards intricate and detailed problems in Holding Company 
accounts and, therefore, a candidate must be able to avoid confusion 
in preparing the Consolidated Balance Sheet. For this reason, the 
method of adjustment by means of additions, subtractions and con- 
tras is not recommended except in the simpler problems. The most 
satisfactory method is that using columns for the balance sheet 
figures of each of the constituent companies with a column for the 
preliminary aggregation of those figures, followed, on each side of 
the balance sheet, by three columns for [a) debit adjustments, (6) 
, credit adjustments and (c) final aggregation respectively. In very 
complicated cases it will often be necessary to write up the adjust- 
ment columns from a set of journal entries. Since the aggregation 
columns are merely a matter of copy-work or of addition and sub- 
traction, it is contended that the presentation of the correct journal 
entries will earn a very large proportion of the marks allotted to the 
question, and in fact the formal copy-work, etc., will take time out 
of all proportion to the number of marks it can possibly earn. 

Illustration. From the Balance Sheets and information given 
below, prepare Consolidated Balance Sheet, showing journal entries 
for the adjustments. 


Balance Sheets as at 31ST December, 19.. 



Great, 

Ltd. 

Medium, 

Ltd. 

Small, 

Ltd. 


i 

£ 

£ 

Share Capital: £1 fully paid 

100,000 

50,000 

20,000 

Rcsei've ....... 

20,000 

6,000 


Profit and Loss ...... 

10,000 

10,000 


Debentures. ...... 

40,000 



Creditors ....... 

4,000 

8,000 

5,000 

Bills Payable ...... 



I, ODD 

Loan from Medium ..... 



2,000 

Loan from Small ..... 




Provision re Subsidiaries .... 

1,500 




1 ^ 77.000 

;^74,OOD 

£28,000 

Sundry Fixed Assets ..... 

97 » 3 D 0 

30,400 

9,200 

Goodwill ....... 


15,000 


Shares at cost — 




Medium, 40,000 ..... 

46,000 



Small, 20,000 ...... 

17,000 



Debentures at cost: Great, j^io,ooo 


9.500 


Stock ........ 

9,000 

9,000 

11,000 

Debtors and Cash ..... 

7,000 

7,000 

2,300 

Bills Receivable ...... 

700 



Loan to Great ...... 



I, 50 D 

Loan to Small 


2,000 


Development Expenditure .... 


I,IOD 


Profit and Loss ...... 



4,000 


£177,000 

£74,000 

£28,000 
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(1) The shares in Medium were acquired some years previously 
when the Reserve and Profit and Loss Account of that company 
stood at ;t6,ooo and £5,500 respectively. 

(2) The shares in Small were acquired at the date of the above 
Balance Sheets, the price being adjusted so as to take into account 
the fact that the fixed assets of that company were worth £2,500 
more than book value. 

(3) The Bills Payable in the Balance Sheet of Small had all been 
issued to Great, and there was a note in the latter's Balance Sheet 
of a contingent liability of £300 in respect of bills discounted. 

(4) The provision re. subsidiaries in the Balance Sheet of Great, 
arose in respect of — 

{a) £1,100 for unrealized profit on goods costing Great £3,900 
which had been sold to Small for £5,000 at which figure they were 
included in the latter’s Balance Sheet, none having been sold. 

(6) £400 in respect of Development Expenditure of Medium to 
be written off. 

(5) The debentures of Gicat appearing in the Balance Sheet of 
Medium had been purchased in the open market. 


J OURNAL 


Share Capital of Medium . . . Dr. 

To Shares in Medium 
,, Minority Interest 

AUocabon of share capital of Medium betv\Dcn 
Great and outside shaieholders. 


Goodwill . . Dr 

To Shares in Medium 

Excess of cost of shares over nonunal value 


Share Capital of Small . . Dr. 

To Shares m vSmall .... 

,, Capital Keserve . 

Excess of nominal value of shares of Small (all 
held by Gieat) over cost. 


Reseive of Medium . . . Dr. 

Piofit and Lcjs5 of Medium . Dr 

To Capital Keseive . 

,, Mmoiity Interest. 

AlloLation of pre-acquisition leservc and profit 
and loss balance between Gi eat and outside 
shareholders in ratio of 4 . i. 


Debentures of Great . . . Dr 

lo Debeiituris m Great 
,, Capital Keserve 
„ ^Minority Interest 

I' hnunution nf inter-company holding and alloi a- 
ti[)n of "profit" between Great and outside 
shareholders 


50,000 


0,ooo 


2D,D0D 


6,000 

5-500 


10,000 


£ 


40.000 

10.000 ^ 


6,000 


17,000 

3,000 


q,20D 

2,300 


9-500 

400 

100 
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Bills Payable (Small) 

To Bills Receivable (Great) 
Elimination of inter-company holding. 

. Dr. 

£ 

700 

Loan from Medium 

Loan from Small .... 

To Loan to Small 
,, Loan to Great 

Elimination of inter-company loans. 

. Dr. 

. Dr. 

2,000 

1,500 

Provision vc Subsidiaries .... Dr. 

Minority Interest ..... Dr. 

To Stock. ...... 

Development Expenditure . 

Elimination of unrealized profit from Stock and 
writing off of Development expenditure. {Note. 
Since Great provided ;^4oo, it is assumed that 
^500 is to be written o4 outside shareholders 
bearing their one-fifth proportion.) 

I,5DD 

IDO 

Sundry Fixed Assets .... Dr. 

To Capital Reserve ..... 
Unrecorded undervaluation of assets of Small 
taken into account in fixing price of shares. 

2,500 

Goodwill ...... 

To Profit and Loss Account of Small 
Debit balance at date of acquisition. 

. Dr. 

4,000 

Profit and Loss Account of Medium . Dr. 

To Minority Inteiest. .... 

One-fifth share of post-acquisition profits (/lo.oou 
-;^ 5 . 5 oo). 

900 

Capital Reserve ..... Dr. 

To GoodAvill ...... 

Elimination of items added to Goodwill in above 
entries against Capital Reserve. 

10 Odd 


£ 

yoo 


2,000 

^,500 


1,100 

500 


2,500 


i^.OOO 


QUO 


Nu/e. The balance of Capital Reserve, which is ^^,100, might also be used 
o write down the Goodwill figure of Medium to £g,goo. 


Summary of Goodwill and Capital Reserve from above entries. 

Goodwill 

L £ 


Per Balance vSlieet of Medium 

15,000 

Add re Medium (excess over par of cost) 

. 6,000 

,, Small (jire-acquisition loss) 

. 4,000 


TD,DOO 


25,000 

Less Transfer from Capital Rescive 

.1 0,000 

Per Consolidated Balance Sheet. 

5,000 



Subsidiaries as at 31ST December, 19 
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Capital Reserve 

l £ 


Re Medium (pre-acquisition profits) 

. 9,200 

,, Small (excess of par over co.st) . 

. 3, ODD 

,, Debentures of Great 

40D 

„ Sundry Fixed Assets of Small . 

■ 2,500 


Less Transfer to Goodwill . 


Per Consolidated Balance Sheet /s.ioo 


CONSOLIDATED PROFIT AND LOSS ADJUSTMENTS 

After ag^egating the various debits and credits of the con- 
stituent companies* Profit and Loss and Appropriation Accounts 
under their appropriate headings, adjustments will be required, of 
which the following are the most important — 

(1) The transfer of profit or loss of subsidiaries attributable to 
the Holding Company’s shares applicable to the period prior to 
acquisition of such shares, the transfer being to the credit of the 
cost of the shares for profit or to the debit thereof for loss, the net 
effect of which is to decrease Goodwill or increase Capital Reserve 
in the case of profit, or conversely for loss. 

(2) The transfer to the credit of Minority Shareholders in respect 
of the proportion of the subsidiaries* profits attributable to them ; 
or to the debit in case of loss. As already indicated in this chapter, 
the Minority Shareholders cannot legally become liable to the 
Holding Company for such share of loss, not even if such share of 
loss exceeds their paid-up capital, owing to the principle of limited 
liability, so that the most favoured opinion is that such sum should 
be featured as a contingent asset (analagous to Short Workings in 
Royalty Accounts) or deducted from the Reserves or Share Capital 
of the Holding Company, being, of course, clearly described in the 
Consohdated Balance Sheet. 

(3) The elimination of internal items, e.g. dividends and interest 
arising within the Group. If the Holding Company has already 
passed through its books its proportion of the proposed dividends 
from subsidiaries, there will be a cancellation of both sides of the Con- 
solidated Profit and Loss Account, and similarly in the Consolidated 
Balance Sheet for such proposed dividends receivable and payable. 
The remaining parts of the proposed dividends will be transferred 
to the credit of Minority Shareholders. 

If such proposed dividends have not been dealt with in the books 
of the Holding Company, a cancellation will be made by reducing 
the dividends debit in the Consolidated Profit and Loss Account 
•ind the Proposed Dividends item on the liabilities side of the Con- 
solidated Balance Sheet. [Alternatively, the unentered Dividends 
Receivable may be introduced as an asset and as a profit (as if the 



ACCOUNTANCY 


I096 

Holding Company had actually entered them in its books and 
then cancelled them)]. 

(4) The adjustment of Income Tax in respect of Dividends and 
Interest will have to be made where required. As regards Dividends, 
these will be "net," i.e. after deduction of Income Tax in the books 
of the paying Subsidiaries and (probably) gross in the books of the 
Holding Company (after having debited the Income Tax thereon 
to Income Tax and crediting the "net" dividend to bring it up to 
gross), so that an adjusting entry is required to reverse the above 
transfer, so as to restore the gross dividends received to "net." 
Hence there will be a debit to Dividends Received and a credit to i 
Income Tax in the Consolidated Profit and Loss Account, but none 
will be required in the Consolidated Balance Sheet, as both the 
Dividends Receivable and Proposed will be shown there " net" (or if 
it relates to dividends already paid by the subsidiaries, the item, as 
such, will not appear in the Consohdated Balance Sheet). Where the 
Holding Company has not entered in its books the proposed dividends, 
no adjustment is required in respect of Income Tax therefor, unless 
the proposed Dividend has been entered and cancelled as in (3). 

As regards interest, e.g. Debenture Interest, both the receiving 
and the paying companies will have entered the item in their 
respective books on a gross basis (after transferring the relevant 
Income Tax thereon to Income Tax), so that there will be an 
elimination of both the gross interest debited and the gross interest 
credited, no adjustment being required for Income Tax because the 
same amount of Income Tax has been debited (by the receiving 
company) and credited (by the pa)dng company). 

If the interest has not been paid, the debtor company will have 
already charged the accrual gross to its Profit and Loss Account 
and credited a liability for the "net" sum payable, and credited 
Income Tax with the Income Tax thereon. If the receiving com- 
pany has brought such interest into its books, there will be an 
eliminating transfer of both "net" payable and receivable sums in 
the Consolidated Balance Sheet, but no adjustment for Income 
Tax, assuming that the receiving company had dealt correctly with 
the sum receivable by debiting the "net" interest as an asset and 
debiting Income Tax with the Income Tax thereon and crediting ^ 
Profit and Loss with the gross amount. 

If the receiving company has not brought such interest into its 
books, it can be brought in and taken out (as mentioned in connec- 
tion with dividends) "net," or the "net" liability in the Con- 
solidated Balance Sheet can be debited and the interest charged 
in the Consolidated Profit and Loss Account credited, the Income 
Tax thereon being debited to Income Tax and interest account 
credited. In other words, there will be a credit to interest charged 
of the gross sum, and (i) a debit to Income Tax (both in the Con- 
solidated Profit and Loss Account) and (ii) a debit to the liability 
for the "net" interest payable in the Consolidated Balance Sheet. 



HOLDING COMPANIES 


1097 

(5) Wliere the Holding Company has taken up the whole of its 
proportion of the profits of the subsidiaries, this will require 
elimination, as the total Group profit is already in the Consolidated 
Profit and Loss Account. 

(6) Transfers of goods within the group will require eliminating 
from the sales and purchases side of the Consolidated Profit and 
Loss Account (although the sales and purchases items will not 
app)ear in the published accounts). 

(7) Any profit on sales made by one member of the group to the 
other is not true profit, except where realized, so that the profit on 
the unsold goods will require eliminating. This is required whether 
it is the Holding Company that sells to a subsidiary or vice versa, 
the ehinination being the cost price of the goods remaining unsold 
(from the asset in the Consolidated Balance Sheet and from the 
Trading Profit in the Consolidated Profit and Loss Account), the 
difference being the profit on sale representing the proportion 
attributable to the Minority Shareholders, the profit remaining to 
the Holding Company where the sale is by it to a subsidiary, but 
the profit remaining in respect of a sale from the subsidiary to the 
Holding Company enures to the benefit of the Minority Shareholders. 
Many accountants consider that even where there is a Minority 
Interest the whole of the cost should be eliminated as the “paper"' 
profit is wholly artificial. Goods bought by a member and resold 
to another member (both at a profit) and remaining unsold should 
not carry any profit at all. 

(8) A\^ere a fixed asset is sold at a profit or loss by a member of 
a group to another member, the position is similar to that in (7). 
It is generally agreed that the adjustments required are such as to 
restore the position in the accounts as if the sale had not been made, 
and this will involve, not only the cancellation of the profit or loss 
on the transfer, but the amendment of the depreciation charge if 
it has been based on the transfer value. 

(q) Where there are foreign subsidiaries, adjustments may be 
required to deal with any special factors in foreign taxes, particu- 
larly where a special tax is levied on distributed dividends, including 
tax on distributions to non-resident holders. 

(10) Where a subsidiary is acquired at a lime when there are 
arrears of cumulative preference dividends, such arrears may be 
dealt with — 

(а) By way of “note" only, no accounting entries being made 
in the Consolidated Accounts, but when such arrears are paid 
they must be treated, as far as possible, as arising out of pre- 
acquisition reserves of the subsidiary and, if the latter are not 
sufficient, from the post-acquisition profit of the subsidiary; or 

(б) By accounting entries in the Consolidated Accounts to 
bring the arrears, less income tax, into liability to Minority 
Shareholders and as an addition to Goodwill or deduction from 
Capital Reserve. When the arrears are paid, they will be dealt 
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with as in (a), that is, out of pre-acquisition reserves of the sub- 
sidiary, as far as possible and, if not sufficient, from the post- 
acquisition profit of the subsidiary and applied to reduce the 
goodwill item or decrease the Capital Reserve item. 

Where some of the Preference shares of the subsidiary have been 
acquired by the Holding Company, the same rule will apply to the 
remainder not acquired. 

(ii) Where a Holding Company writes off the whole or part of 
the cost of the shares acquired in a subsidiary, the write-off should 
be cancelled (thus increasing the profit and hkewise increasing good- 
will (or decreasing Capital Reserve) ; or it may remain undisturbed, ^ 
but the amount of profit so applied must be disclosed in the Con- 
solidated Accounts. 

Illustration. H holds 6,ooo shares and £3,200 Debentures of S, 
the dates of acquisition being ist March, 1953, and ist January, 
1953, respectively. All the shares are of los. each, fuUy paid. The 
cost price of the shares was 14s. per share and the Debentures par. 

The accounts relate to the first year of the company. There was 
an interim dividend declared by S of 10 per cent, followed by a 
final proposed dividend of 16 per cent, H proposing a dividend of 
15 per cent (free of tax). 

The abridged final accounts of H and S were as follows — 


Balance Sheet as at 31ST December, 1953 



H 

S 


H 

S 

Share Capital 

Profit and Loss Aciouiit . 
Debentures (5%) . 

Income Tax Provision 
Debenture Interest accrued 
Proposed Dividend . 

C 

10,000 

4,000 

1,200 

1,500 

1 

5i00o 

2,236 

4,000 

500 

55 

440 

Sundry Assets 

Shares in S at cost . 

Debentures of S at cost . 
Dividend Receivable (from S) . 
Debenture Interest Receivable . 

£ 

8,992 

4,200 

3,200 

264 

44 

£ 

12,231 



6,700 

£12,231 


1 




Profit and Loss Account 

Dr. FDR THE Year ended 3 ist December, 1953 Cr. 



H 

S 


H 

5 

To Directors’ Remuneration 
,, Debenture Interest 
,, Net Profit c/d 

To Income Tax .... 
,, Dividend paid, net 
„ Proposed Dividend, net . 

,, Dalance to Balance Sheet 

£ 

2,000 

7.123 

£ 

500 

200 

3,361 

By Trading Profit 
,, Debenture Interest 
„ Dividends .... 

By Net Profit b/d 

£ 

6,163 

160 

780 

£ 

4,061 

£9,123 

£4, p 6 i 

£9,123 


1,623 

i.5t>o 

4,000 

410 

275 

44 D 
2,236 

7,123 

3,361 

£7,123 

£3,361 

£7,123 

£3.361 






Prepare Consolidated Balance Sheet and Consolidated Profit and 
Loss Account, Ignore Profits Tax. 




IIDO 


ACCOUNTANCY 


Illustration, The following are 
and S — 

Balance Sheet as at 



H 

s 

Share Capital — £i f.p. 

£ 

10,000 

£ 

5,000 

Revenue Reserve 

5,000 

3 . 5 no 

Profit and T.a>ss Account . 

5,000 

4,000 

Creditors . . . . 

7,000 

3.500 

Debeutures 

20,000 

J.OOO 

Proposed Dividend . 

1,000 

1,000 


£48,000 

£1 8,000 


the abridged final accounts of H 


3IST December, 1952 



H 

s 

Sundry Assets 

£ 

36,700 

£ 

7,ioo 

Stock ..... 

4,000 

4,500 

Shares in S at cost . 

6,300 


H Debentures at cost 

6,400 

Discount nn Debentures . 

1,000 



£48,000 

■ 1 

£iB,ddo. 


Profit and Loss Account 

Dr. FDR THE Year ended 31ST December, 1952 Cr, 



1 ^ 

S 

! 

H 

5 

To Directors' Reiimiieratiun 
„ Depreciation. 

,, Debenture Interest 
,, Net Profit c/d 

£ 

3,000 

1,000 

Boo 

4,000 

£ 

2,000 

1,5001 

40 

6,000 

By Trading Profit 
„ Debenture Interest 
,, Dividend received . 

£ 

B,ood 

Boo 

£ 

9,2bo 

280 


£B.Boa 

£0,540 


£8,Bdo 

£9,540 

To Dividends paid 
,, Proposed Dividends 
„ Transfer to Reserve 
,, Balance to Balance Sheet 

500 

1,000 

5,000 

l,ooo| 

I,0O0| 

1,5001 

4,DOOj 

By Balance from last year . 

„ Net Profit b/d 

2 , 5 DD 

4,000 

1,500 

6,000 


£f».5oo 

0 

0 


£ 6 , 5 dp 

£7,50° 


1 1 1 


1 


H holds 4,000 shares in S, bought when the credit balance on the 
Profit and Loss Account of 5 was £125 and Revenue Reserves were 
jf2,ooo. On 1st January, 1052, H issued ^^20,000 Debentures at a 
discount of 5 j)er cent and S was allotted (for cash) ^^2,000; on 1st 
March, 1Q52, S purchased £5,000 of the Debentures of H for £4,500. 
H has sold goods to S for £500 (cost £450), all of which remain unsold. 

Prepare Consolidated Balance Sheet and Consolidated Profit and 
Loss Account, assuming that all dividends to H are to be regarded as 
being paid out of current profit of S, ignoring taxation and accru- 
ing interest on the Debentures at the date of purchase by S, and 
assuming that the proposed dividend of S liad not been brought^ 
into the books of H at 3i5t December, 1952. (See page iioi.) 

• Goodwill is cost of shares /,6 ,^do less Nominal Capital, £4,000, and proportion of Reserve ami 
Profit and Loss AccDunt at arr|i]isition, £1,600 and £ido respectively. 

• Discount on Debrnturrs is 5 per cent of £13,000 Debentures of H held outside the Group, i.e. 
£650, plus the disrnunt applirable to the minority shareholders’ proportion of the Debenturrs held by 
S, i.e. one-fifth of 5 per cent of £7, duo, i.e. £70. 

■ The profit on the £5,000 Debentures bought on i.st March is £500 less £250 dealt with as Discount 
on Debentures. Of the balance of £250, one-fifth is due to the minority interest. 

‘ I’rofit and Loss Arrount is made up of H £5,000, plus four-fifths of S (£4,000 less pre-acquisition 
profits £125) and four-fifths of S’s proposed dividend, less four-fifths of H's unrealized profit of £50. 

• The minority interest is Share Capital £i,ddo. Reserve £700, Profit and Loss Account £800 (Profit 
of the year £1,200 plus balance brought forward £300, less included in Reserve £300 and dividends paid 
and propos^ £400)1 Proposed Dividend £200, Discount on Debentures £70 (see * above) and Profit oiv 
Debentures £50 (see ^ above). In the Consolidated Profit and Loss Account, the minority interest ha.s 
been charged in arriving at the net profit of the year applicable to the members of H, so that the position 
Is shown so far as it concerns those members. 
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ALTERNATIVE METHODS OF PRESENTATION 

Once the principles underlying preparation of consolidated 
accounts arc fully understood, no difficulty should arise with the 
alternative methods allowed in Section 15 1 of the Companies Act, 
1948. It will be remembered that one of these is to present separate 
consolidated accounts for a particular group of subsidiaries. 

Illustration. From the following Balance Sheets prepare Con- 
solidated Balance Sheet of X and Y — 

Balance Sheets 



H 

X 

Y 


H 

X 

Y ' 


£ 

£ 

£ 


£ 

£ 

£ 

Share Capital 

SS.oOo 

20,DD0 

10,000 

Sundry Assets 

26,000 

36,000 

22,[H}0 

Profit and Loss . 

5 ,OD 0 

12 , ODD 

10,000 

Shares in — 




Debentures 



5,000 

X (15, odd) 

20,000 



Creditors — 




Y (9,000) 

1D,DOO 



Sundry 


1,000 

1,000 

X Loan 

4 , 0 D 0 



Y . . . 


I.ODO 


Debtors — 




H Loan 


4,000 


Sundry . 


2,000 

3,000 





X . 



1,000 


£6d,ooo 

£38,000 

£2f),000 


£60, ODD 

£38,000 

£26,000 


1 

1 







Consolidated Balance Sheet of X and Y, Subsidiaries of H 


Interest of H — 

£ 

£ 

Share Capital 

24,000 


Profit and Loss 

18, ODD 


Loan (X) . 

Minority Interest — 

4,000 

46,000 

Share Capital 

6,odo 


Profit and Loss 

4,000 

10,000 

Debentures 


5,000 

Sundry Creditors 


2,000 

£63,000 


Tha aUocatiDu of Capital and Profit is — 


Share Capital — X : . 

Y: . 


Profit and Loss — X : 

Y; 




£ 

Sundry Assets 


58,000 

Sundry Debtors 


5,000 



^63,000 



H 

M.I. 

. £20,U0D 

£i5,ooo 

£5, odd 

. 10,0D0 

9,000 

1,000 


£24,000 

£6,000 

. £i2,O0O 

£g.ooD 

£ 3 ,odo 

. 10,000 

9,000 

1,000 


£lfl,DDO £4,000 


Illustration. From the following details, prepare consolidated 
accounts. The shares in S were acquired by H on the 1st ApnT 
prior to the date of the accounts shown on page 1103. 
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Balance Sheets as at 3TST March, ig. . 



H 

S 

Share Capital: £1 fully paid . 
Profit and Loss Account 
Creditors .... 

Provision for Taxation . 
Proposed Dividend, less Tax 
at gs 

£ 

5.000 

2.000 
1,100 
3.5DO 

£ 

l,tiOO 

l,IZO 

612 

1,000 

Ba 

£ii,6do 

£4*420 



H 

5 

Sundry Assets 

£ 

9,684 

£ 

4,420 

Shares in 5 : 1,200 at Cost . 
Dividend Receivable from 

1,850 

S, less Tax at 9s. 

66 



£ii,6oo 

£4.420 


Profit and Loss and Appropriation Accounts 
Dr. for the Year ended 31ST March, ig. . Cr. 



H 

s 


H 

5 

To Expenses .... 
„ Profit c/d ... 

£ 

2,300 

2,400 

£ 

1,920 

i,5oB 

By Trading Profit 
„ Dividend from 5 (gross) . 

£ 

4,580 

I2D 

£ 

3,428 


£4.700 

£3.428 


£4.700 

£3.428 

I'o Taxation .... 

,, Proposed Dividend, i«sTax 
,, Balance .... 

1,400 

2,000 

I.TDO 

8B 

1,120 

By Balance from previous 
year .... 
„ Profit for Year b/d 

1,000 

2,400 

600 

1,508 


_£3'i^'L 

£2,308 


£3.400 

£2,308 


The accounts are shown on page 1104. 

Illustration. From the following figures prepare a Consolidated 
Profit and Loss Account of a Holding Company for the year 1952 — 


1 

Holding 

Company 

Subsidiaries 

Associated 

Company 

D 

A 

B 

c 


£ 

£ 

£ 

£ 

£ 

Trading Profit, 1952 .... 

120,000 

iB,ood 

10,200 

4,500 

92,000 

Investment Income ..... 

io,dod 




22,000 

Profit on Sale of Buildings 




1,000 


Dividends received (on 1951 account) — 






From A. . 

2,000 





„ B 

1,500 





Profits brought forward, ist January, 1952 . 

15,000 

20,000 

2,500 

2DO 

22,500 


£148,500 

£38,000 

£12,700 

£5,700 

£136,500 

Depreciation ...... 

9,000 

i,ooo 

Boo 

Boo 

12,000 

Directors' Fees ..... 

1 8,000 


2,000 

2,000 

10,000 

Loss on Sale of Investments 

15,500 





Debenture Interest ..... 

8,500 


2,500 


3,000 

Dividends — 






Ordinary (on 1951 account) 

20,000 

4,000 

1,500 



Preference (Interim, 1952) 

7,500 



2,000 

4,000 

Provision for Taxation .... 

52,000 

11,000 

3, goo 

65 a 

77,000 

Balances ....... 

iH,odo 

22,000 

2,000 

250 

30,500 


£148,500 

£38,000 

£12,700 

£5.7 do 

£136.500 

Share Capital Issued — 






Ordinary: Total ..... 

300,000 

Bo, 000 

40,000 

15,000 

100,000 

Holding Company shareholding 


40,000 

40,000 

10,000 

40,000 

Preference (held outside Group) 

200,000 



Bo,doo 

150,000 



Consolidated Balance Sheet 
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Consolidated Profit and Loss Account of Holding Company 
AND Its Subsidiaries for thf. Year 1952 
Dr. Cf, 


To DepTeciation . . . 

„ DirectDre’ Fees 
„ Loss on Sale of Invest- 
ments 

„ Debenture Interest 
„ Provision for Taxation 
’ Combined Net Profit fur 
Year c/d . 

£ 

£ 

it,6od 

22,000 

15,50° 

11,000 

67,55° 

36,050 

By Trading Profit 
„ Investment Income 
„ Profit on Sale of Buildings 

£ 

£ 

152,7°° 

10,000 

1,000 



£163.700 



£163,700 

To Dividends for 1952 pay- 
able by Holding 
pany— 

Preference : 

Interim paid . 

Final not yet paid 

7,5 

7.500 

15,000 

By Net Profit b/d 

Less Outside Sliare- 
h olders^— 

Int. 1052 Pref. Div. C 
paid 

Undistributed Profit for 
Year 

2,000 

3,°5D* 

36,05° 

Proposed Ordinary 
,, Balance of Undistributed 
Profits — 

Holding Company 
Interest of Holding 
Company in Subsi- 
diaries . 


5,05° 




10,500* 

I3,oiJO* 

23,500 

„ Balance from 1951 . 

Less 1951 Ordi- 
nary Dividends 
paid to outside 
Shareholders — | 

A . £2,000 

Holding Co. 20,000 

37i7°o 

31,000 



22,000 










Less Minority 

Interest in un- 
distributed 

Balance . £10,200 

Less Dividend 

paid by A 2 ,ddo 

15,700 

8,200* 






7.500 








£38,50° 



£38,300 








Nutes — 


(1) The allncatinn of undistributed profits is — A 15 


Balance per Accounls 

Less brought forward 
,, Old. Div., 1951 

t t s, 

. . ZZ,U0O Z, CJDO 

. £20,000 2,500 

4,dOo 1.50° 

16,000 I,DOO 

t 

250 

200 

Af iriorily 
Share- 
holders 

Holding 

Company 

Minority Shareholders 

6,000 1,000 
3,000 — 

5° 

5° 

€ , 

■=■ 3,°5°‘ 

£ 

Holding Company 

. £3,°°° £1,00° 

- 

- 

4,000 

B.dcincfs forward as above 

Minority Shareholdere 

i6,ood i,doo 

. . B,ood — 

200 

200 

» 8,200 

1 

Holding Company . 

£8,000 £i,°o° 

— 


9,000 


]fii,23 D £i3,doo* 


The total pmfit balances (per accounts) are — 

H iH.dod 

Lrjs Pref, Div. unpaid . . . 7, 5°® 

£id, 50 d* 


A 

B 

C 


22,000 

2,000 

250 


£24,250' 
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(z) In Company C there are Insufficient profits to cover the final Preference Dividend, so that in 
the meantime the balance forward must be regarded as belonging to outside shareholdeis (i.e. the 
preference shareholders of C). Actually at the end of 1951 the Holding Company has a two-thirds 
interest in the ^200 balance of C, but it loses this interest in 1952 in favour of the preference sharfi^ 
holders. Whether the full outstanding dividend should be provided for in the accounts of C, resulting 
in a debit balance on Its Profit and Loss Account, is a moot point. 

(3) Associated Company — see below. 

Associated Company. Although the term is often employed to 
indicate a subsidiary, it is more commonly meant to indicate — 

(1) A company associated with another through mutual share- 
holdings insufficient to make either a holding company or a sub- 
sidiary. 

(2) A company which has close trade associations with another. 

(3) A company in which another company has a substantial 
holding of shares without constituting legal control. 

(4) A company which is controlled by substantially the same 
individuals controlling another, e.g. A and B are the sole share- 
holders in both C, Ltd., and D, Ltd. These companies are associated 
companies. 

PUBLISHED CONSOLIDATED ACCOUNTS 

In examination work there will be no time usually to rewrite the 
consolidated accounts which have been prepared in draft form in 
one of the ways outlined in this chapter ; in practice, of course, this 
will be done and from the fair copy the accounts will be prepared 
for publication. It will be remembered that the latter must comply 
in most respects with the requirements of the Companies Act, 1948, 
as if they were the accounts of an actual company. Subject to these 
detailed requirements which were given early in this chapter and in 
the previous chapter, the outline of the published accounts given 
below may be of assistance to the reader. 


Outline Consolidated Balance Sheet 

AS AT 



£ 


£ 

Authorized Share Capital of 11 


Fixed Assets ..... 




Goodwill ...... 


Issued Share Capital of H . 


Investments : 


Share Premium Account of H 


ji| Trade 


Capital Reserves . .\U 5 s 


121 Quoted ..... 


Reserves and Undistributed Profits/M. 1 . 


(3) Unquoted ..... 




(4) Subsidiaries not consolidated 


Total Interest of Shareholders 


Lc^ns to Employees for Purchase ol 


OF H 


Shares ...... 


Long-term Liabilities (detailed), e.g. De- 


Current Assets (detailed) 


bentures, etc, ..... 


Preliminary, etc.. Expenses not yet 


Provisions ...... 


written oil .... . 


Current Liabilities (detailed), including 




Bank Overdrafts^ and Loans, and Pro- 




posed Dividends .... 




Minority Interest. .... 




£ 


£ 







^ These should not normally be set off against Bank balances appearing 
under Current Assets. 
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Consolidated Profit and Loss Account 
Df. for the (Period) ended Cr. 


Td Provisions foi^ 

(]) Depro elation and Diminution 
in Value of Fixed Assets 

(2) Taxation (detailed where prac- 

ticable) .... 

(3) Other amounts 

„ Debenture, etc., Interest 

Auditors' Remuneration [vide C.A., 
194B, para. 13, Pt. I, Bth Sch.) 

„ Net Profit c/d ... . 

£ 

By Trading Profits, less Losses 
„ Dividends and Interest from — 

Trade and Other Investments (de- 
tailed) ..... 
Subsidiaries not ronsolidated 
„ Sundry Income (detailed) 

„ Provisions re-crcditcd 

£ 


£ 


£ 

To Appropriations to Reserve 
„ Proportion of Profits applicable to 
Minority Shareholders . 

,, Dividends paid and proposed by H . 

,, Balance carried forward (per Balance 
Sheet) — 

Profit of H 

Proportion of Profits of Subsidiaries 
applicable to H 


By Balance from previous period . 

„ Net Profit b/d ..... 

„ Provisions no longer required (where 
inclusion in the upper section of the 
.iccuunt might distort the net profit 
□f the period) 



£ 


£ 






The following additional points should be noted — 

(1) Whenever on consolidation a difficulty is encountered in the 
treatment of an item, it should be remembered that the primary 
object is to show a true and fair view of the state of affairs of the 
Group from the viewpoint of the members of the Parent Company. 

(2) Although the Act requires the consolidated accounts to show 
the contents of the individual companies' accounts, the Directors 
are authorized to make such adjustments as they consider necessary. 
Thus, a pre-acquisition revenue reserve of a subsidiary becomes, and 
should be shown as, a capital reserve or as a deduction from Goodwill. 

(3) As mentioned on page 1061 adjustments may be required for 
assets or liabilities the book values of which differ considerably 
from their portion of the purchase price. When such adjustments 
are not made in the books of the subsidiary, it may be necessary on 
consolidation, in the case of fixed assets, to make a provision for 
depreciation different from that made in the subsidiary's accounts. It 
will facihtate matters if the books of the subsidiary are adjusted to 
correspond with the depreciation charge in the consolidated accounts. 

(4) Apart from the adjustments mentioned in (3), fixed assets 
are usually consolidated at cost to the various subsidiary companies, 
less aggregate depreciation since date of acquisition by each of 
those companies. Some accountants, however, prefer to take the 
net book amount valuation (i.e. cost less depreciation) at the date 
of acquisition, plus subsequent additions at cost, less accumulated 
depreciation since acquisition. 

(5) When any change is made by a subsidiary in its reserves 
(e.g. by capitalization in bonus shares) this can have no effect on 
the consolidated assets and liabilities, but is merely a matter for 
adjustment in the group reserves. 
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Where, as is permitted by Section 151 (3) of the Companies Act, 
1948, the group accounts are incorporated in the holding company’s k. 
own Balance Sheet and Profit and Loss Account, the latter account^ 
will be similar to that already outlined in the previous chapter 
except that (i) each item will be subdivided into (a) Holding Com- 
pany and (6) Subsidiaries, the total being extended into a final 
column; (2) the balance of the account will be split between (a) 
minority shareholders of subsidiaries, (&) Holding Company's profit, 
and (c) Holding Company’s proportion of subsidiaries* profits, as 
in the consolidated account shown above. 

In all cases, except for the first accounts laid before the company 
after the coming into force of the Companies Act, 1948, the cor- 
responding figures for the previous year’s accounts (includinj,^ 
Balance Sheet) must be shown against each item. 

For the auditors’ report on group accounts, see the Ninth Schedule, 
Paragraph 4, reproduced on page 1047. 

General Illustration. The following balances were taken from 
the books of H Ltd. and A Ltd. on 31st December, 1953 — 


Debits : 


H. Ltd. 

1 

A, Ltd. 
£ 

Goodwill (cost) ...... 


8,000 

5.000 

Freehold Land and Buildings (cost) 


25,000 

— 

Leasehold T.and and Buildings (cost) . 


— 

7.500 

Plant and Machinery (cost) .... 


40,000 

5,000 

Furniture and Fixtures (written down value 
31st December, 1947) .... 

at 

6,000 

2,000 

Furniture, etc. (additions 1948 to 1953 at cost) 


3,000 

500 

Leasehold Amortization Fund Policies . 


— 

3,000 

Investments (cost) : 

12,500 Ordinary Shares in A, Ltd. 


30,000 

— 

1,500 Preference Shares in A, Ltd. . 



— 

;^2o,ooD Mortgage Debenture Stock of H, Ltd. 


— 

18,500 

Sundry (quoted — market value / io,ood) 


15,000 

— 

Stocks (at or under cost) .... 


7.250 

13,000 

Debtors : 

A, Ltd,, Current Account . 


5.550 

— 

Sundry ....... 


10,000 

18,000 

Bills Receivable ..... 


4.000 

— 

Cash at Bank and in hand .... 


10,000 

lOD 

Tax Reserve Certificdtes .... 


2,500 

— 

Credits ; 

Share Capital (Autliorized and Issued) : 


;^i67,Bod 

£ 

;£73.40 p 

£ 

Ordinary Shares of each 


50,000 

15,000 

5% Cumulative Preference Shaies of fi each 


— 

2,000 

4% Mortgage Dcljcnture Stock . 


45,000 

5,000 

Share Premium Account .... 


2,000 

— 


Carried forward : /97,ouo ^22,000 
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/ Brought forward : 

Creditors : 

H, Ltd 

Sundry ........ 

Bills Payable 

Bank Overdraft ....... 

Depreciation : 

Plant and Machinery ...... 

Furniture and Fixtures ..... 

Provision for Doubtful Debts. .... 

Sundry Provisions ...... 

Leasehold Amortization Fund .... 

Income Tax, T953-.54 

General Revenue Reserve ..... 
Profit and Loss Account (Balance at ist Jdiiuaiy,iy53) 
Profit and Loss Account (Profit for the year) . 


H, Ltd. 
£ 

97,000 


10,000 


13,000 

2.000 
500 

ID, ODD 

2,000 

5.000 
5,000 

23.300 


A, Ltd. 
£ 

22,000 

5.550 

3,200 

3,000 

16,440 

1,000 

1,000 

3,8od 

500 

2,000 

i,6do 

i3.3itJ 


;^i67,8oD ;^73,4Do 

You obtain the following information: “ " 

( 1 ) The Profit for the year has been arrived at afi er charging 

the following : I £ 

Depreciation : 

Plant and Machinery .... 3 ooo 500 

Furniture and Fixtures .... 500 200 

Leasehold Amortization Fund ... — 200 

Managing Director’s Salary .... 2,000 — 

Debenture Interest paid to 30th June, 1953 495 55 

(2) Provision is to be made for the following: 

Income Tax, 195-1-55 ..... B,doo 4,000 

Profits Tax, 1953 ...... 1,500 1,000 

Auditors* Remuneration (not yet fixed) . i,odd 500 

Proposed dividends, less tax (none having 
been paid during the year) : 

Ordinary . . . . 20% 40% 

Preference ...... — 5% 

(3) Directors’ Fees are to be provided of /l,20o, of which fioo is payable 
by A, Ltd. 

(4) The Profit for the year of H, Ltd., includes : 

(a) £110 net interest received on sundry investments. 

(^) £5^^ profit on sale of plant to A, Ltd., for /i,ooo. 

(5) The Directors of H, Ltd., decide to regard the dividend receivable from 
A, Ltd., as being paid out of current profits. 

(6) In the books of H, Ltd., £5,000 is to be provided against depreciation 
of investments, and the Directors decide that £6,000 sundry provisions are 
no longer required. 

(7) Stocks of H, Ltd., include (at cost) £2,500 purchased from A, Ltd , at a 
profit to the latter of £1,000. 

(8) During the latter part of the year, H, Ltd., drew Bills for £3,000, 
which were accepted by A, Ltd. H, Ltd., discounted £i,odd of them. 

(g) H, Ltd., purchased its holding in A, Ltd., in the open market on ist 
January, 1953. A, Ltd., piirrhased its H, Ltd. Debenture Stock in the 
open market prior to 1953. 

^ The Directors decide to submit to the members of H, Ltd. a 
balance Sheet uf tliat company together with a Consolidated 
balance Sheet and Profit and Loss Account, and you are asked to 
draft them. Show also Profit and Loss Account of H, Ltd., although 
this is not required for submission to the members. 



H, LIMITED 

Balance Sheet at 31ST December, 1953 
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ACCOUNTANCY 


CONSOLIDATED PROFIT AND LOSS ACCOUNT OF H, LTD., 
AND ITS SUBSIDIARY COMPANY A, LTD., 

FOR THE Year ended 31ST December. 1953 


Aggregate Profit on Trading, subject to the following items . 
Interest on Investments ...... 

Profit on Sale of Plant ....... 

£ 

£ 

42.730 

200 

83 

Deduct : 

Debenture Interest ....... 

Depreciation of Fixed Assets (no provision has been made 
in respect of Freehold Land and Buildings) 

Leasehold Amortization Fund .... 

Auditors' Remuneration ...... 

Remuneration of Directors of H, Ltd. : 

Fees ....... ;£i,2oo 

Executive Salary ..... 2,000 

1,200^ 

4.158" 

200 

1.500 

3,200 

14.050 

43.013 

Taxation on Current Profits ; 

Income Tax ...... 

Profits Tax ...... z,5ud 



24.308 



Less : Proportion attributable to outside Shareholders 
of A, Ltd. ........ 


18,705 

1,3DP' 

Less : Provision against Inter-company Profits on un- 
sold Stock ........ 


i7.4“4 

417' 

Net Profits of the Group attributable to the members of 

H, Ltd 

Deduct : Profit retained in the books of A, Ltd. 


16,987 

3.308' 

Net Profit of H, Ltd. ....... 

Add: Provisions no longer required . . . . 


13.^79 

6,000 

Deduct : Provision for Depreciation of Investments 

Proposed Dividend (net) . . . . 

5.000 

5.500 

19,679 

10,51^ 



Balance brought forward from previous year 


9.179 

5.000 

Balance carried to Balance Sheet . . . . . 


;£i 4..7^ 


In all cases the above figures are obtained by simple addition of 
the amounts shown in the Profit and Loss Accounts of H, Ltd. anA 
A, Ltd., on pages 1113 and 1114, except for the items explained in 
footnotes i to 6, which appear at the foot of page 1113. 
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H, LIMITED 

Profit and Loss Account 


For the Year ended 31ST December, 1953 


To Debcature Stock Interest 
,, Depreciation (no provision 
has been mnde in respect 
of Freehold Property) 

,, Auditors' Remuneration 
„ Directors' Emoluments: 

Fees . . . . 

Executive Salary . 

£ 

£ 

I, Boo 

3,500 

1,000 

By Trading Profit . 

„ Dividends and Interest re- 
ceivable : 

Sundry Investments 
Subsidiary Company . 

r 

X. 

200 

5 , 073 * 

£ 

8B,685* 

5,275 

1,200 

2,000 


„ Profit on Sale of Plant to 
Subsidiary Company 
amount transferred to 
Capital Reserve) 


Less payable by Subsidi- 
ary Company 

3 i 2 oo 1 

20 D 

3,000 

11,064 

13,679 


83 * 

„ Taxation on Current Profits : 
Income Tax 

Profits Tax . 

9.564* 

1,500 




,, Net Profit for the year car- 
ried down 







£34,043 



£34,043 

To ProvisiDii for Depreciation 
of luvcstmeiiLs 
,, Proposed Dividend (net) 

,, balance carried to Balance 
Sheet . . . . 


5,000 

5,500 

14,179 

By Balance brought forward . 
„ Net Profit brought down 
„ ITovisions no longer required 


5,000 

13,679 

6,000 



£24,679 



£24,679 








^ Income Tax 1954-55 per question, /8,ooo plus tax deducted from dividends, 
etc., receivable ^^2,374, tax recouped on debenture interest £^10. 

■ Per question j£23,3do, plus debenture interest to 3otli June apparently 
debited net ^495, plus Depreciation £3,500 and Manning Director's salary 
£2,000, less interest received net ;fiio and profit on sale of plant £500. 

* Preference (gross) £75 plus Ordinary (gross) ;^5 .doo. 

* The profit may be regarded as realized to the extent of the minority 
interest in A, Ltd., i.e. one-sixth: J of ;^5 do is therefore credited here and 
the balance ^417 has been transferred to Capital Reserve. Alternatively, the 
whole ;f50D might have been put to Reserve, no profit being taken on the 
transaction. 

I^st year's corresponding figures would be required. 


Footnotes from page 1112. 

^ H, Ltd., ^i, S od less received by A, Ltd., 8 do, plus payable by A. Ltd.,;^2oo. 

■ H, Ltd., ;^3,5Do plus A, Ltd,, £700 — £^,200 less ^42 = It is 

assumed that A, Ltd.'s rate of depreciation is id% of cost. In the Con- 
sohdated Balance Sheet, A, Ltd.'s plant has been reduced by H, Ltd.'s 
unrealized profit on sale (J X £500) ; depreciation is therefore reduced by 

* °tuX° 

H, Ltd., ^9,564 less tax on gross dividends from A, Ltd., £2,28^ = £7,^80 
plus A, Ltd., jf4,27D; tax on inter-company debenture interest automatically 
(cancels out. 

* i of A, Ltd., undistributed profit (^^4,420) = £737 plus share of dividends 
^564 (Preference. ^ of ;^55 = ;^I4; Ordinary, \ of ^^3,300 = £550). 

Unrealized profit £1,000, of which ^ attributable to H, Ltd. ■= ^833, less 
mcome tax and profits tax, say, 50%, £416 = £^17. 

' t ^ ^4i42o = £3,683 plus £42 (note*) less £417 (note*). 



1114 


ACCOUNTANCY 


To assist in following the Consolidated Profit and Loss Account^ A, Ltd. 
Profit and Loss Account is given below in summary form — 

£ £ 

Trading Profit ^[13,310 + 55 -h 700 + 200— 220] . I 4 i 045 

Debenture Interest from H, Ltd. (gross) [2 X £{220 -|- iBo)] Boo 


14.B45 

Debenture Interest payable (gross) [2 x £(55 + 45)] 200 

Depreciation and Leasehold Amortization Fund . 900 

Directors' Fees ....... 200 

Auditors' Remuneration ..... 500 

Income Tax ;£[4,ooo + 360 — go] .... 4*270 

Profits Tax ........ i,odd 

7,070 ‘ 


7*775 

Preference Dividend (net) ..... 55 

Ordinary Dividend (net) ..... 3 * 3 < 3 [} 

3.355 

;£ 4.420 

The following matters should be noted — 

(i) The method of presentation of accounts chosen by the 
Directors is one of those permitted by the Companies Act, 194B 
(Section 149 (5)), i.e. without showing a separate Profit and Loss 
Account of H, Ltd. It should, however, be remembered that in this 
method the Account is the Profit and Loss Account of H, Ltd. framed 
as a consolidated account and not a consolidated account pure and 
simple. Paragraph 19 of the 8th Schedule, which permits details of 
directors' emoluments, etc., to be omitted from the consolidated 
accounts, does not therefore apply; furthermore, the account must 
show how much of the consolidated profit is dealt with in the 
accounts of H, Ltd. 

(z) The primary object of group accounts is to show the state of 
affairs and earnings of the group from the point of view of the 
members of the holding company ; there is thus no point, in normal 
circumstances, in attempting to provide information to outside 
shareholders, etc., and the aggregate amount of their interest is all 
that is usually required. Furthermore, the Directors are empowered 
under the Companies Act, 1948, to make such adjustments as they 
consider necessary to attain the primary object. ^ 

(3) Bank overdrafts should not normally be set off against credit 
balances on consolidation, but should be shown separately. 

(4) The question does not indicate whether, in arriving at the 
purchase price for the shares in A, Ltd., the net assets were taken 
into account at their book value or at a higher (or lower) market 
value. If such was the case, an adjustment would be desirable, 
decreasing (or increasing) the amount now shown for goodwill, etc. 

(5) Some accountants prefer to aggregate fixed assets of sub- 
sidiaries at net book value at date of acquisition of shares by the 
holding company with accumulated depreciation since that date, 
instead of the method adopted in the illustration. 



CHAPTER XXV 
DOUBLE ACCOUNT SYSTEM 

This is the name given to the method of presenting the published 
accounts of certain companies, usually of the public utilities t5rpe. 
It is not meant to indicate a special system of book-keeping, and all 
companies adopting this system of presenting their accounts keep 
their books on the ordinary double-entry principles. 

The system, being applied chiefly to Railways, Gas and Electric 
Lighting companies, all of which are now State owned, is not in 
every day use, except that many Water Companies still draw up 
their published accounts thereunder. 

This chapter, therefore, will be confined to general principles only. 

The General Principles. Under the double account system, the 
Balance Sheet is in two parts, viz. — 

(1) The Receipts and Expenditure on Capital Account. 

(2) The General Balance Sheet. 

The first part, that is, the Receipts and Expenditure on Capital 
Account, deals with the funds raised and fixed assets acquired. 
On the credit side appears the cash received from the issue of stock, 
shares, debentures, and loans, together with any premiums thereon. 
Discounts on these items, if any, are usually deducted from the 
premiums, and the net figure carried out. On the debit side are 
shown the various fixed assets purchased out of the capital moneys, 
including loans raised. 

Although (except for the provision of Sect. 57 of the Companies 
Act, 1948) limited companies may not issue shares at a discount, 
the special Acts under which "Double Account" companies are 
incorporated usually permit the issue of stock and shares at a 
discount, under certain conditions, even though such issue may be 
an original issue of the stock or shares in question. 

The balance of the Capital Account (or, in the case of electrical 
undertakings, the totals of the respective sides) is carried down 
and shown as a separate item in the General Balance Sheet. As the 
items in the Receipts and Expenditure on Capital Account are 
shown on the same sides as they actually appear in the books, 
the balancing item in the Capital Account appears on the same 
side in the General Balance Sheet, as will the totals if carried 
down, because the items in the General Balance Sheet are on the 
same sides as are adopted by other companies; e.g. if the capital 
moneys received amount to £1,000 and expenditure thereout is £750, 
there is a credit balance of £250 which will appear upon the liabilities 
side of the General Balance Sheet, i.e. the " debit side,” the balancing 
figure being on that side of the Receipts and Expenditure on Capit^ 
Account. The Receipts and Expenditure on Capital Account is 
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generally shown in columnar form, there being three columns on each 
side, the first presenting the totals up to the time of the commence- 
ment of the accounting period, the second the amount spent or 
raised during the accounting period, and the third the total of the 
first two columns. 

The General Balance Sheet deals ^ith the remaining assets and 
liabilities which may be considered as floating capital. It will 
usually be found to contain reserves and depreciation funds (if any) 
which have been built up out of profits. 

The difference between the presentation of the accounts of com- 
panies operating under the double account system and those drawn 
up in the usual way (designated by way of contrast as the single 
account system) is shown clearly in the following illustration. 

Illustration, (i) Double Account system — 

Dr. Capital Account Cr. 


To Fixcil Assets (de- 
tailed) 

,, Balance 


£ 

41,000 

Q.OOO 


By Ordinary Stock 


£ 

50,000 







£50,000 









General Balance Sheet 


Balance uf Capital Account 
Revenue Account 
Depreciation Fund 

£ 

9,000 

3.000 

2.000 

Stocks and Stores 

Cash at Bank . 

£ 

8.500 

5.500 


/l4,D00 


^14,000 

1 

1 




(2) Single Account system — 

Balance Sheet 


Ordinary Stock . 

Profit and Loss Acroiint 


£ 

50,000 

3,000 

Fixed Assets (de- 
tailed) 

/41.000 

£ 


Less Deprecia- 
tion 

Stocks and Stoies 

2,000 

39,000 
8,500 ^ 


Cash at Bank . 


5.500 




;^ 53 ■POP 






The characteristic features of the system are — 

(1) The assets purchased remain in the books at the cost price 
and are not written down, so that — 

(2) Depreciation is provided for by the creation of reserves 
and other funds, which appear on the liabilities side of the General 
Balance Sheet. 
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(3) Loans and debentures are considered as “capital/' and con- 
sistent with this procedure, loan and debenture interest are debited 

'to Revenue Appropriation Account, like dividends. 

(4) Discounts and Premiums on Capita Stock and Debentures 
are permanently retained as Capital items. 

(5) Renewals are provided for out of current revenue. 

(6) Accounts, particularly in the case of railways, are supported 
by voluminous statistical returns. 

(7) The Balance Sheet is presented in two parts. Capital Receipts 
and Expenditure the balance of which is carried down into the Bal- 
ance Sheet (a) if the Receipts exceed Expenditure to the left hand 
and (&) if Expenditure exceeds Receipts to the right hand. 

The system comes in for criticism on the following grounds — 

(1) That inasmuch as assets remain at cost in the Capital Account 
the Balance Sheet does not show the true position. Against this is 
to be stated that whilst the system permits the permanent inclusion 
of assets at cost, the practice is to build up depreciation and other 
funds to cover obsolescence, and wear and tear of the asset. 

(2) That included in the Capital Account is expenditure on 
fictitious assets, e.g. expenditure in connection with the promotion 
of Parliamentary bills — even those in opposition to rival schemes — 
and preliminary expenses; but the same criticism is applicable 
under the Single Account System. 

(3) That included in the capital are assets which have a very 
short life. 

(4) That inasmuch as renewals are charged to revenue, involving, 
perhaps, little or no expenditure in some years and very heavy 
expenditure in others, each year's profits (or losses) are incorrectly 
stated. On the other hand, by proper provision by way of renewal 
funds a just proportion can be debited to revenue, so that revenue 
will be charged with an amount approximating to the depreciation 
incurred during the life of the asset. Particular attention will have 
to be paid to this question in the early years of a company, because 
actual renewals will be very small. 

(5) That the precise determination of the amount properly charge- 
able to revenue in respect of renewals is difficult or impossible to 
calculate. 

(6) Lack of understanding of the accounts by the general 
public. 

Replacements. The treatment of replacements, especially where 
improvements are effected, often causes great perplexity in the mind 
of the student. The main point is that once an asset appears in the 
Receipts and Expenditure on Capital Account it is never shown at a 
less figure (e.g. in respect of sale or depreciation), although it may be 
increased. 



CHAPTER XXVI 
UNDERWRITERS’ ACCOUNTS 

The business of an underwriter is that of guaranteeing to subscribe 
for an agreed number of shares (or amount of stock), usually being 
the difference between the shares (or stock) issued, and those taken 
up by the public. In consideration of this guarantee, the company 
making the issue agrees to pay a commission termed underwriting 
commission. As has been mentioned in Chapter XXIII, the amount 
and rate of such commission must be authorized in the Articles of 
Association, and the amount paid must be shown in the Balance 
Sheet of the company until written off. 

In many cases, the underwriters themselves make sub-agreements 
with their business friends, who receive a share of the commission. 
In these circumstances a company will often pay a further com- 
mission called an "overriding” commission, which is a payment made 
to an underwriter for “placing” underwriting agreements with 
sub-underwrit ers . 

The principles involved in ordinary commercial accounts are 
applicable (subject to appropriate modifications), i.e. the Under- 
writing Account is a Profit and Loss Account, to which expenses are 
debited and commission credited. 

The most important point to which the student must give atten- 
tion, is the position which arises when the underwriter has taken up 
shares or stock (i.e. where shares or stock have not been fully sub- 
scribed). In this case such shares or stock should be regarded as 
stock of goods acquired by a trader, so that when the undenvriter 
is called upon to take up his quota, he will debit Underwriting 
Account with the amount paid for the shares or stock and credit 
cash. Shares or stock unsold at the date of drawing up the accounts 
will be credited to the Underwriting Account at cost or market 
value, whichever is the lower. 

Illustration. X underwrites an issue of 100,000 shares of £1 each 
in consideration of a commission of 4 per cent payable in cash. 
The public having subscribed for 95,000 only, X under the terms* 
of his contract subscribes for and is allotted the remaining 5,000. 
His expenses are £100. When he draws up his accounts no shares 
have been sold. The market value of the shares is izs. each. 

Show Underwriting Account. 


Dt. Underwriting Account rf Cr. 


To Expenses 

,, Cx^ payment for Shares 


£ 

too 

5,000 


By Cash: Commission 
,, Shares: 5,000 at Cost 

c/d 




£ 5 ,ito 





To DaUnca 

b/d 

I, Ido 
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It should be noted that in effect the underwriter has expended 
£1,100 and is the holder of shares worth (at their market value) 
£3,000. The commission is not taken, in this case, as a separate 
profit, but as a part of the whole underwriting transaction. 

It is a matter of business prudence not to take the commission 
as a separate profit, as it is merely a part of the whole underwriting 
transaction. Assuming that all expenses were paid by cheque, and 
that none were outstanding, it is clear that the underwriter’s Bank 
Account will be overdrawn to the extent of £1,100 in respect of this 
transaction, and this amount must, therefore, be the true cost. 

The contrary view is frequently asserted, however, and if it is 
applied, the accounts would be shown as follows — 


Br. Underwriting Account re Cr. 


Td Expenses 

,, Paj^ent for Shares by 
Cheque 


£ 

loo 

5,000 


By Shares 5,000 at las . each 
,, Loss transierred to Com- 
mission Account 

c/d 

£ 

5,000 

3,100 



£5.100 




£ 5 .Ido 

To Balance 

b/d 

3,000 






Dr . Commission Cr. 


To Loss transferred from 
Underwritings Account 
, , Profit .... 


£ 

2,100 

1,900 


By Commission 


£ 

4,000 



£4,000 




£4,000 









It is submitted that the first view is preferable, as in view of the 
risk there can be no question of true profit until £1,100 is recouped. 

Illustration. The above-mentioned underwriter sold, a few days 
after he had closed his books for the year, z,ooo shares at iis. 6d., 
the market value of the remaining shares at the close of the current 
period being los. Show Underwriting Account. 


Method (i). 

Dr, Underwriting Account re Cr. 


To Shares: 5,000 at Cost 

b/d 

£ 

1,100 

,. Profit .... 

50 



£1,150 


By Sale: 2,00a Shares at 
IIS. 6«1. each 

,, Shares: at Cost . 


£ 

1,130 


£i,I3d 


The remaining 3,000 shares must have cost nil as the total cost 
of £1,100 has already been recouped, leaving in addition a surplus 
£50 profit. (The Bank Account will now show £50 in hand.) 
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Method (2). 

Dr. Underwriting Account re Cr. 


To Balance : Shares, 3,01x1 at 
lai. each . 

b/d 

£ 

3,000 


By Sale : a,ofxi Shares at 
IIS. 6d. each 

,, Shares; 3,000 Shares at 
los. each . 

„ Loss .... 

c/d 

£ 

1,130 

1,300 

35 D 



£3,000 




£3,000 

To Balance 

b/d 

1,300 






Illustration. Assume that in the next period the underwriter sells 
all the remaining shares (3,000) at 15s. Show Underwriting Account. 
Method (i). 

Dr. Underwriting Account re Cr. 


To Balance : Shores, 3,000 at 
cost 

,, Profit . . . . 


£ 

2,230 


By Sale : 3,000 Shares at 135. 
each .... 


£ 

2,230 










Method (2). 

Dr. Underwriting Account re Cr. 


To Balance : Shares, 3,000 at 
105 . each . 

„ Profit .... 

b/d 

£ 

1,500 

750 


By Sale : 3,000 Shares at 15s. 
each. 


£ 

2,230 



£2,250 




£2,250 










The results are compared below — 

ist Method 2nd Method 


Year 1 

Profit .... 

£ 

Year I 

Profit ..... 

£ 

1,900 

2 

Profit .... 

50 

2 

Loss ..... 

'350 

3 

Profit .... 

2,250 

3 

Profit 

75D 


Profit 

£2,300 


Profit 

£2,300 


The eventual results must be the same in both methods, but it 
will be seen that whilst the first method practically always avoids 
subsequent losses, it tends to disclose a comparatively big profit’ 
long after the date of the original transaction. 

It often happens that underwriters, for the purpose of their 
business, enter into syndicates, which are neither limited com- 
panies, nor partnerships, but merely combinations of entirely 
separate operators formed for convenience. In these cases each 
underwriter receives commission on the shares he underwrites per- 
sonally and is only liable to take up his own proportion. 

Illustration. A and B underwrite an issue of 10,000 shares, A 
agreeing to underwrite 6,000 and B 4,000. Their commission is to 
be at the rate of 5 per cent. The public subscribe for 4,000 only. 
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Show the number of shares each underwriter must subscribe for, 
and the manner in which the commission is split. 

' The number of shares not taken up by the public is 6,000. 



Shares 

Com- 

mis- 

sion 

Proportion for which A must subscribe is jVtf.Pn X 6,doo 

3,6do 

£ 

Proportion of commission due to A X ;^5oo 


300 

Proportion for which B must subscribe is X 6, odd 

2.400 


Proportion of commission due to B iVTiVo X ;^5dd 


200 


6,000 

£500 


The books of A and B are quite separate, and save for the fact 
that they have joined names to the above-mentioned underwriting 
contract there is no other connection between them. 


It has been mentioned that it is usual for underwriters to obtain 
assistance from other persons in order to fulfil their contract, just 
as a contractor “lets out” a portion of his contract to sub-con- 
tractors. It is important to bear in mind in these cases, however, 
that no privity of contract exists between the sub-underwriter and 
the company. 

Illustration. X agrees to underwrite 10,000 shares of each in 
W, Ltd., in consideration of a commission of 5 per cent. X makes 
an agreement with Y for the latter to sub-underwrite 1,500 of the 
shares mentioned at a commission of 3 per cent. Assume that the 
public subscribes for 4,000 shares (at par). Subsequently the shares 
taken up by X are sold at igs., and those taken up by Y at 20s. 3d. 
Expenses were £100 paid by X. Ignore brokerage. Show Under- 
writing Account in X's books. 


J)r. Underwriting Account re W, Ltd. Cr. 


To Expenses 

,, Cash; Shares taken up . 
,, Cash: 3% Commisaion 

to Y» 

,, Profit .... 


£ 

loo 

6,000 

45 

100 


By Cash : Commission 
,, Shares taken up by Y, 

,'fp„ X 6,000 

,, Cash: Sale of S.xoo 
Shares at 19s. each 


£ 

500 

goo 

4 .B 45 



£ 6,245 




£ 6,245 


The sale by Y does not concern X, the profit of the latter being 
made up as follows — r r 


Commission, less Expenses 

. 400 


Less Commission to Y 

45 



— 

355 

Less Shares taken up at Cost 

■ 5,100 


Less Proceeds of Sale 

■ 4.845 



— 

255 

Total Profit [as above] 


^lOD 


^ 3% on 1,500 .*iha,res of each. 
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No account is taken of interest on capital employed. 

Where shares are given in part satisfaction of the commission 
and shares are required to be taken up because of the failure of the 
public to subscribe fully to the issue, the Underwriting Account 
will include two distinct items for shares, i.e, those taken up and 
paid for, and those received by way of commission. 

Illustration. A, Ltd., issues 10,000 preference shares of £1 each, 
and 100,000 ordinary shares of is. each to the public, and 400,000 
ordinary shares of is. each to the vendor. X Underwrites 50 per 
cent of the issue in consideration of commission at the rate of 5 
per cent, i per cent of such commission to be allotted out of the 
vendor's 400,000 shares and the remainder to be paid in cash. The' 
public subscribed for 60 per cent of each class. The underwriter took 
up his proportion, and sold the preference shares for 15s. and the 
ordinary shares for is. 3d. Later he sold the ordinary shares received 
as remuneration for 6s., all these transactions taking place within 
the same financial year as the underwriting. Expenses may be 
ignored. Show Underwriting Account. 

The first point to observe is that X underwrites half only, and 
therefore his remuneration will be 5 per cent of £7,500, the latter 
figure being arrived at as follows — 

i X ;^I0,00D (^5,000) + J X — (/2,5do) = £7,500 


Secondly, he is liable to take up only half of the shortage, viz. — 

Cost 


Preference Shares: ^ X 40% X io,ooo = 2,000 at £i . 2,000 
Ordinary Shares: ^ X 40% X idd,ood = 20,000 at is. . i,dod 

Thirdly, his commission of £375 is payable — ^ 

J in Ordinary Shares, i.e. 1,500 shares of is. . . . 75 

^ in Cash . . . . . . . . .300 


£375 

Dr. Underwriting Account rc A, Ltd. Cr. 




£ 




£ 

Td Cash — 

1 



By Cnmniissiuii — 



Preference Shares tak- 




Cash 

1 

3D0 

en up . 


3,000 


Shares 


75 

Ordinary Shares taken 




„ Cash Sale — 



up . . . 


1, 00a 


z,ODO Preference Shares 



, , Ordinary Shares rer eived 




aL 15s. each 


I, 5 D 0 

as Commisbion 


75 


2D,[)DO Ordinary Shares 



,, Proht .... 


500 


at IS. 3d. each 


1 , 25 ° 





1,5 DO Ordinary Shares 







at 6s. each 


45 t> 



£3.575 




£ 3^75 









^ Bank in practice. 
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Many other alternatives exist (e.g. the shares taken up dealt 
with in a separate account), but whatever particjlar method of 
treatment is adopted, it is generally agreed that it is advisable to 
take no profit until a proportion of shares has been sold sufficient 
to cover the original cost. As previously indicated, the bank over- 
draft (if any) will normally indicate how much remains to be re- 
couped before a profit can be truly considered to have been earned. 

It will be observed that the second lot of ordinaries have been 
sold at an enhanced price — a fact which should put the student 
on his guard as regards the date of sale. The illustration specifically 
states that the sale took place in the same accounting period, but 
in the absence of such information, the student should make a note 
in his answer pointing out the possibility of the further sale having 
taken place in a subsequent period, hence calling for the Under- 
writing Accounts to be closed with the latter shares on hand at a 
valuation. 

Illustration. X underwrote 100,000 shares of £1 each, in con- 
sideration of commission at the rate of 5 per cent, 4 per cent in cash 
and I per cent in shares. X had to take up 30,000 shares at par. 
At the date of the account, X still retained the shares, the market 
value being then i6s. each share. Expenses to be ignored. Show 
Underwriting Account. 


Dr Underwriting Account re 


Cr 


To Cash Pajanent for Shares 
,1 Shares 


£ 

30, ODD 
*1,000 


By CoinmissiDn — 
Cash 

Shares 

£ 4,000 

*1,000 






,, Shares — 

31, ODD at 16s 
,, Loss . 

eauh 



£ 

31,000 




£ 









It is clear that the total outlay to date is — 

Cash for shares taken up . 

Le’is Cash Commission received 

Market value of 31,000 shares at 16s. each . 

Representing a loss to the Underwriter of . . £1,200 

Alternatively, the items marked (*) might be included at nil, 
but the resultant answer would be the same; or, again, separate 
Shares Accounts might be opened. If the shares had a market value 
of, say, 19s., the shares would be brought in at cost, i.e. £26,000. 
If X had sold, say, 10,000 of the shares at £2 12s., he would have 
exactly recouped his total outlay of £26,000, thus leaving the realiz- 
ation of the remaining 21,000 shares to be considered entirely as 
profit. 


£ £ 
3D,ODD 
4,ODO 

26,000 

24,800 
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Relief of Liability. As an added inducement to the underwriters 
it is a common practice to insert in the contract a "relief'^ clause, « 
providing that any subscriptions from the public bearing the stamp 
of the underwriter are taken into account in mitigation of liability 
should the issue not be fully subscribed. The problem is not one of 
pure accountancy at all, but merely one of arithmetic in order to 
ascertain what shares, if any, are to be subscribed for by an under- 
writer. Once the number is ascertained the entries are made along 
the lines indicated below. 

Illustration. Underwriters agree to underwrite an issue of 10,000 
shares ; A assuming liability for 30 per cent, B for 10 per cent, C 
for 5 per cent, D for 40 per cent, and E for 15 per cent. Applications 
bearing the stamp of an underwriter are to be applied in relief of 
his liability. The following subscriptions are received — 

Direct from public, 3,000 shares. 

Forms bearing stamps of the underwriters — 

Sliarps 

A . . . . l.DDO 

B . . . . 90 D 

C . . . . 5 DO 

D....— 

£ . . . . I,DDD 

3,40D 


Prepare statement of each underwriter's liability. (See next page.) 

There still remain 3,600 shares to be taken up by the under- 
writers. The first step is to ascertain the "shortage** from the 
** public** IGNORING "marked" forms, i.e. 10,000-3,000 = 7,000 
shares. Secondly, the liability is determined on the basis of the 
"gross" shortage from which are deducted the stamped forms of the 
underwriters. If as a result of such deductions there is an " excess," 
the latter is allocated in further relief of those underwriters whose 
liability has not been completely cancelled by the deduction of 
their own reliefs in respect of marked forms. 

The marked applications are deducted from liabilities as shown 
on page 1125 (column z). 

Next the ultimate balance is ascertained. This is either (a) net ■ 
liability (see column 3), or (6) the excess of shares in relief over 
liability. It will be seen that — 

"Gross ” shortage 

Less "Marked " Forms 

"Net” Shortage . 

From columns 3 and 4 it is seen that, assumed the Shares axe £i 
issued at par, there is a liability of ;f3,95o for A, D, and E, and an 
excess of £350 for B and C. As the company requires no more than 
£3,600 from the underwriters, the above excess is allocated in 


Shares 
. 7,000 
■ 3,400 


- 3,6do 




IIZ5 
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favour of A, D, and E in the proportion of their original liability, 
viz. 3 : 4 ; ij, as follows — 


A ^ = 

Bi 17 


Shares 
330 = 123 



= ± X 350 = 165 

= — X 350 = 62 


350 


This is extended into column 5. As a result, E's liability is now 
eliminated, and finally there is disclosed an "excess*' of iz shares 
in his favour. These shares are now allocated in favour of A and D 
in their original proportions of 3 : 4, thus finally disposing of the 
liability of £3,600. 

" Firm Underwriting.*’ Where an underwriter wishes to sub- 
scribe for shares irrespective of his potential liability under the 
underwriting contract, that is, he stipulates that he be allotted 
a given number of shares, whether the issue is over-subscribed or 
not, he is said to underwrite "firm.” If, for example, underwriters 
underwrite 20,000 Shares "firm” in respect of an issue of 200,000 
Shares and the public apply for 540,000 Shares there will be only 
180,000 Shares available for them (one share allotted for every 
three applied for in the aggregate, although the allotments made 
may be in different ratios according to the amounts applied for.) 

The Shares underwritten "firm” or otherwise must be disclosed 
in the prospectus of a public company. 

The special nature of the "firm” application must be ignored for 
the purpose of ascertaining liability under the underwriting, and 
therefore in computing the "gross” liability the "firm” application 
will be included in the public applications. 

Illustration. The following underwriting of shares takes place: 

A, 6,000; B. 2,500 ; and C, 1,500. In addition there is "firm" under- 
writing: A, floo; B, 300; and C, 1,000. The share issue is 10,000. 

The total subscriptions including "firm” underwriting were for 
7,100 shares, including the following "marked” forms: A, 1,000; 

B, 2,000 ; and C, 500. Show the allocation of liability of the 
underwriters. 

The procedure is as follows — 


"Open " underwriting. 

"Firm” underwriting. 

Shares 

Shares 

A . . . b,DOo 

800 

B . . 2,500 

300 

C ... 1,500 

1,000 

10,000 

2,100 
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(2) Shares applied for by public — 

[a] Outsiders .... 5,000 

(b) " Firm " Underwriting . . 2,100 

7, Ido 


(3) Shares to be taken up under underwriting contract — 

Shares 

Shares Underwritten . . . 10,000 

Less Shares applied for by public 

as shown in (2) . . . 7,100 

"Net" Shortage . . . 2,900 


(4) The “firm” underwriting being considered as part of, and 
included in public subscriptions may be ignored from consideration 
in determining the appropriate division of the “net” shortage 
amongst the Underwriters, viz., the number of shares the company 
requires to complete the issue of 10,000 shares. 

(5) The public subscriptions include, however, 3,500 shares bear- 
ing “marked” forms which are to be allocated in mitigntion of each 
underwriter's “gross” liability. These shares must be eliminated 
from the public subscriptions in order to compute the “ gross” liabil- 

‘ty* Shares 

Shares issued ..... 10,000 

Less Public Subscriptions . .7,100 

Less Subscriptions bearing 

" marked " forms . . . 3,500 

3,6 od 


" Cross " liability 


6,400 


This is the basis of the primary liability of the underwriters, from 
which will be deducted the “marked” applications for 3,500 shares, 
leaving the 2,900 shares to be subscribed by the underwriters, 
thus — 

Statement of Underwriters’ Liability 


Under- 

writers 

Original 
Proportion of 
Liability 

Oroas 

Liability 

RpUpI for 

"Marked" 

Forms 

Liability 

Excess 

Division 
of Excess 

Allocation 
of Excess 

Final 

LiablUty 

A 

60% X 6,400 

3.840 

1,000 

2,840 


^^X 4 oo 

320 

2,320 

B 

*5% X 6,400 

1,600 

Z ,000 


4D0 




C 

> 5 % X 6,400 

960 

500 

460 


p, X 400 

Bo 

jBo 



6,400 

3 . 5 DO 

3,300 

400 


400 

2,900 





2,1 

}0D 
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The underwriters will therefore take up shares as follows — 



” Open “ 
Underwriting 

“Firm" 

Underwriting 

Total 

A . 

2,520 

Bdo 

3 - 32 D 

B . 

Nil 

30D 

30D 

C . 

380 

I,DOO 

1,380 


2,900 

2,100 

5,000 






The company will therefore allot shares as follows — 

Sha.res 

(1) Underwriters under Contract . . 2,900 

(2) Underwriters for “Firm" Underwrit- 

ing (i.e. as ordinary applicants) . 2,100 

(3) Outsiders [as per question] . .7,100 

Less “ Fimi ” applications in (2) . 2,100 

5,000 


Total .... 10,000 

If the liability is to be taken into account after bringing into 


account marked forms, it will be — 


A. 

60% X 2,900 

1,740 

B. 

25% X 2,900 

725 

C. 

15% X 2,900 . 

435 


2,900 


Marine Underwriting. The accounts of underwriters of marine 
risks call for no particular comment except that the excess of income 
over expenditure is usually carried forward for a period of years 
(usually three), at the end of which the final balance is considered 
as profit or loss. 

Illustration. The following balances at 31st December, 1952, are 
in the books of M. A. Reane, an underwriter at Lloyd's — 






I9‘i2 



£ 

£ 

£ 

Premiums, less Returns and Reinsurance 

ist year 

2,500 

2,305 

2,400 


znd „ 

300 

430 



3rd „ 

40 



Salvages ....... 

. ibt „ 

SO 

40 

30 


znd „ 

50 

30 



3rd „ 

JO 



Taxed Income during year .... 

. ig-iu 

20 




ig*)! 

40 

25 



I9‘i2 

45 

30 

20 

Clainu ...... 

. . ist year 

500 

boo 

65 0 


znd ,, 

7 dd 

Boo 



3rd ,, 

250 



Expenses and Commissions 


45D 

360 

2OL 

Ke-insurance to dose 1950 . 


Z 7 D 



Other Balances — 

if 





Investments at Cost 

■ 3,675 

Debtors, less Creditors 

600 

Creditors, less Debtors 

. 450 

Cash at Bank .... 

. 420 

Capital Account, isl January, 1952 . 

. S70 
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Prepare Underwriting Accounts to 31st December, 1952, and 
.Balance Sheet on that date. There are no drawings. 

(For guidance to the reader the credit balances are printed in 

zlal'ics.) 


Underwriting Account 



Dr. 


Year 

1950 


Cr. 


1 £ 

£ 


£ 

£ 

ToCUims, 1950 

Soo 


By Premiums [less Reliiriis and 



Less Salvages . 

80 


Re-insurances) — 




420 


19S0 .... 

2,500 


„ Claims, igsi 

7oo 


195X .... 

300 


Less Salvages . 

50 


1952 .... 

40 



— 650 




2,840 

„ ClFums, 1952 

250 


„ T.axed Incoiiie (net) — 



Less Salvages . 

ID 


1950 .... 

20 



240 


1951 .... 

40 



— 

1,310 

1952 .... 

45 


„ Re-insurance of remaining 





1 05 

Claims .... 


270 






1,580 




,, Expenses and Commissions . 


450 




,, llalance: Net Profit to Bal- 






ance Sheet 


915 






£2.945 



£2.945 


Underwriting Account 

Dr, Year 1951 Cr. 



£ £ 

£ 


£ 

£ 

To Claims, ig^ji 

boo 


By Premiums Returns and 



Less Salvages . 

40 


Re-iusuraiices) — 




560 


I 95 J .... 

2,305 


,, Claims, 1952 

Boo 


1952 .... 

450 


Less Salvages . 

30 




2,755 


— 770 


„ T.ixcd Income (net) — 






J, 33 o 

195T . . . - 

25 


„ Expenses and Coimnissioiis 


560 

1952 .... 

3D 




— 



55 



1.890 




„ Balance, subject to future 






Claims .... 


920 






£2,810 







. 




Dr, 


Undfiiwriting Account 

Year 1952 Cr. 


To Claims, 1952 . 

Less Salvages] . 

" and Commissions 

.. Balance, subject to future 
Claims .... 

1 

1 c 0 

£ 

620 

2bo 

I, 54 D 

By Premiums (fess Ketums and 
Rq - insurances), 1952 
,, Taxed Income (net), 1952 

£ 

£ 

2,400 

20 



£2.420 



£2,420 

— 
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Balance Sheet, 31ST December, 1952 


L 

L 


i 

Creditors (^^55 Debtors) 

450 

Investments at cost 

3,675 

Capital Account — 


Debtors (iejs Creditors) 

600 

Balance, 1.1.52 . 870 


Bank ..... 

420 

Underwriting Account, 




1950: Net Profit . 915 





1,785 



Balance forward — 




1951 . . 920 




1952 .1,540 





2,460 




IaMs 


i 4,695 






Notes on Working. A quick rough Trial Balance can be prepared in a few 
minutes, thus — 



Dr. 

Cr. 


£ 

£ 

1950 column . 

. . 2,170 

3.°85 

1951 column . 

1,960 

2,88d 

1952 column . 

9 TD 

2,450 

Other Balances 

4,695 

Ij320 


;£ 9,735 

£9,735 


The Underwriting Account, which is a form of Profit and Loss Account, is 
treated on the usual lines. Premiums, etc., being the gains and Claims (against 
which are set off Salvages) the losses; but each year is kept "open" for three 
years, as a considerable length of time elapses before all the claims are finally 
disposed of. In the illustration the 1950 account is still in being (against 
which claims, though probably small, may yet come in), but in this instance 
the underwriter has re-insured against such loss, so that the balance of that 
year may be now considered as final profit; but 1951 and 1952 are still 
"open” in the sense that, as further claims are likely, the balances are in the 
nature of a "Fund” or "Reserve” available to meet them. 

At the end of 1953 there will be three Underwriting Accounts, i.e. 1951, 
1952, and 1953, and in all probability the former, as revised by 1953 Income 
and Claims, will be closed off, the underw'^riter re-insuring (as in the 1950 
account) his possible claims against the 1951 account. 

In the books the various accounts (Premiums, Claims, etc.) will be balanced 
off yearly and at the end of the third year finally written off. 

The principle of "Re-insurance” is analogous to that of a bookmaker w'hn, 
finding his book overloaded, that is to say, too much money on one horse, 
decides to "lay off” a proportion of his risk with a fellow bookmaker. 

Illustration. The Gothic Line insured their fleet of liners at Lloyd's 
for 250, 000 to cover the whole of 19. .. The rate was 6 per cent 
less brokerage 5 per cent, discount 10 per cent. 

During the year S. 5 . Rimini was damaged and a claim was 
agreed at £3,200: in addition S.S. Vvlturno valued at £15,000 was 
lost and the claim agreed at that figure. 

The brokers dealt with the claims (Collecting Commission i per 
cent). 

Journalize the appropriate entries in the insured's books to give 
effect to the above and show brokers' account. 



underwriters' accounts 1131 


J OURNAL 



Insurance Account . 

Td Lloyd's Brokers 


. Dr. 

£ 

13.575 

£ 

13.575 


Premium on £250,000 at 6 per cent, less brokerage 5%, ess 
discount id7o per the following computation — 

Payable 




Gross Premium 

Less 5 % Brokerage 


( £ 

15,000 15,000 

75 D 




Net Premium to Underwriter . 

£m. 25 p 




Out of which is allowed to Insured 
10% thereof .... 

. 1.425 






£1.1,575 




Lloyd’s Brokers ..... Dr. 

To Repairs Accininl ..... 
,, S.S. Volimno Acenunt .... 
Damage to S.S. Rimini and total los.s ol S.S. 
Volturno as claimed from underwriters. 

i 8 , 2 dd 

3,200 

15,000 


Collecting Commission 

To Lloyd's Brokers . 
Collecting Commission of i per 
claims re S.S. Rimini and S.S. 

. Dr. 

cent on settled 
Volturno. 

182 

182 

Dr. 

Lloyd’s Brokers 


Cr. 


To Cash 

„ Claim for Damage 
S.S. Rimini 
„ Claim for Total Loss 
S.S. Volturno 

£ 

13.575 

3,200 

15,000 

By Premium 
,, Collecting Commis- 
sion S.S. Rimini £^2 
S.S. Volturno 150 

„ Cash 

£ 

13.575 

i8z 

i 8 ,diB 



£31.775 



£31.775 








NDtes. (i) The CoUecting Cpmmission, which is a capital charge, should he written off. 

(ii) No figure is given for book value of S.S. ]'ulturnD, but after writing off Depreciation for portion 

of year to date of loss, the balance of Iosj (after crediting Claim) should be wntt^ off. 

(iii) The amount of insurance is virtually £11,000, less Rebate £1,425 due to insured after the 
underwriter has paid out of the £15,000 the £750 Brokerage, i.e. id per cent on the remainmg 
£14,250. 
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STOCK EXCHANGE TRANSACTIONS— INVESTMENT 
ACCOUNTS— AND VALUATION OF SHARES 

The problems arising out of Stock Exchange transactions may be 
dealt with in the following sequence — 

{a) Purchase and sale of investments. 

(6) Treatment of dividends and interest. 

(c) Brokers' Accounts. 

Purchase and Sale of Investments. Where investments are pur- 
chased on the Stock Exchange, it is the practice to charge the 
buyer with brokerage (based on a graduated scale), stamp duty, 
transfer duty, registration fee, and the cost of the contract stamp. 
There are often additional stamp duties in the case of a company 
incorporated abroad, e.g. South Africa. The only expenses to the 
seller are the brokerage and the contract stamp, both of which 
are payable on every Stock Exchange transaction, whether a 
purchase or a sale. In the case of a sale, the expenses (brokerage 
and contract stamp) are deducted from the proceeds of realization 
of the investment. 

Although the treatment and practice of the Stock Exchange is 
outside the scope of this book, the following observations are given 
so far as is necessary to enable the student to understand the 
calculations of Investment Accounts. 

The operations on the Stock Exchange are carried on by its 
members who are either dealers — who actually buy or sell invest- 
ments — or brokers, who merely act as intermediaries between the 
dealers and the public. 

The price quoted by a dealer to the broker is not a single, but a 
double price, the one at which he is prepared to buy and the other 
to sell, as upon an inquiry from the broker he is not aware whether 
the latter wishes to buy or sell for his client. The lower figure i 5 
obviously the dealer s buying price, the higher his selling price, the 
difference being the “turn." 

Job lines or odd lots (as the market terms them) are blocks of 
shares other than in round figures (such as 50 or 100). They are 
expensive to buy, and on sale are likely to fetch poor prices. 

^e investor, except in the case of certain classes of stocks, pays 
for his purchases and receives cash in respect of his sales at the 
end of the "Account." There are twenty-four Accounts to the year, 
most of them being of fortnightly duration, the remainder being 
of three weeks. 
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Extract from Minimum Scale dp Commissions (or Brokerage) 
British Government Securities; British Electricity. Gas,' 

Iron and Steel, and Transport Guaranteed Stocks ; 

Dominion, Colonial and Indian Government Securi- 
ties; London County Consolidated Stocks; County, 

Corporation, and Provincial Secunties (British, 

Dominion, or Colonial) ; Public Boards (G.B. and 
N.I.) Inscribed and Registered Stocks; Inter- 
national Bank for Reconstruction and Development 
Stock. 

Bank of Ireland Stock ; certain non-storlinfi; Dominion 

and Colonial Bearer Bonds; County, Corporation, 1 J per cent on Money, 
and Provincial Annuities. I 


Bonds to Bearer other than those 
included above 


negii,tErL-d Stocks quctccl per cent ] „ , Mniiev 

,, Debentures and Bonds J • ’ ■ 4 1 V 

In any case, the following minimum scale must be olwerved — 

I s. d. 

If purchase consideration /cij than ;^ 2 o . . .50 

If purchase consideration £20 or over and hss than ;^ido . 10 o 

If purchase consideration 00 or over . . . . i o o 

^ Subject to this minimum, on changing investments for the 
same principal during the same or next Account, a broker may 
reduce his commission to not lielow hdlf rate on the ijerond 
transaction. 

Shares or units of stock, registered or Bearer, other than certain Shares of 


U.S.A. and Canadian Companies — 

/ 5 . d. 

1 

5. 

d. 

5. d. 

Nut exceeding i 

0 





at disci e lion 

h'xcceding i 

0 

and not exiee 

ling 

T 

fi 

^ per share 

I 

(1 



2 

() 

1 or unit 

2 

6 



3 

b 

1 

3 

6 



5 

0 

1 ,, 

5 

0 

19 


TO 

0 


,, 10 

0 

9 9 >> 


T5 

D 

2 ^ 

M 15 

D 

9 9 9 9 

I 

0 

D 

3 

,, ID 

0 


1 

10 

0 

3? 

I 10 

0 

99 M 

2 

□ 

0 

4i 

,, 2 0 

0 


2 

in 

0 

b , , 

,, 2 ID 

D 

9 J 9 i 

3 

n 

0 

7 I 

,, 3 0 

0 

91 9# 

3 

10 

1) 

9 

.. 3 TO 

0 

9 9 9 9 

4 

□ 

0 

ID^ 

^ 0 

0 

II f 1 

5 

0 

n 

10 ,, 

50 

D 

99 19 

7 

TO 

0 

- T 3 

,, 7 ID 

D 

9 9 J 1 

ID 

0 

0 

16 

,1 loo 

□ 





^ per cent on Money 

^ During the War, there were no ''accounts,” 

all transactions being for Cash. 


£i or untler 

L5 

/to 
/20 

/50 

L75 

/too 

over /loi) 


nt discretion 

per cent on Stork 


on Muncv 


^ per rent on Stock 
up to ;£id,dod. 
i per cent on Stock in 
excess of ;^io,odd. 
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Contract Stamps. For any purchase or sale of securities carried 
out for the general public, a proper contract must be rendered by the 
broker doing the business. Such contract must be properly stamped. 
The scale of charges for contract stamps is as follows — 

Where the value of the securities dealt in is — 



£ 





£ 



£ 

5. 

d . 


5 

and doe.'i not exceed 

100 


. 


I 

D 

Exceeds 

loo 

1 1 




500 




2 

0 

Ji 

500 

if 




1,000 




4 

0 

if 

I, ODD 

■ J 




I, 5 DD 




6 

D 

If 

1,500 

11 




2,500 




8 

D 

99 

2,500 

II 




5, ODD 




12 

P 

JI 

5, ODD 

1 1 




7.500 




16 

D 

il 

7.5OD 

1 1 




ID. ODD 



. I 

0 

D 

1 

ID, ODD 

il 




12,500 



. I 

4 

0 

f I 

12,500 

II 




15,000 



. I 

8 

0 

f i 

15,000 

II 




17.500 



. I 

12 

0 

II 

17.500 

If 




20,000 



. 1 

16 

□ 

If 

20,000 

- 

- 

■ 


• 



. 2 

0 

0 


Table of 

Stamp 

Duties on Transfer 

Deeds 




CqiuI derail on not 





Considf ration not 






exceeding 





exceeding 






£ 



£ 

s. 

d . 

£ 



£ 

s. 

d 

5 




2 

0 

125 



2 

10 

0 

ID 




4 

0 

150 



• 3 

0 

D 

15 




6 

0 

175 



• 3 

10 

0 

20 




8 

0 

200 



• 4 

D 

0 

25 




10 

0 

22 “) 



• 4 

10 

0 » 

50 



I 

0 

0 

250 



• 5 

D 

D 

75 



I 

10 

0 

275 



. 5 

ID 

D 

loo 



. 2 

0 

D 

300 



. 6 

D 

0 


On the consideration exceeding ^300 the Stamp Duty is at the rate of £i 
for every further /5o or fractional part of £50. 


Transfer Duty on Nominal Consideration. In order that transfers 
may be accepted on nominal consideration which entitles the 
value to pass on a stamp of los., it is necessary that they shall fall 
strictly within the categories which enable them to be "adjudged 
duly stamped" by the Commissioners of Inland Revenue (see page 

785). 

Book-keeping Entries. If the question of interest and dividend 
be ignored, the entries in the books of the investor are : (i) debit 
Investment Account and credit broker with the total cost in case 
of a purchase ; ( 2 ) debit broker and credit Investment Account with 
the net proceeds in case of a sale. Where the investment has been 
sold there will be a debit balance in the Investment Account if a loss 
has been incurred, which will be transferred to Profit and Loss Account 
or reserve; in case of a profit, the entries will be reverse to the 
above. In case of partial sale, the profit or loss thereon will be trans- 
ferred in the manner to be indicated, and the balance of the invest- 
ment at cost brought down at the end of the accounting period. 
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DIVIDENDS AND INTEREST 

Difficulties arise, however, by reason of the fact that the buyer 
of an investment normally acquires the right to the next dividend, 
i.e. it is “cum dividend “ unless the investment is purchased “ex 
dividend,” so that in almost every case a part of the purchase price 
includes a portion of the accruing dividend. Hence, the dividend 
received after purchase is in reality not all income, but a part 
recoupment of the capital outlay, and a proportion should be 
credited to the cost of the investment. The same principle applies 
on a sale “ cum dividend.” In this case, part of the sale price is in 
jeality income. 

In order to overcome this difficulty the Investment Account is 
ruled with two columns on each side, one for capital and the other 
for income, and the following rules apply. 

(1) Upon a purchase cum dividend being made, that part of 
the purchase price which relates to the dividend accruing from the 
date of the last dividend (or in the case of companies from the date 
of the last accounting period) to the date of purchase is debited in 
the income column ; the balance in the capital column. 

(2) Upon a sale cum dividend, that part of the sale price which 
relates to the dividend accruing [as in (i) ] is credited in the income 
column ; the balance in the capital column. 

Illustration. X buys i,ooo per cent preference shares on 30th 
.April at 22s. cum dividend. Dividends are due on ist January and 
1st July. Ignoring expenses of purchase and income tax, show 
the Investment Account from 30th April until ist July. 



On purchase, 4 months' accruing dividend included in the price, 
i.e. four-sixths of £37 los., is debited in the income column. The 
net credit to income is £12 los. being the dividend for the two 
months, ist May to 30th June, i.e. two-sixths of £37 los. 

Conversely, in regard to sales, the whole proceeds are treated 
as capital, save for the dividend accruing for the period elapsing 
between the date of the last dividend and the date of sale. 

Illustration. Assuming that the shares in the previous illustration 
Were sold on 31st July at 20s. 6d. cum dividend, show the entries 
in the Investment Account relating to the sale. 
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Dr . Investment Cr. 



In the case of fixed income stocks the price goes ex dividend 
usually BEFORE the dividend date, and the price reduction conse^ 
quent upon the quotation being "ex“ and not "cum” is the full 
period's dividend. It is important to realize the significance of this 
because the proceeds due to capital are too small by the interest 
accruing during the period elapsing between the sale and the 
dividend date, whilst income will obtain the full period's income 
in spite of the sale of the security before the expiry of such period. 
Similarly, upon a purchase ex dividend the capital cost is too 
small and income will receive the first dividend at the expiry of 
the succeeding period, although the investment was purchased 
BEFORE the commencement of such period. 

In order to adjust the position arising out of the above the pro- 
cedure is as follows — 

(i) Upon a purchase ex dividend that part of the dividend 
which arises in the period elapsing between the date of purchase 
and that of the dividend is debited in the capital column and 
credited in the income column. 

(z) Upon a sale ex dividend, that part of the dividend which 
arises in the period elapsing between the date of the sale and that 
of the dividend is credited in the capital column and the balance in 
the income column. 

It should be noted that upon a sale ex dividend, the seller 
receives and retains the forthcoming dividend, the sale price having 
been reduced by such dividend. Further, the sale ex dividend is 
a sale "ex” the whole dividend, not merely the accruing dividend, 
hence the receipt by capital is too small, thus necessitating the 
above apportionment. ^ 

Illustration. X sells £1,000 6 per cent Government Stock at par. 
How will the seller and buyer respectively deal with the transaction ? 
Dividends are due on ist June and ist December. 

Suppose for simplicity the "true” value of the stock without 
dividend is always at par, then the price "cum dividend” would be 
(ignoring tax) — 


^ At the date of sale there is one month's dividcbnd included in the price, 
i.B. \ of £37 IDS. 
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On Dec. i . 

.. Jan. 1 

„ I'eb. I . 

,, March i . 

,, April I . 

,, May I . 

,, ,, 30 . (Just prior to the dividend.) 


i 

100 
IDoJ 

101 
lOli 
I 02 
102 ^ 
103 


On ist May or thereabouts the stock would be marked x.d. 
(i.e. ex dividend) and will therefore be reduced by the full half 
year's dividend of ^ £3, leaving the x.d. price at ggj. Suppose the 
holder sold on that date he would still receive his £102^, but in the 
form of sale price £99^ and dividend received a month later £3, 
whereas the true price is £100, and income accruing amounts to 
£2 los. In order, therefore, to make the accounts correct, upon the 
receipt of the dividend of £3, income column will be credited with 
£2 los. and capital column with los., bringing the total capital 
credit to £100, i.e. par, and leaving income with a credit of £2 los. 

The amount of los. is that part of the dividend arising in the 
period elapsing between the date of sale (ist May) and the due date 
of the dividend (ist June) i.e. one month on £100 at 6 per cent per 
annum. As the stock is sold, income is entitled only to five months' 
dividend (ist December to ist May) i.e. five months on £ioo at 
6 per cent per annum = £2 los., and as the apportionment of income 
is that sum, the accounts show the true state of affairs. 

Conversely, as regards the buyer, it is clear that the true purchase 
price is £100, therefore he could debit los. in the capital column 
and credit income column. 

On 1st December the buyer will have held the stock for seven 
months, so that the credit to income should amount to £3 los. This, 
in effect, is made up as follows : (a) the above los. transferred, and 
(b) the £3 received on 1st December in respect of the half-yearly 
dividend. In other words, the buyer entirely misses the dividend 
for the month of May, but his purchase price is reduced accord- 
ingly. It will be seen that the "marking down" unduly deflates 
the true price by the dividend due between the marking x.d. and 
the date on which the dividend is paid — in the above instance, one 
month. 

The accruing interest to be brought down where a sale x.d. has 
taken place is ascertained as follows — 

(1) Interest from the date of the last payment to the date of 
balancing the account on the part retained, and interest from the 
date of the last payment to the date of sale on the part sold ; or 

(2) Interest from the date of the last payment to the date of 
balancing the account on the part retained, plus interest from the 
date of the last payment to the date of the next payment on the 
part sold, less the interest from the date of sale to the date of the 
next payment on the part sold ; or 

^ For the present purpose income tax is ignored. 
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(3) Interest from the date of the last payment to the date of 
balancing the account on the part retained and the part sold ex 
dividend, less interest on the latter from the date of balancing the’ 
account back to the date of the sale ex dividend. 

Illustration. A buys £10,000 3 per cent Government Stock at 85 
on 5th October, 1952, and sells £6,000 at 84 on 28th March, 1953. 
Interest dates are 5th October, 5th January, 5th April, and 5th July. 
Accounts are to be made up to 31st March, 1953. Show Ledger 
Account in respect of the above, ignoring income tax, brokerage, etc. 
Applying method (i) above — 

[a) Interest to date of balancing the account on the part retained, 
i.e. £4,000 at 3 per cent per annum for 85 days. 

£ d. 

§5 X ^30 28 6 8 

Add one quarter’s Interest on ;^6 ,odo 
at 3% per annum . . . £45 

Less X £45 ... 4 

41 D O 


£69 6 8 


(6) Interest on £4,000 plus £6,000, i.e. £10,000 at 3 per cent per 
annum for 85 days. £ 5 d 

H X £75 7D 16 B 

Less Interest on £6,ooo at 3% per annum 


for 3 days, y. £^5 

I 

10 

0 



6 

8 

The balance retained is X £8,500 

. £3.400 

The loss on realization is — 




Cost of £G,ono, i.e. of £8,500 . 

.£5. TOO 



Less Sale .... 

- 5.D44 





£56 

The interest is as follows — 





£ 


d. 

On £id,dod from Oct. 6, 1952, to Jan 5, 1952 

\ ■ 75 

D 

D 

On £io,odo from Jan. 6, 1953, to March 28, 

195.3. 





. 68 

6 

8 

On £4,000 from March 29, 1953, to March 31, 

1953. 



A X /30 

I 

0 

0 


£144 

6 

8 


The same result is obtained by applying rules shown in paragraphs 
(2) and (3). 
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If the remaining stock is sold on 5th April, 1953, at 86, the account 
will be closed thus — > 


Dr. 


Government Stock 


Cr. 





Interest 

Capital 




Interest 

Capital 

1953 



£ 

j. 

d. 

£ 

s. 

d. 

1953 



£ 

5. 

d. 

£ 

r. 

d 

April z 

Td Balance . 

b/d 




3,400 

0 

D 

April 5 

By Interest on 









,, ProAt on 

b/d 

6g 

6 

B 

4 

0 

D 


£io, 0 od at 








3 









3%p.a.fDr 









Sale 





40 

0 

D 


quarter to 









„ Interest on 









date 


71 

0 

0 

4 

0 

□ 


Invest- 









,, Cash — Sale 









ments Ac- 









of £4,000 







■* 


count^ 


I 

13 

4 





Stock at 


















86. 





3.44» 

D 

0 




£n 

□ 

0 

£3,444 

0 

D 





0 

D 

£3,444 

0 

0 














— 






If part only is sold, say £1,000, the remaining balance would be 
brought down at ^ X £3.400 (or ^ X £8,500) = £2,550. 

Illustration. On ist June, 1952, Scarsdale Investment Trust, Ltd., 
held £10,000 6 per cent Queensmania Stock standing in the books at 
£9,560. Interest is payable on 31st July and 31st January. On 1st 
September, 1952, a further £5,000 of the stock was bought at 98 
cmn dividend and on ist January, 1953, a further £4,000 of the 
stock was bought at 97 x.d. 

On 31st March, 1953, £8,000 of the stock was sold at loi c.d., 
and on 15th Jime, 1953, £6,000 of the stock was bought at 99 J x.fl., 
and on 30th June, £2,000 of the stock was sold at 99J x.ii. Show 
the Investment Account for the period ending 30th June, 1953. 

Ignore Income Tax and Expenses. 


Ths amount to credit of Interest Account, £915 

£ 


is made up as follows — 


£ 5. d. 


iD.oDD— June I to Sept, i, 3 months at 6% p.a. 
i5,ooD — Sept. 1 to Jan. i, 4 mouths at 6% p.a. . 
i9,ooo — Jan. I to Mar. 31, 3 months at 6% p.a. . 
1 1, ODD — April I to June r5, 2J months at 6% p.a. 
* 17,000 — June 15 to June 30, i month at 6% p.a. 


150 o o 
30D D o 
285 O D 

137 ID O 
42 10 D 


^915 D O 


Where many investments are held, a schedule will be prepared 
showing the cost price and current price of each investment. Care 
must be exercised in the compilation of the current price because 
the market price, except where quoted x.d. will include the accrued 
and accruing dividend or interest. 

^ The above amount is Interest on £4,000 at 3 per cent per annum for 5 
days, i.e. ^ x £30. 

* £17,000 is the nominal amount of Stock held until the very last day of the 
period, when £2,000 was sold, leaving £15,000. 




Nominal Income | Capital I 1 1 Nominal 11 Inconw || Capi 



3 

Ti u . 

3 D aq 

H U +> »-l 
^ tn ^ Vi 

i “ 
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■ The adjustment is required as the transfer of £45 is for months to 31st July, whereas the period 
relates to ^ month to 3ath June, i.e. ^15 ...... ...... 
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Where there are several operations in one investment the average 
cost of the balance remaining is taken into account, the balance 
of the capital column being transferred as a profit or loss to Profit 
and Loss on Investment Account. 


The most cautious rule to adopt is — 

(1) To treat each transaction as a separate one in case of loss. 

(2) To treat the transactions as a whole in case of gain. 


Illustration. G. Ambler held the following investments on 


January, 19 . . — 

Cost 

£ 

d. 

Sold 

during Ytar 
for 

£ s. d. 

5% Japanese Bonds (1907) . 

70 

13 

D 

QD 12 D 

I DO Beautility Furniture Ordinary 

169 

8 

6 

221 4 D 

100 Bleachers’ Ordinary 

105 

3 

6 

113 14 0 

lOD Courtney Pope Ordinary 

115 

3 

6 


20 International Nickels 

iBo 

II 

0 


500 Black and Blue Ordinary 

139 

3 

6 

50 9 II 

During the year he purchased — 

2 0D Charterhouse Investment Ordinary . 

139 

3 

6 

(250 only) 

500 Amalgamated Bankets . 

94 

18 

D 



1st 


/ 


All the above are after dealing with Brokerage (as per Broker's 
Contract Notes). 

The object of the transactions was gain by way of appreciation. , 
Ignoring expenses and dividends, prepare Investments Trading 
Account. (See page 1143.) 


Brokers’ Accounts. The main entries in the broker’s books are — 
Upon a purchase for a client — 

(1) Debit Client with — 

(a) Cost of Security purchased, and 

(6) Brokers' Commission thereon; and 

Credit Dealer with [a) and Commission Account with (6). 

(2) Debit Client with — 

{a) Contract Stamp and Credit Contract Stamps Account; 

(b) Transfer Duty and Credit Transfer Stamps Account ; 

(c) Registration fee and credit cash. 

Upon a sale for a client — 

(i) Debit Dealer with — 

(a) Cost of Security sold, and Credit Commission Account with 
(&) Broker’s Commission thereon and credit client with the net 
excess of [a) over (6). 

In practice a Contract Journal will be employed for the entries 
for purchases and sales. 



Investments Trading Account 
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le of 5a (ist Sale) 70 Profit 12 8 3 ist Sale 70 Profit ml 

le of 5a (zad sale) 6a Profit 283 2ad Sale 60 Profit 14 16 6 [£6o— ,^4533 fid] 
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Illustration. A Broker carried out the following instructions for 
clients — 

From A. Purchase of zoo Taylor Woodrow Ordinary Shares at 14s. 6d. 
p, A. Purchase of 100 Brakpan Mines Shares at i6s. 

„ B. Sale of zoo Imperial Tobacco Ordinary Shares at 
p, C. Purchase of i.ooo Castleheld Rubber Shares at zs. 

Sale of 50D British Controlled Common Shares at izs. 


Contract Journal 


Date 

Name 

of 

Party 

Descriptiou 
of Security 

Price 

Name 

of 

Party 

Description 
of Security 

Com- 

mission 

V 





j. 

d. 

£ 

5 . 

d. 



£ 

s. 

d. 

£ 

I. 

i 


A 

2DO TaylorWood- 







Dealer 


I 

17 

6 

145 

D 

D 



row Ordinary . 


14 

6 

145 

17 

6 










A 

IDO Brakpans 


16 

□ 


5 

0 

Dealer 


1 

5 

D 

Bo 

D 

g 


Dealer 


5 

□ 

□ 

I,DOO 

0 

0 

B 

200 Immiial To- 

















bacco Ordinary . 

10 

□ 

□ 

990 

0 

0 


C 

1,000 Castle&eld 







Dealer 


2 

I 

B 

IDO 

D 

□ 



Rubber 


2 

0 

102 

1 

S 










Dealer 



12 

0 

300 

D 

0 

C 

500 British Con- 

















trolled Commn. . 

4 

13 

9 

295 

b 








£1.630 

_4 

2 



ill 

17 

11 

£1.610 

6 

J 







(I) 



i^) 


(3) 



fz) Each item debited to dealer or client. 

121 Total posted to credit of Commission Account. 
(3J Each Item credited to dealer or client. 


The registration fees, transfer duties and contract stamps may be 
incorporated in the Contract Journal but are often put through a 
Fees and Stamp Journal (debt to chent : credit to cash for Registra- 
tion fees and respective stamp accounts for Transfer Duties and 
Contract Stamps). 

In the case of a reinvestment order, i.e. a purchase and sale of a 
security (not being the same Stock or Share) through the same 
broker in the same account, the broker is permitted to charge a 
reduced commission, viz. one half on the transaction attracting the 
smaller consideration, or, if necessary, on part of the larger bargain. 

In the foregoing transaction the broker may charge a reduced 
commission viz. Jd. a share on 1,000 Castlefield Rubber Shares 
amounting to £i os. rod. instead of Jd. a share (but in no case may. 
the commission be less than the minimum of 5s., los., or £i men- 
tioned on page 1133). 

Illustration. The commission permissible on a reinvestment is 
shown at the top of page 1145. 

There will be entries in connection with collecting dividends for 
clients where securities have been purchased cum dividend and the 
dividend paid before registration of transfer; and collecting divi- 
dends from clients where in similar circumstances a client has sold 
securities ; costs of split transfers, etc., but these are straightforward 
and call for no special mention here. 
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£ 5 . d. 

£ 

s. 

d. 

Sale of jfi.ooo Government Stock at par 

. 1,000 

0 

0 

Less Commission — f % on Stock 

3 

15 

0 


£99^ 

5 

0 

Reinvested in — 




PurchEiSB of 6od Shares at zos. . 

600 

0 

0 

Add Commission a.t 3d. . .7100 




Less J Commission — Stock 




[i.e. ■ . I z b 

6 

7 

6 


^6d6 

7 

6 


If total accounts are employed, the normal subdivision of Bought 
and Sales Ledger wiU be impracticable as clients and dealers will 
be buyers and sellers so that the Ledgers will be subdivided into 
[a) Clients and (&) Dealers. 

Private Investment Accounts. Where a private individual has a 
number of investments (including property), accounts should be 
kept systematically. 

The special features of these accounts are — 

(1) Adequate accounting of investments and property, either as 
part of double entry or in memorandum with complete details of 
such investments, sales, purchases, income and expenses attribut- 
able to each, with a special column to record tax suffered or paid on 
assessments ; the latter will normally comprise Sch. A, Sch. D, Case 
VI for excess rents, etc.. Case III for Bank Deposit Interest and other 
untaxed Interest, Case IV for income from Foreign and Colonial 
Securities, e.g. Mortgages and Bonds and Case V for Foreign and 
Colonial possessions, e.g. foreign Bank Interest and Dividends. 

(2) If the properties are substantial a Rental Register or Ledger 
with full details as to tenants' names, addresses of properties, nature 
of letting, rents receivable, rents paid, arrears column, void column 
(for empty or damaged property), outgoings, etc., rates if landlord 
liable, chief rents, agent's commission, etc. 

(3) Profits and Losses on Sales (after deduction of legal costs of 
acquisition) are capital and not normal revenue profits and losses. 
(The cost of acquisition, e.g. brokerage, and stamp duty on Stocks 
and Shares will be debited to the cost of the asset.) 

(4) All income taxed at source should be raised to gross and deb- 
ited as a separate item to Revenue — conversely for tax deducted 
from charges of a Revenue nature, e.g. Chief Rents, Loan Interest, 
etc. (Bank and Brokers' Interest excepted, no tax being deductible). 
Alternatively, these tax adjustments may be debited or credited to 
Drawings, but it is considered preferable to record them in Revenue, 

that the tax charge can be readily seen. 

(5) As to depreciation, it is a matter of choice, so long as consis- 
tency is adopted. Generally speaking, it is preferable to record 
depreciation by means of a debit to Capital Account, and a credit 
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to a Depreciation Account, against which may be credited any 
future appreciation provided that the same account be used should , 
the appreciations exceed the Depreciation Account — in other words 
— if fluctuations are to be recorded they should be done year by 
year in one continuous account. [As the individual is considered 
an investor and not a speculator, the fluctuations in values should 
be regarded as affecting Capital.] 

Illustration. The following are the balances of Jones at 3i5t March, 
19 . . (details of properties beingshown in the schedule on page 1147) — 



Dr. 

Cr. 


£ 

£ 

Dividends and Interest received, including Untaxed Int. ;^8 d 


i,oBo 

Rents received (payable half-yearly, 3i5tMar. and 3DthSBpt.) 


463 

Chief Rents received ....... 


55 

Outgoings paid, including Tax assessed and paid 

242 

Broker re Purchase of Investments ..... 


850 

Depreciation Account, ist April, 19.. 


3,6od 

Capital, 1st April, 19.. . 


55.454 

Losses and Profits on realization of Investments 

S,ODO 

ifOOD 

Investments at cost (market value j^35,ido) 

37,000 


Properties at cost ........ 

9,000 


Receivable Chief Rents at cost ..... 

2,8od 


Rents accruing, net, at 1st April, 19. . 

45 


Chief Rents accruing, net, at ist April, 19. . 

15 


Cash at Bank — Deposit ....... 

4 i 5 DD 


Cash at Bank — Current ....... 

I, Boo 


Drawings ......... 

1,100 



/64,5d2 

£64.502 


Make provisions for net chief rents accruing £20 ; net rents 
accruing £70 ; outgoings £70 (repairs) . 

Prepare Investment Revenue Account for the year ended 31st 
March, 19. and Balance Sheet at that date. (The untaxed interest 
is the same as the previous year and no Income Tax is owing.) 
Take Income Tax at los. 


Investment Revenue Account 
FOR THE Year ended 31ST March, 19.. 


£ 

£ 

£ 


£ 

£ ' 

Td Outgoings an Properties 



By Dividends and Interest, net 

I,oOo 


(£242 + £70 - Uo - £57) 


Z15 

AdU Income Tax deducted . 

1,000 


„ Income Tax — ^Tax deducted : 





2,o00 

Dividends and Interest i,doo 



„ Interest receivable — Gross 


60 

Rents (Schedule A) 232 



„ Rents receivable — Net 

4BB 


Chief Rents 60 



[£463 + £70 - £45] 



— 

1,292 


Aid Income Tax deducted . 

232 


,, Income Tax — Tax paid : 





720 

Interest (Case 111 , Sch. D) 40 



,, Chief Rents — Net . 

60 


HKoess Rents (Case VI, 



[£55 + £20 -£15] 



Sch. D) . -57 



Add Income Tax deducted . 

60 


— 

97 




120 



1.3B9 




„ Surplus to Capital . 


1,316 






£2,920 



£2,92° 
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1 

Creditors — 

KepaiES .... 
broker .... 

£ 

70 

850 

£ 

920 

1,900 

Properties at Cost 

Investments at Cost 

Receivable Chief Rents at Cost 
Debtors for Rent — Net 

Debtors for Chief Rents 

Cash at Dank — 

Deposit . . . . . 

Current . . . . . 

£ 

£ 

9,000 
37,000 
3, Boo 

Depreciation Account^ at 
ist April, 19. . 

Less Transfer to Capital 

3,600 

1,700 

70 

30 

90 

Capital Account at xst Apr., ig . . 
Less Loss on Investments 

Sold .... B,ooo 
Less Profit on Investments 

Sold .... 3,000 

55.454 

4,500 
I, Boo 

6,300 

3,000 

Deduct Decrease on De- 
preciation Account . 1,700 

3,300 










A Surplus for Year .1,316 

Less Drawing .1,100 

52,154 

^ "W 






aMO 

52,370 










£ 

55,190 



55.190 





1 



Schedule df Rents and Income Tax 



Annual 

Rents 

G.A.V. 

Statutory 
Repairs | 
Allowance! 

Void 

Claim 

N.A.V. 

National 

G.A.V, 

(== Rents) 

111 

Notional 

N..\.V. 

Actual 

N.A.V. 

Excess 


£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

Property i . 

140 

130 

25 

— 

105 

140 

27 

113 

X05 

8 

p, 2 . 

100 

IDO 

20 

— 

Bo 

IDO 

20 

Bo 

Bo 

— 

3 ■ 

Go 

5 ° 

ID 

— 

40 

Go 

IZ 

4 B 

4 D 

B 

.. 4 ■ 

go 

Go 

12 

— 

48 

go 

iB 

72 

48 

34 

„ 5 ■ 

122 

go 

iB 

— 

72 

122 

23 

99 

7 * 

27 

„ b . 

28 

20 

5 

— 

15 

2B 

7 

zl 

15 

6 

7 . 

50 

32 

B 

— 

34 

50 

ID 

40 

24 

16 

8 . 

130 


20 

— 

6d 

130 

25 

105 

Bo 

25 

.. 9 . 

Empty 

60 

12 

48 

— 


— 

— 

— 



£720 

£642 

£130 

£48 

£464* 

£720 

£142 

£578 

Jfi 64 _ 

£114' 




^ £642 ^ 







If the accounting period ended otherwise than on 31st March, 
there would be provisions for taxation in respect of the properties, 
either accruing or having been paid by the tenants. The possibility 
of a maintenance claim in respect of the properties has been ignored. 

Assuming the above year was to 31st March, 1952 [actually the 
standard rate of Income Tax in that year was 9s. 6d.] any liability 
for Sur-tax for the year 1949-50 would have been paid on ist 
January, 1951. There would be a liability for Sur-tax for 1950-51 — 
assuming Jones’s income for that year exceeded £2,000; although 

^ Alternatively may be deducted from the assets. 

* Tax payable by tenants and deducted from next rents. 

* Tax ^57, assessable directly on landlord. 
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it would not become payable till 1st January, 1952, a provision 
therefor might have been made at ist April, 1951. The payment 
thereof on 1st January, 1952, would be debited to that provision. 

Likewise at 31st March, 1952, a provision would be required for 
1951-52. This liability would be based on the current income 
("grossed"' in the case of taxed income) except that the untaxed 
income would be based on the previous year (apart from the excep- 
tions arising in the "early" and "closing" years). 

As there is no change in the current year in respect of untaxed 
income the assessment for Sur-tax 1951-52 (payable ist January, 

1953) is— 


Taxed Dividends — gross current year’s incDme . z,ddo 

N.A.V. of Properties — current year’s income 464 

' Excess Rents of Properties — current year's income . 114 

Chief Rents — gross current year's income . 120 

Untaxed Interest — preceding year’s income So 




Liability for Sur-tax — 2,000 . 

500 at 2s. . 
278 at 2 S. 6d. 


I s. d. 

5000 
34 15 o 




15 D 


Private Accounts. Private Accounts are sometimes written up 
from a viewpoint of taking all Income less all Outgoings, so that 
personal expenses (including Tax) will be regarded as appertaining 
to the Income and Expenditure Account, leaving the balance as a 
surplus or deficiency for the year. 

The expenditure on Household might be further analysed, but it 
is probable that in most circumstances household personnel would 
not or could not keep reliable records of such expenditure. 

Illustration. X has the following private Trial Balance at 30th 


June, 19. . — 




£ ■ 

L 

Cash at Bank ...... 

1,700 


Household Expenses ..... 

500 


Other Expenses, Rates, etc. 

I5D 


Investments ...... 

6,520 


Business Account ..... 

6, Boo 

90D 

Investment Income ..... 


270 

Property (house in own occupation, N.A.V. £40) 

I, ODD 

Speculation Loan Account .... 

16,300 


Capital ....... 



Insurance Policies ... 

1,300 



£34.270 

£34.270, 
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The business account contains the following items — 


To Drawings 

£ 


£ 

goo 

By Capital 

6,80o 

,, Balance 

7.300 

£ 8,200 

„ Profit 

1,400 

£8,200 


The assets comprise Cash at Bank, £4,120; Fixtures, £ioo; Debtors, 
£3,400; and Creditors are £320. 


The Speculation Account represents the amounts advanced to 
provide a separate set of operations for speculation purposes, the 
yearly profits or losses on realizations being transferred to Invest- 
ment Reserve ; any dividends received on speculation holdings are 
to be applied against Bank Interest paid, the net balance thereof 
being transferred to Investment Reserve. 

Shares held at the close are taken into the Balance Sheet at cost. 

The Trial Balance at 30th June, 19. . is — 



£ 

£ 

Investments at Cost ....... 

Profit on Sales of Investments 

22,gBD 

i,8od 

Bank Interest Paid ....... 

60 

Bank Overdraft. ....... 


3,000 

X Private Account ....... 


16,300 

X Bank Account (for Dividends) ..... 

go 

Investment Reserve ....... 


2,700 

Dividends. ........ 


go 

Broker for Shares Sold ...... 

740 

£23.890 

£23.890 


Two per cent per annum is added each year to the Insurance 
policies. At the date of the above Trial Balance the balance in 
the books represents the accumulated premiums and interest to 
the end of the preceding year and the premium for the current 
year. 

Account has to be taken of the net annual value of the house X 
occupies, as representing "Rent.” 

There are no outstanding liabilities ; accrued dividends are ignored 
and Income Tax is to be ignored. 

Show — 

(i) Income and Expenditure Account for the year ended 

30th June, 19. . ; 

(ii) Private Balance Sheet at that date; and 

(iii) Combined Balance Sheet at that date. 
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Income and Expenditure Account for the Year 
ENDED 30TH June, ig.. 


To Household Expenses 

£ 

500 

By Business Profft 

£ 

1,400 

„ Other Expenses 

150 

„ Dividends 

180 

„ Rent per Contra 

40 

„ Rent per Contra . 

40 

„ Surplus 

956 

£iMf> 

1 

„ Interest on Insurance 
Policy 

26 


Balance Sheet as at 30TH June, 19. . 


£ 

£ 


£ 

Capital — 


Investments at Cost . 

6,520 

ist July, ig . . 3311*50 


Speculation Account. 

16.2ID 

Add Surplus 956 


Property at Cost 

I,DOO 


3 ‘ 1 . 05 ti 

Insurance Policies 

1,326 



Business Account 

7,300 



Cash at Bank . 

1,700 


^34.056 


;f 34 . 05 (i 


X Combined Balance Sheet as at 3dth June, ig. . 



Busi- 

ness 

Pri- 

vate 

Specu- 

lation 

Tot«il 


Busi- 

ness 

Pri- 

vate 

Specu- 

lation 

Total 


£ 

£ 

£ 

£ , 


£ 

£ 

£ 

£ 

Capital 


34,056 


34,056 

Investments 


6,520 

22,980 

29,500 

Investment Re- 





Speculation 


16, 210 



serve 



4,510 

4,510 

Property , 


IpDOD 


I,0[3D 






Insurances 


1,326 


i,3zb 

+£i,8do-|-£io] 





Busmess . 


7,300 



Creditors . 

320 



320 

Fixtures . 

IDD 



100 

Bank Overdraft 



3,000 


Debtors 

3,400 


740 

4,140 

Current Accounts 

7,300 


16,210 


Cash at Bank 

4,120 

1,700 


2,821) 


£ 7 , 6 zo 

£34,056 

£23,720 

£38,886 


£7,620 

£34.056 

£23,720 

£38,88^ 










* 


Notes, (i) The debit of £^0 (see Trial Balance) is transferred to the Loan, 
and the debit of £%u oflset against Dividends received and transferred to 
Investment Reserve. ^ 

(ii) As to whether the Bank overdraft can be set off against Cash at bank 
depends on circumstances. If it is an overdraft granted by a bank other 
than that (or those) in which X is in credit, it cannot be set off: otherwise 
it may be set off, subject to contrary agreement, and furthermore X could 
claim it to be part of one combined account for interest purposes. 

VALUATION OF SHARES 

One of the most perplexing problems that confront accountancy 
students is that of valuation of shares. The underlying principles 
are by no means difficult, but their application calls for a con- 
siderable knowledge of technical points. 

Shares, as the student will be fully aware, are of varying classes, 
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and the appellation ascribed thereto is by no means an unerring 
^ guide to their true nature. The types are usually classified into 
preference (or preferred), ordinary and deferred; but it is impossible 
to measure their true characteristics, qualities or defects unless 
detailed information is at hand which discloses to what extent the 
shares are covered in relation to capital and revenue, quite apart 
from voting rights and other important factors. A preference share, 
for instance, may be cumulative or non-cumulativc ; it may be a 
participating preference share, i.e. in addition to entitling the holder 
to the prior right to dividend at a fixed rate, it carries the right to 
participate further in the distributable profits of the company. 

Ordinary shares are usually distinguished from preference shares 
in that they carry no priorities as to dividends and/or capital, 
obtaining (subject of course to suitable allocations to reserves) the 
right to the remaining profits, when they are distributed. 

A detailed consideration of all the shades of difference between 
each class is impossible in this work; and attention will be given to 
the more usual significance involved in the terms employed. 

The necessity for a valuation arises, inUr alia, in the following 
circumstances. 

(1) For estate duty purposes. 

(2) For amalgamation and absorption schemes. 

(3) For the valuation of the assets of the Balance Sheet of Trust 
and Finance Companies. 

(4) For security margin purposes, c.g. where a bank lends money 
on the security of shares. 

(5) For the discharge of debts and liabilities, in exceptional cases. 

(6) For equilibrium purposes where it is necessary to avoid having 
too great a proportion of any one type of share. 

(7) For the valuation of a "Fixed" Trust unit. 

(8) Purchasing shares for control. 

In most instances the valuation will be readily ascertained from 
the published price where the securities are quoted or dealt in on the 
recognized Stock Exchanges. Where, however, the securities either — 
(fl) are rarely dealt in on the Stock Exchange, 

(&) are not quoted or dealt in at all, 
recourse must be had to the preparation of a valuation. 

In practice, an infinite number of technical points and market 
factors will affect the true valuation of shares, particularly as more 
than one factor may be operative at the same time. 

Income Basis. It is clear that the normal purpose of the contem- 
plated purchase is to provide for the buyer an annuity ; for his outlay 
he will expect a yearly income return, great or small, stable or fluc- 
tuating, but nevertheless some sort of return commensurate with 
tfhe price paid therefor. In other words, the investment is made, 
primarily at all events, with a view to providing a recurring income. 
Apart from the fact that he may cherish a hope that when the time 
arrives for selling he will be able to secure a profit, the purchaser's 
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object in making the purchase is to secure, as already stated, a recur- 
ring income ; he is prepared to risk fluctuation and even the possibility 
that in any one year (or even years) no income at all will be forth- 
coming ; but all the same he expects income, again hoping that it 
will as time goes on tend to increase rather than decrease. 

To the ordinary shareholder the benefits (sometimes illusory) of 
stability and comparative certainty supposed to be inherent in the 
preference share do not appeal. The same principle of valuation 
exists for both classes of shares — preference and ordinary — although 
the considerations affecting the yield required differ considerably. 

This fundamental point will now be stated and illustrated. , 

The value of a share is arrived at by taking the rate of annual 
return divided by the return expected and multiplied by the par or 
paid up amount of the share upon which the dividend is based, 
without taking into account any accruing dividend. This sounds a 
very forbidding calculation, but it is not such an alarming proposi- 
tion after all, as can now be seen. 

For simplicity, take three companies all paying 15 per cent divi- 
dend on their ordinary shares of £1, and all of the class whereby an 
investor expects (say) 6 per cent annual return on his outlay ; but 
the first company's shares are fully paid and the second and third 
I os. paid. The second company has adopted Table A, and the 
third company's articles state that dividends are payable on the 
nominal value. The share valuations would be — 


Company i 


IDS. 

od. 

Company 2 

15 ^ 

X los. = ^ 

5 s. 

od. 

Company 3 

2x£i 

lOS. 

od. 


The calculation in the case of the second company is based upon 
the paid up value by reason of the fact that Table A stipulates that 
dividends are payable on the paid up value of a share. The above 
prices, it will be seen, are sufficient to give the purchaser his expected 
6 per cent on the basis of a 15 per cent dividend. For example. 
Jones buys 1,000 shares in company number i costing £2,500. He 
therefore receives, assuming no change in the future, £150, which 
is 6 per cent on £2,500. 

The circumstances may be such that when the purchaser acquires 
his share the dividend has just become payable, so that shortly after 
the purchase he would receive his £150 by way of dividend (aJid thus 
a part return of his capital outlay). Hence, in these circumstances 
the price would be for 1,000 shares £2,500 plus £150 = £z,65&. 
When he receives his £150 dividend, the purchaser is left with a 
net cost of £2,500, being the true cost of his shares according to 
the facts indicated. 
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The position may be symbolized as follows — 

The estimated price of a share ex dividend is 
Yield ^ ^ 

X rJasic denominator of share. 


For example, a company has shares of 5s. each fully paid, the 
rate of dividend being 45 per cent and the expected yield 5^ per 
cent. The ex dividend price will be therefore — 

^ X 5S- = X 5 s. = (say) 

Before proceeding to the next and probably most difficult stage, 
it may be a matter of interest to know the calculation in the case of 
American Common Stocks where (as is usual) stocks are of no par 
value, so that dividends cannot be expressed in terms of a percen- 
tage, but in terms of dollars and/or cents. 

The symbolized calculation is — 

X Dividend in terms of dollars. 

Risk 


For example, Amplifiers, Inc. pay dividend annually and the 
yield expected is (say) 5 per cent. The estimated price ex dividend is 


100 



$8 = $160 


It will be clear that, inasmuch as there is^a yearly return of $8 
for an expenditure of $160, the expected yield is attained. 

So far it has been postulated that a share attracts a certain yield 
— the investor, that is, requires or expects a minimum yearly return 
from the investment he has made. This minimum yield is not a 
static figure ; it varies considerably at different times and is therefore 
a somewhat fluctuating, although extremely important factor. 
Despite this, its determination is founded upon certain fixed prin- 
ciples. It is clear, for example, that at any time — taking two extreme 
cases — the yield on British Government Securities will always be 
considerably less than that obtaining on a silver mine situated in 
Mexico. No expert knowledge of investments is necessary to indi- 
cate the overwhelming superiority of the quality of the former over 
the latter. What, then, are the determinants of 5deld? In other 
words, what determines the status of investments? 

There are four points of importance which require stressing in 
order to answer this question satisfactorily. The first is that yields 
generally vary directly with ruling rates of interest ; that is to say, 
that in times of cheap money — which predicate low rates of interest 
— yields will tend all round to be much less than in times of dear 
money — which predicate high rates of interest. The search for a 
yield more satisfactory than that obtaining in the case of, say, 
British Government Securities wiU tend to create a demand for 
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other investments, thus forcing up their prices and tending, therefore, 
to reduce the yield therefrom. 

The second is that temporary and transient features often tend 
to obscure true values. 

Many companies whose pre-war Standard for Excess Profits Tax 
was low, suffered severely through the incidence of this tax and 
with the abolition such companies benefit considerably. ^ Rumours 
favourable or adverse, periods of intense activity or extreme slug- 
gishness, market manipulations ; these and many more causes may, 
in a short term period, have the effect of creating a state of dis- 
equilibrium. 

The third is that many investments are priced at a figure bearing 
no relationship to yield, either being gambling counters, or excep- 
tional "bell wether" stocks (the well-known United States Steel 
Corporation is an excellent example of that type) or shares which 
offer alluring prospects for the future, although they may be making 
no profits or actually losing money, for example, gold mining com- 
panies and, more recently, companies with direct or indirect 
interests in Canadian oil. 

The fourth is that certain shares may be priced purely on the 
prospects of a liquidation value, that is, on the basis of what they 
are likely to return by way of capital, the question of yield not enter- 
ing into the question, except that if the process of liquidation is likely 
to be protracted, allowance must be made for the loss of dividend or 
interest the investor would otherwise receive. 

The following are tl^e chief factors affecting the yield required on 
ordinary shares — 

(1) The estimated annual return, having regard to the nature of 
the business, and the risk involved. This return requirement will 
itself be influenced by general market conditions and ruling rates 
of interest. It is a significant fact that the investor will pay more 
attention to dividends than to earnings so that, ceteris paribus two 
similar companies maybe paying the same dividends on greatly differ- 
ing earnings, yet the prices of the shares of each company will tend 
to approximate to each other (unless influenced by other factors) . 

(2) The trend of profits having regard to the capital required in 
the business. The mere size of profits earned without taking into 
account the real capital employed affords no guide in determining* 
yield. 

(3) Stability of earnings; the company with stable earnings as 
compared with the company whose earnings are highly fluctuating 
will command a superior status, other things being equal. In this 
connection it is important to remember that the management factor 
— involving the question of ability and integrity — is vital. Par- 
ticularly important is this factor in a small company as, to take one 
example only, unscrupulous directors might be able to alter the 

^ The gain is not wholly retained, as the released profit is subject to 
Income Tax at gs. in the £ and Profits Tax. 
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articles of association so as to increase their remuneration and there- 
, by bring down the amount of future profits. The latter point natur- 
ally leads to the next, namely, 

(4) Voting rights of members and the degree of power possessed 
by the executive. For instance, the latter may own more than 50 
per cent of the whole voting strength : even if less, it may effectively 
exert a decisive influence. 

(5) The reliability of profit, and Balance Sheet disclosure. The 
current Balance Sheet should be capable of being linked up with the 
preceding one, and the profit disclosed reconciled therewith. The 
-separation of abnormal from normal profits and losses, and the 
further classification of assets and liabilities, including provisions 
for taxation, etc., is important. 

(6) The prospects of a company may be sufficiently bright to 
induce an investor to remain content with a small yield. The pros- 
pects may take the form of an early resumption of dividends, capital- 
ization of reserves, or the possibility of the company requiring more 
capital and offering members the right of subscription on “bonus 
terms.” It is true that, unless future earnings increase, the value of 
the shares will tend proportionately to decrease; for instance, if 
the share capital was doubled, there being double the quantity of 
“share claims" on earnings, the price of the shares would tend to 
fall to approximately half that obtaining before the further issue 
was made. Despite this, the advantages arising from this procedure 
are sometimes very great (particularly to persons liable to Sur-tax 
who would be able to sell the bonus shares and thus escape Sur-tax, 
although the shareholder could sell part of his holding from time to 
time even if no bonus shares were issued) and may in practice more 
than compensate for a comparatively small formi yield. ^ 

Theoretically, if the company’s profits do not rise by reason of the 
further issue, there will be a loss to the investor. 

This may be illustrated simply as follows — 

A company pays 10 per cent annually, the yield being 5 per cent. 
The price of a £1 share fully paid will therefore be — 


10 


20s. = £2 X. d. 


The company decides to offer to its shareholders one share for two 
at £ 1 . As the company now has in issue three shares for every two 
(before the issue), unless the earnings rise, the dividends in future 
will be per cent only (f of 10 per cent) and therefore the price 
will be— . 

^ X 205. = £1 6s. 8d. X. d. 

5 ^ 

Therefore, the shareholder, assuming he took up the shares 


^ Many companies are now utilizing part of their reserves by issuing Pre- 
ference Shares instead of ordinaries, thus giving the Ordinary Shareholders such 
benefits as are possessed by the Preference Shares as to dividends and capital. 
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offered, will lose. This is clearly discernible by assuming that A has 
100 shares in the above imaginary company. Before the issue the 
value of his holding is — 

100 X £2 = £200 X. d. 

When he has taken up his further shares, namely, 50 at £1, he 
has 150 shares worth £1 6s. Bd. each, equals £200. Thus, despite 
having paid in to the company £50, he is receiving no more in the 
aggregate by way of dividends than he did prior to the issue, so 
that he incurs a loss on the transaction. But in practice it does not 
work out like that, because, given normal circumstances, it will 
generally be assumed that a company will be able to utilize profitably 
its extra capital. If, therefore, in future, the above company will 
be still able to maintain its 10 per cent rate, the value of the new 
shares will be £2, thus making the value of 150 shares £300. Hence 
the benefit attaching to the original 100 shares held before the further 
issue is £50. This can be seen as follows — 


lOD Shares 3 .t £2 . . . zdd 

Add Cost of 50 Shares at . 50 

250 

Profit ....... 50 

150 Shares at £2 . . £300 


There is thus a profit of £50 in terms of the original 100 shares; 
and the "rights" are worth £i per new share. 

(7) The financial position of the company will also influence 
yield, in that the investor must consider such questions as reserves, 
liquidity of capital, quantity of goodwill, wastage of assets, etc. 

(B) Technical market factors, for example, whether a share is 
cum div. or ex div., rates of exchange as affecting price of foreign 
shares, flight of capital, quantum of shares held, etc. 

(g) The latter point may be illustrated by reference to Short and 
another v. Treasury Commissioners where the question of the valua- 
tion of shares taken over by the Government was the subject of 
arbitration, the Treasury's valuation being 2gs. 3d. and the Arbi- 
trator's 41s. gd. The former was taken as being the fair price as it ♦ 
was that quoted on the Stock Exchange, the value being that, in 
the opinion of the Treasury, as between willing buyer and willing 
seller. The Stock Exchange price was considered by two shareholders 
as being a depressed price, whereas on a fair valuation the shares 
were considered to be worth 41s. gd. (as per the Arbitrator's view 
based upon fair earning capacity). The shareholders maintained 
that Stock Exchange values did not appraise the correct position. 

The court's decision was that whilst the Stock Exchange quota- 
tion was the best criterion normally, yet it was not conclusive and 
might be displaced by evidence affecting the value, the reasoning 
being — 
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"If an individual shareholder in a company owns such a number 
of shares in any company as gives him effective control of the 
company's affairs, it may well be that the value to be attributed to 
that holding upon a sale of it as a separate transaction is a figure 
greater than the sum arrived at by multiplying the number of his 
shares by the market value for the time being of a single share. 
In such a case a shareholder in question has got, and is able to sell, 
something more than a mere parcel of shares.” 

The two claimants, the court held, had not such a holding as 
confers an effective control of the company's affairs. In other words, 
the shares had no ” control ” value and the court dismissed the claim 
for the payment of 41s. gd. per share. 

(10) The nature of the capital structure, for example, the ratio of 
ordinary shares to preference shares. This ratio is of the greatest 
possible importance, as in a period of increasing prosperity a com- 
pany with comparatively few ordinary shares in relation to prefer- 
ence shares will be able to step up the dividends on its ordinaries 
in a very marked degree, and therefore such shares would tend to 
increase enormously in value under these circumstances. 

(11) The effect of death or sale of shares by any member with 
large and inffuential holding, particularly as regards continuity of 
management and contacts. 

(12) The fact that in non-quoted shares no free market exists. 

(13) General economic conditions. 

(14) Inauguration of Sinking Fund for redeeming redeemable 
preference shares, or continuing acquisitions of fixed assets secured 
by borrowing on Mortgage Debentures, necessitating increasing use 
of profits to build up Debenture Redemption Fund. 

(15) Political, financial and other external factors. 

Where a valuation of ordinary shares is required in the case of 
the death of a member of a private company, if the deceased held 
a controlling interest therein within five years of his or her death, 
such valuation would follow the somewhat involved procedure laid 
down by Sect. 55, Finance Act, 1940.^ The valuation would be 
made, not by reference to dividends, but total assets, otherwise the 
basis would be (following the general principles already discussed) — 

(1) The amount and stability of profits (averaged over a reasonably 
indicative period) adjusted to give effect to matters known or likely 
to affect future profits. 

(2) Dividends. 

(3) Reserve appropriations. 

(4) Capital — both as to amount and structure. 

^ Sect. 55, Finance Act, 1940, does not apply if the shares were actually 
dealt in on any recognized Stock Exchange within twelve months before the 
date of death. 

Sect. 47, Finance Act, 1946, amended the original period of three years to 
five years. 
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(5) Risk involved. Normal yield expected from shares of com- 
panies of a similar nature would be deducible from the shares of 
such companies quoted or dealt in on the Stock Exchange. 

(6) The utilization of the formula — 

dividends par (or paid up) 

yield amount of share. 


Obviously, even if the deceased had not a controlling interest, 
the effects (if any) of the death would require consideration. 
Normally the effect would be negligible unless the holding, without 
necessarily being controlling, were substantial. 

Equity or " Net Assets ” Basis. The procedure of arriving at the 
value of a share employed in the equity method is simply to estimate 
what the assets, less liabilities, are worth, i.e. the “net" assets — 
allowing for a probable loss or possible profit on book values — the 
balance being available for shareholders. Included in the liabilities 
may be debentures, debenture interest, expenses outstanding, and 
possibly preference dividends if the articles of association 
stipulate for payment of “arrears" in a winding up. 

If there is one class of share, say ordinary share capital, or even 
preference and ordinary share capital where the holders of the 
former have no priority as to capital, the balance available over 
the total number of shares will represent the value of such shares. 


Illustration. 


Balance Sheet 



L 


1 

Share Capital — 


Sundry Assets 

“il.ooo 

10,000 6% Preference Shares 


Discount on Debentures 

1,000 

of £i each fully paid 

10,000 

Preliminary Expenses 

3,000 

30,000 Ordinary Shares of 


Profit and Loss Account 

6,000 

£1 each fully paid 

30,000 




40,000 



General Reserve . 

2,000 



Debenture Redemption Fund 

3,000 



7% Debentures . 

5,000 



Depreciation Fund 

1,000 



Sundry Creditors. 

10,000 



L 

61,000 

L 

6i,doo' 


It may be assumed that the assets are worth their book value, 
that debenture interest for one year is owing, and that the dividends 
on the preference shares are two years in "arrear." Show the 
approximate valuation of the shares, ignoring tax. 

Solution. Find the "net" assets, and in so doing care must be 
exercised in dealing with reserves. The debenture redemption fund 
is not a liability, but a portion of the undistributed profits (or in 
this case a deduction from the loss) and exists as such in accord- 
ance with the terms of the debenture deed. 
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Although it is of no moment here, the student should be f amiliar 
with the two alterna.tive methods of arriving at "net” assets — 


(0) Assets ..... 
Less Liabilities — 7% Debentures 

Depreciation Fund 
Sundry Creditors 

Less Debenture Interest owing 
"Net” Assets 


(6) Share Capital 

Reserve .... 
Debenture Redemption Fund 


Less Profit and Loss Account . 
,, Discount on Debentures . 
,, Preliminary Expenses 


i L 

51 , ODD 

5,000 

1,000 

10.000 I 6 .DOO 

35.000 

350 

^34.650 

40.000 
z,ooo 
3,Doo 

45,000 

6,000 

1,000 

3,000 

IO,000 


35.000 

Less Debenture Interest owing . . 350 

"Net” Assets .... ;^34.^j5o 


If the preference shares are preferential as to capital they have 
the first “charge” on the assets, and as there are ample assets, they 
are fully covered. In the absence of further participation rights, 
they are worth jfi each. 

The “net” assets available for the ordinary shares are — 

L 

Balance as above ........ 34,650 

Less Preference Shares ...... lo.ooo 

"Net” Assets ...... ;^24,65o 


Hence, the ordinary shares are worth = i6s. 5d. to the 

nearest penny. 

Should the preference shares be on the same basis as the ordinary 
shares for capital repayment purposes (merely having the right to 
dividends only in priority to the ordinary shares) then the value of 
all the shares = = 17s. 4d. to the nearest penny. 

' If the “ arrears ” of dividends are to be repaid to the preference 
shareholders in a winding-up as well as capital in priority, then 
the valuations will appear as under — ^ 

"Net” Assets ........ 341^5° 

Of which the preference shareholders will take — 

Capita.1 ....... 10,000 

Plus Preference Dividends (z years at 6% per 

annum on ;£id, ODD, ignoring Income Tax) . 1,200 

11,200 

^£23.450 


Balaace to Ordinary Shareholders . 
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The preference shares, cum div., are therefore worth = 

£i 2s. 3d. each, and the ordinary shares are worth = 15s. yd, 

each. 

Lastly, if the “ arrears " of dividends are payable as in the preceding 
example, but without priority as to capit^, the result will be as 
follows — 


£ 

" Net " Assets ........ 34,65° 

Less Preference Dividend ...... 1,200 

£33,450 

The value of all the shares will be = l6s. gd., to which 

^ 40 ,DOO ^ ' 

will be added per share for dividend for preference share- 

holders = 25. 5d. 

Hence, preference shares are worth i6s. gd. + 2s. 5d.= igs. 2d. 

Ordinary shares are worth 165. gd. 

Even if the equity basis were adopted, there would be many 
subsidiary matters calling for consideration, e.g. the ratio of fixed 
and floating assets and their valuation ; the proportion of assets 
acquired at a period of high inflation ; the rate of profits earned and 
the consistency thereof ; the rate of development of the business ; 
the trend of profits in relation to capital requirements; the 
effect of events between the last Balance Sheet and the date of the 
required valuation. Further, in case of death or transfer, it should 
always be the subject of inquiry as to the effect, if any, upon the 
prospects and earning capacity, of the substitution of the new 
holder for the old, as even in large companies the personnel of the 
directorate counts very considerably. 

It need hardly be stressed that when a company is [a) known to be at 
the end of its life, or (6) likely to be taken over on an asset basis by 
another company, the valuation will be on the above-mentioned basis, 
even if quoted on the Stock Exchange, because the market value will 
naturally be based on the break-up basis. 

Illustration. Using the "'income” basis in the illustration on page 
1158, and assuming that 25 per cent dividend is payable, find the ^ 
probable approximate value which could be placed on the ordinary 
shares. 

It will be seen that no visible reserves exist, but there may be 
secret or undisclosed reserves; if none exist it would appear that 
dividends have been distributed fully in the past. This, together 
with the result for the current year (unless accounted for by special 
circumstances) may tend to require a slightly higher risk than would 
otherwise be the case. It is assumed that 8 per cent represents a fair 
return on the class of share in question. 

The valuation of the ordinary shares is = £3 2s. 6d. If the 
dividend has been declared (or the market is reasonably certain 
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that it will be declared shortly) the price will be £3 2s. 6d + 55. * 
,as= £3 7s. 6d. 

Assuming that 8 per cent is a fair return, the purchaser of 1,000 
of these shares cum div. would pay — 

I, ODD at £3 7s. 6d. . . . . . 3,375 

Less Dividend receivable . ’250 

Net Cost ..... £3,125 

His yearly dividend (assuming no change of circumstances) will 
be £250, i.e. 1,000 at 5s., hence he receives an annual return of £250 
for his net outlay of £3.125 which is exactly S per cent. 

General Illustration. Two companies, A and B, are assumed to 
be exactly on the same footing, not only as to assets, liabilities, 
and reserves, but also as to all other factors except that the 
arrangement of the share capital differs. 

The share capital of each company is £10,500 in fully paid shares of 
£i each, constituted as follows — 


A 

1 B 

iD.Doa 6% Preference Shares 

500 Ordinary Shares 

£ 

. 10,000 
500 

1,000 6% Preference Shareb 

9,500 Ordinary Shares 

£ 

. 1,000 

9.300 


The ordinary shares of the companies may be taken to represent 
a somewhat speculative industrial risk and the market yield is 
8 per cent. 

The companies' profits and distributions are: 1951. £1,960; and 

1952. £630. 

Estimate the approximate probable prices of the ordinary shares 
of the companies, ignoring all facts other than those stated above. 
The approximate probable prices are — 



A 


B 


igsi 

195-2 

19^1 

1952 


£ 

£ 

£ 

Profits .... 

1,960 

630 

I 960 

630 

„ Less 6% Preferenre Dividend 

600 

600 

Go 

60 

Available for Ordinary Shaics . 

£1.360 

£30 

£i.90u 

B 

Is. 

Dividends ..... 

^ 7 *% 

6% 


6% 

Price t* d ] 


£L = 15^ 

£V - £a los 

£3 - 15s. 







It will be seen that, although the profits are the same in both 
companies, the fluctuations in the prices of the ordinary shares are 
great. The company having the smaller proportion of ordinaiy 
or equity shares is A, and such shares will stand very high in 


^ 25 per cent of £i = 5s., ignoring tax. 
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relation to the ordinary or equity shares of the other company in a 
PROSPEROUS period and fall very steeply in a slump period. Hence . 
the “high geared “ equity shares (i.e. low in proportion to the 
preference shares) will rise rapidly in a period of prosperity and fall 
rapidly in a period of depression, as in (A), whilst “low geared" 
equity shares (i.e. high in proportion to the preference shares) will 
rise more slowly in a period of prosperity, and suffer a more gradual 
fall in a period of depression, as in (B) . 

Valuation of Preference Shares. The holder of preference shares 
seeks security as to capital (and with that in view he will be anxious 
to see that if a winding up ever arises the preference shares havu 
priority over ordinary shares) ; and secondly, security as to divi- 
dends, and from this angle the purchaser will be very much con- 
cerned with the rate of dividend payable as well as the question of 
whether the shares are cumulative or non-cumulative. The prefer- 
ence share is of a precarious nature as will be gathered from the 
following reasons — 

(1) They may be non-cumulative. 

(2) Even where they are cumulative, the preference shareholder 
is not guaranteed an assured annual return on his share. For that 
matter, nor is a debenture-holder, but the latter's interest does con- 
stitute a charge upon the profits, and is not merely an appropriation 
of them. 

(3) The amount represented by the yearly dividend is a maximum * 
return. 

(4) Even if the company has ample earnings, the valuation will 
be largely affected by ruling rates of interest. For instance, a 
purchaser of preference shares may be prepared to pay 30s. for a £1 
6 per cent preference share. Such a share will bring the holder, in 
ordinary circumstances, a return of 4 per cent per annum, but 
should rates of interest become harder, a preference share of the 
type that formerly yielded 4 per cent might be required to yield, 
say, 6 per cent, thus involving a decline in the share value to £1 or so. 
This possibility of a decline is not as remote as might appear at first 
sight, even in the highest grade companies, as recent events have 
shown. There is also the danger that preference shares purchased at^ 
a big premium might be repaid by the company to the holder at 
par — or even less — by reason of the company being wound up, and 
although, it should be observed, the Coal Nationalization Act 
sought to preserve the value of the preference shares of collieries 
by using the yardstick of dividends and not liquidation, stock 
exchange or repayment value, yet it has been judicially decided that 
the Directors may (and, indeed, ought to) pay off surplus Preference 
Capital, whether liquidation is contemplated or not (re Wilsons and 
Clyde Coal Co., and re Chatterley-Whitfield Collieries, Ltd.). 

Illustration. The following are the Balance Sheets of two well- 
established companies — 
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Balance Sheets 



H, Ltd. 

S. Ltd. 


H, Ltd. 

5 , Ltd. 


£ 

£ 


£ 

£ 

Issued Capital (all £i fully 



Freehold and Leasehold Pro- 



paid) — 



perties at Cost, less Db- 



5D,D[MJ 5^% Preference 



preciation 

67,200 

14,755 

Shares .... 

50,000 


Plant and Machinery at Cost, 

100,000 Ordinary Shares 
30,000 Ordiuary Shares 
Profit and Loss Account 

100,000 

30,000 

less Depreciation 

Fixtures, Furniture, and 

12,300 

3,711 

27.183 

3,280 

Fittings at Cost, less De- 



Creditors .... 

23,000 

8,250 

preciation 

3,400 

1,730 




Patents at Cost . 

8,000 




Debtors .... 

5,200 

7,388 




Stock .... 

54,358 

11,210 




Bank .... 

19.725 

2,736 




Shares in S, Ltd., at Cost 

30,000 


jf 2 DO,lB 3 

£41,530 


£200,183 

£41.530 








The preference shares are cumulative, non-participating, with 
priority as to repayment in a winding up. The capitals have re- 
mained unchanged throughout the history of the companies and 
ample depreciation has been written off assets, including leaseholds. 

S, Ltd. is a subsidiary company of H, Ltd., which owns the whoh 
of the Share Capital. 

The profits (excluding dividends received by H, Ltd. from its 


holding in S, 

Ltd.) 

were — 


H, Ltd. 

5 , Ltd 



L 

£ 

1946 


. 14,200 

3 . 7 DD 

1947 


. 12,700 

4 , 2 DD 

1948 


. . . 18, IDO 

l,Boo 

1949 


. II, ODD 

I, 4 DD 

1950 


. 26,000 

3.700 

1951 


. 23,000 

5, God 

1952 


. 28,000 

6,900 



;^I33,D0D 

;fz7,3DD 



Average = 9,000 Average 

= ;i 3.900 


A similar company's ordinary shares quoted on the Stock Ex- 
change are round about par, its latest dividend being 6 per cent. 
The same company's 6 per cent preference shares are quoted at 
£1 4s. (This company may be assumed to be fairly comparable 
with H, Ltd. and S, Ltd.) 

You are asked in 1953 to give your view as to the fair value of the 
shares of H, Ltd. and S, Ltd., as the directors contemplate receiving 
an offer for the purchase of such shares from a rival company. 
[Ignore Tax and the effect of E.P.L. on profits.] 

The preference shares will be dealt with first. 

The combined average profits for the seven years are sufficient to 
pay the preference dividend over eight times, and in the worst year, 
namely, 1949, the profits covered the preference dividends over 
four times. 



ii64 


ACCOUNTANCY 


The preference capital is covered by the combined net assets of 
the companies more than three and a half times. The net liquid 
assets of the companies are more than sufficient to cover the prefer- 
ence capital. 

As the yield on a preference share of this type appears to be 
about 5 per cent, the approximate value of the preference shares is — 


54 

5 


X £i = £i 2s. ex div. 


As to the ordinary shares — 

The combined average annual profits available for the ordinary* 


shareholders are — 

£ 

Holding Company. ....... 19,000 

Less Preference Dividend ...... ^, 75 ^ 


16,250 

Subsidiary Company ....... 3,900 


20,150 

of which, say, 40%^ is a fair allocation to Reserve, say . 8,150 


Available for Dividend on Ordinary Shares of 12% . . ;^i2,ooo 


As normally the expected yield on ordinary shares of a similar 
company is 6 per cent, the valuation of the ordinary shares of the 
company under inquiry is — 

^ X £1 = £2 3. share, ex div. 

The following procedure will be a further lest of the valuation — 

The capitalized value of the ordinar}^ shares is — 

TOO ^ - 

X £12,000 = £200,000 

= £23 share, ex div. 


The net tangible assets of the company are — 


Holding Company. 
Less Creditors . 


23,000 


Subsidiary Company 
Less Creditors 


41.530 

8,250 


£ 


147.183 


33.280 


£180,463 


^ A company is expected to allocate a substantial proportion of its profits to 
reserve nowadays. In practice, the amount would be affected by the charge 
for taxation. 
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Valuation of Preference Shares — £ 

50.000 X 23. ■ . 55,000 

Valuation of Ordinary Shares — 

100.000 X ;^2 ........ 200,000 


255,000 

Net tangible Assets ....... 180,463 


Excess, being estimated Goodwill ..... ;£74,537 


The number of years' purchase of average profits of the two 
companies is — 


74.537 

22, goo 


= say 3*25 years. 


From the dividend aspect, the stability of dividend cover is the 
vital criterion. Such cover must be measured by reference, not only 
to an average, but to the company’s most disastrous year. This is so, 
even if the preference shares are cumulative, and the more so if non- 
cumulative. The sole point of difference between them is that, in 
the case of the former, they will be entitled to receive the "arrears" 
before the ordinary shares are restored to the dividend list. The 
preference shareholder can only rely upon the results in any one 
year, because a surplus of a year's trading is general!} available for 
the ordinary shareholders, and it is no answer that prudent directors 
will (or should) set aside a portion of a year's earnings to reserve. 

In short, neither the normal nor abnormal years form the true 
guide, but the subnormal years. Violent fluctuations, though tend- 
ing to maintain average, make it thoroughly unreliable as a measur- 
ing rod for stability. 

Illustration. Steadfast, Ltd., and Erratic, Ltd., are two com- 
panies, each having a 6 per cent Preference Share Capital of £50,000 
in fully-paid £i shares. [Thus the preference dividend required is 
£3,000 per annum.] The following table shows the earnings and 
cover for the last six years. 


Steadfast, Ltd. Erratic, Ltd. 


Year 

Net 

Earaings 

Times 

Covered 

Deviation 

from 

Average 

Net 

Earnings 

Times 

Covered 

Deviation 

from 

Average 


£ 



£ 


26-00 

>947 . 

+ 15,00a 

5 -DO 

■DO 

+ 93,000 

31-00 

194H 

+ Z4,lDn 

4-7° 

■30 

-1- 24,000 
- 4,500 

8-00 

3-D0 

>94>J 

-i- 16,500 

5-5° 

■50 

- 150 

6-50 


+ >4,250 

4-75 

■25 

- Z 7 ,ODO 

- 900 

14-Da 

1951 . 

+ 15,750 

5-25 

■25 

- 10,500 

- 3-60 

8-50 

>952 . 

-t- 14,400 

4-80 

■zo 

+ 15,000 

5-00 

-DO 


£90,000 

(b) 3D-oa 

(a) 1-50 

£qO,DtKl 

(b) 30-OD 

(a) 5 8- DO 









Average annual deviation J . - (c) -25 (c) 9*67 

Average cover J . . . . (rf) 5-00 (d) 5’DO 

Coefificient of dispersion J ‘PS i '93 
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It will be seen that the coefficient of dispersion in Steadfast, Ltd., 
is comparatively very small, and signifies a far greater degree of^ 
uniformity and stability than is the case of Erratic, Ltd. 

The degree of stability of dividends will indicate the measure of 
risk attached to a preference share; and subject thereto, its value 
will tend to be in inverse ratio to the ruling rate of interest. 
For example, a 6 per cent £i fully-paid preference share, adequately 
covered, may be priced to yield, say, 4 per cent. The price may, 
therefore, be expected to be around 30s. = X 20s.) but as 
interest rates increase, so will the required yield, and hence the 
price will decrease in ratio. As with ordinary shares, the pre- 
ference share yield will be greater in the case of a speculative com- 
pany than in the case of a sounder concern ; but so far as the pre- 
ference share is concerned, not only the nature of the company's 
activities, but also the degree of stability must be taken into account. 

In interpreting the coefficient of dispersion, it is necessary to 
inquire into special factors, e.g. differing stages of development, 
whilst the longer the period employed for comparison, the more 
reliable, in the absence of special factors, will be the deduction. 

When dealing with cover, it is essential to bear in mind that the 
amount required to pay the dividend on prior preference shares 
must be deducted from the net earnings in gauging the cover for 
the junior preference shares; whilst the "gearing" principle (as 
shown on page 1161) is applicable. 

Illustration. A company has three classes of preference shares — - 
1st, 2nd, and 3rd — requiring a yearly dividend of 1,000, 3^3,000, 
and £1,500 respectively. Assuming the company's yearly profit to 
be £6,000, show the cover of each class of preference share. 


Share 

Balance 

of 

Profits 

Required 

for 

Dividend 

Times 

Covered 

Balance 


£ 

L 


£ 

1 st Preference 

6,000 

1,000 

6 

(fl) 5,000 

znd Preference . 

(a) 5,000 

3,000 

If 

( 6 ) 2.000 

3 rd Preference . 

Available for Oi dinary Share- 
holders . . . . 

(t) 2M0 

(c) 500 

i,5D0 

If 

(c) 500 


Finally, even where the preference dividend is amply covered, 
as to both earnings and stability, the preference shareholder is 
usually precluded by the Articles of the company from receiving 
more than the nominal value of the share in a winding up; so 
that, theoretically at all events, a preference shareholder may lose 
the premium paid for the share in the event of the liquidation of 
the company. 

Sale of Bonus Shares. There will be no profit on the sale of 
bonus shares until the holder has received therefor an amount 
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exceeding the proportion of the original net cost as represented by 
the subjoined formula — 


Bonus shares 

Old shares + bonus shares 


X 


Net cost of old shares. 


Illustration. A purchased 18,000 shares at £2 5s. each cum divi- 
dend, and received (i) a cash dividend of 7s. a share and (2) a bonus 
share dividend of "one for three." Write up the Ledger Accoimt 
relating to the treatment of the bonus shares, assuming that they 
were sold at £1 8s. 6d. a share. Ignore tax and expenses. 


Dr . Shares in Ltd. Cr . 




Nominal 

Price 

£ 



N ominal 

Price 

£ 

To Purchase . 
,, llanus 
Share 
Dividend 


iB,ooo 

6,ooo 

r. d. 
*38 0 

34,200 

By Sale 
,, Balance. 

c/d 

6,000 

iB,doo 

j. d. 
2B 6 
2B 6 

8,550 

25.650 



24,000 


£34,-200 



24,000 


£34,200 

To Balance 

b/d 

lH,oao 

2B 6 

25.650 







The amount of £8,550 is — 

Bonus shares (6,000) 

Old shares (18,000) + bonus shares (6,000) 

i.e. i X i 34 r 2 oo = £ 8 , 55 ° 

As the sale price of three-quarters of the original cost price of the 
shares [viz. f x 38s.] is z8s. 6d., the investor has neither profit nor 
loss, for he has his original number of shares worth £25,650 and 
cash £8,550, amounting to £34,200, being the net cost of his original 
holding. 

Sale of Bonus Rights. Where a company increases its issued 
share capital, giving the shareholders the right to apply for the new 
shares in a fixed proportion, many shareholders do not wish to 
increase their holdings and prefer to sell the "rights" for cash. 

The approximate value of such "rights" is arrived at as follows — 

[а) Add to the market price of the old shares the cost of the new 
shares. 

(б) Divide the result obtained in [a) by the total number of shares 
now held. 

(c) Deduct the result obtained in (&) from the market or cum 
bonus quotations, giving the approximate value of the "right." 

Illustration. A company whose shares stand at 28s. cum bonus 
offers shareholders the right to apply for two new shares at 21s. 
each for every five held. Show the approximate value of the "right." 

^ Cost 45s., less dividend 7s. 
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S. 

(a) Old shareholding - 5 X zBs. =» 140 

New shareholding . 2 x 21s. = 42 

7 182 

(b) 1B25. divided by 7 . . . . .26 

(c) Market value 285., less 26s. is the approximate value of 

the "right" ........ 2 


Alternatively, the calculation is as follows — 

I^ew shares 

; X (cum bonus price minus new issue price to shareholders) 

Total shares ' 

i.e. ^ X (zBs. - 21S.) = 2s. 


Published Accounts. Study of published accounts of limited 
companies shows that the degree of disclosure of the less enlightened 
is that dictated by legal compulsions; and there is a marked 
reluctance to discard the reticent attitude of former years. 

With the moral persuasion of the Institute of Chartered Account- 
ants and the Society of Incorporated Accountants and the further 
legal requirements of the Companies Act, 1948, much progress has 
been made to give the shareholders much fuller and better arranged 
information concerning the results of companies* operations and 
financial state. 

The chief omissions are (or have been) — 

(1) Obscurity of remuneration of directors, particularly where" 
arising from Subsidiaries of a Holding Company. 

(2) Failure to give profit figures before taxation. 

(3) Even where profit is given before taxation, failure to differ- 
entiate between the types of tax, or disclose the basis of the tax charge. 

(4) Failure to show provisions for depreciation and/or diminu- 
tion of assets. 

(5) Inclusion of undistributed reserves amongst creditors. 

(6) Failure to show in the accounts of Holding Companies the 
amounts of dividends received from Subsidiary Companies. 

(7) Inclusion of Stock without stating the basis of valuation. 

General Observations on Asset Values. Where assets carry income 
or appreciate in value by effluxion of time, there will generally 
a short term equilibrium based on demand and supply within the 
bounds marked out by the marginal seller and buyer, the main 
factors being the assured continuity of the asset and ruling rates 
of interest, as expressed in the present worth, being the discounted 
price of the future earnings, whether identifiable periodically (e.g. 
annually) or being identified in the increment of value at the end 
of the stipulated period. Strictly in the latter, the present worth is 
that sum of money now laid out, together with any interim pay- 
ments, which will accumulate at a given rate per cent to a specific 
sum. Where the earnings are identifiable, regard will have to be 
taken of any loss in value at a future date, e.g. a fixed interest 
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security now standing at a premium of 4 per cent (£104 for £100 
Stock), but liable to be repaid at par at a fixed future date. 

Illustration. 

Asset Basis of Valuation 

Reversionary Interest . Present worth of amount at which it 

will fall into possession [i.e. death of 
life tenant], based on expectation 
of life. 

Life Policy ..... Present worth of the amount payable 

at maturity, having regard to 
annual premiums payable and 
expectation of life assured — the 
risk involved being greater than a 
policy falling in at a fixed date 
[e.g. Amortization Policy]. 

Ground Rents .... Number of years' purchase of the 

annual sum payable, e.g. if the 
ruling rate was 4 per cent, the 
number of years would be 
= 25 years. 

Where there is not a stable earnings factor, the emphasis on 
future earnings^ is more marked and generally much more difficult, 
the past results often being of little consequence, e.g. — 

(а) In the valuation of shares, the imposition of E.P.L. and the 
incidence of Profits Tax (and any change thereof) may alter 
materially the amount of distributable profits (see page 1170). 

(б) Patents in respect of, say, Steam Locomotives might carry 
much less value than for Diesel Locomotives. 

(c) A copyright on a book on War Damage Contributions or 
E.P.T. or the Companies Act, 1929, would be worthless eventually. 

Various methods have been taken in recent nationalization 
compensations, e.g. giving of securities with equal yields, or based 
on Stock Exchange values, or giving securities of the same nominal 
value as the compensation value. 

The gearing of the preference and ordinary shares is important 
in ascertaining the effects of the Profits Tax. 

Illustration. For the year to 31st December, 19531 two companies 
each had profits of £10,000 before taxation. Their capitals were — 



A 

B 

Issued Share Capital (all £1 fully paid) — 

£ 

£ 

4% Preference . . . . . 

50,000 

— 

G% Preference . . . . . 

— 

100,000 

Ordinary ...... 

150,000 

100,000 


;f 200 ,DDO 

£2.00,000 


^ In any case, although investors pay due regard to the present and future 
warnings position, they are influenced more by the present and future dividend 
position, so that where two companies have similar capitalization and divi- 
dend rates, they will be likely to command a similar price, although the 
earnings of one of these companies may exceed greatly that of the other. 
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Assuming that the whole profit (after providing for taxation) is 
distributed, show the decrease in ordinary dividend as a result of 
the incidence of Profits Tax of 22^ per cent (with relief of 20 per 
cent for undistributed profit). No adjustments are required to the 
profit for the purpose of the tax computations. Take Income Tax 
at gs. in the £. There is no liability to E.P.L. 



WtthotU 
Profits Tax 

With 

Profits Tax 

Without 
Profits Tat 

With 

Profits Tax 


£ £ 

£ £ 

£ £ 

£ £ 

Trading Profit 

Jo, 000 

10,000 

10,000 

IO,OOD 

Less Profits Tax 


1.650 


1,650 



ti .350 


B.I50 

Income Tax . 

4 t 5 oo 

4,500 

4,500 

4,500 

Available for Dividends 

£‘i.Soo 

£i,H 5 d 


£i.B 5 d 

Preference Dividend 

2,000 

2,000 

6,000 

6,000 

Less Income Tax 

goo 

9D0 

if, 700 

2,700 




JiJOO 

3,300 

Ordinary Dividend 

8,000 

5,000 

4,000 

1,000 

Less Income Tax 

3,600 

2,250 

1,800 

450 


4,400 

2 , 7 lO 

2,200 

550 


£ 5,^00 


£5.500 

_£ 5 ,H 5 c^ 


The Income Tax liability remains at gs. in the £ on 0,000 in 
each case and, since Profits Tax is no longer a charge against profits 
for income tax purposes, cannot be recouped out of the dividends pay- 
able to the shareholders. The Income Tax liability normally arises 
in the following year, but the usual procedure is to provide against 
the current profit the Income Tax liability thereon, notwithstanding 
that the "legal" liability will not arise until the following year. 

The Profits Tax liability of £1,650 is 2^ per cent of £10,000 plus 
20 per cent of £7,000, or 22^ per cent of the total profit of £10,000 
less relief for non-distributed profit of 2J per cent of £3,000. 

The reductions as a result of the incidence of Profits Tax are — 



A 

Share Value 
on a 

5% Basis 

B 

Share Value 
on a 

5 % flam 



5. d. 


s. d. 

Ordinary Dividend 





{without Profits Tax) 

£8,000 = 5 ’J 5 % 

21 4 

£4,000 = 4% 

j6 0 

Ordinary Dividend 





(with Profits Tax) . 

/5,00D = 3 31% 

n 4 

£i,ODD = 1% 

4 0 


Hs 


I 2 S. 


Percentage reduction 

T ^ *0® 

21 s. 4 d. 


—r- X loo 
iGs. 

75 % 


The decrease in gross ordinary dividend is equal to the amount 


of profits tax grossed up at gs., i.e. — x £1,650 = £3,000. 

From the gross profits of £10,000 there must first be deducted 
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income tax at 9s. and profits tax at 2^ per cent, leaving 52^ per cent 
of the profits, or £5»25o, available for net dividends and additional 
‘profits tax thereon at 20 per cent of the gross amount. The amount 
available for net dividends (D) may be found by the following 
formula — 

D -h ^20% of ^ O j = £5,^50 
^ D = £^,250 

^ = £3^ 

Statistical Cards. In connection with the question of profits earned and 
retained, it is the invariable practice to show on the statistical cards (published 
by firms specializing in this class of work) the average of priority of each class of 
shareholder, so that at a glance it can be seen whether the dividend is well 
protected or is marginal. 

Some cards modify this procedure by taking the profit hefurz providing for 
interest on prior charges and show the information as in the preceding para- 
graph, except that the prior charges are shown as a disposition of the profit. 

The procedure is to take the profit as a unit of 100 and reduce the prior 
charges (where the method is adopted as shown in the preceding paragraph), 
dividends on each class of share, allocation to reserve, and balance forward 
as part of such unit of 100 of profit, showing how much thereof is used for 
the respective items. 

Illustration. A company (before providing for its Debenture Interest) 
earns for the 3'^ear ^^20,000, and pays Debenture Interest, £^,dod\ Preference 
Dividend, /6,ooo ; Ordinary Dividend, £^,ood ; allocation to Reserve, ^4,000 ; 
and increase of carry forward by £ 2 ,v 3 dd. 

Show the disposition in terms of percentage of profit. 

Debenture Preference Ordinary Carry 

Interest Dividend Dividend Reserve Forward 

/□ /□ /D /□ /D 

0-15 1^45 4^70 71-90 91-100 



CHAPTER XXVIII 
ASSURANCE ACCOUNTS 

Introduction. The business of an insurance company consists of 
carrying risks on behalf of its clients in consideration of monetary 
reward. The risks which can be insured against are innumerable, 
but, in so far as concerns the student of accountancy, the chief 
forms of insurance are life, fire and marine risks, and loss of profits. 

In the main, the principles of ordinary book-keeping apply to 
insurance accounts, the premiums received being the equivalent of 
sales and the claims the equivalent of purchases. 

There are a few peculiar features concerned with life insurance 
(or assurance, as it is more frequently termed). The law provides 
that at least every five years a valuation must be made by an actuary, 
the prime purpose of which is to ascertain the liability in respect of 
UNMATURED risks. The life assurance company (over the five years) 
treats the excess of premiums received over claims and expenses 
as potential profit. Before this balance can be considered as final 
profit, it is essential to take into account the estimated liability in 
respect of policies in being (as well as of annuities, which will be 
dealt with later), the balance only being treated as distributable 
profit. ■> 

There are several terms employed in life assurance accounts 
which it is necessary to comprehend thoroughly before the entries 
relating to them can be recorded in an intelligent manner. 

(I) Premiums and Claims, Consideration for Annuities Granted, 
and Annuities. In order to appreciate the meaning of these expres- 
sions the fact must be grasped that the two principal functions of 
a life office are converse in their operation. 

[a) Life Policies — 

In the first place, a company may agree to pay a lump sum in the 
event of death, or other contingencies, or after the expiration of a 
number of years. In the meantime the client pays a sum of money 
EACH year (or other agreed period) and, other things being equal/- 
the older the person effecting this land of insurance, the higher the 
premiums (i.e. periodic payments) owing to shorter expectation of life. 
(Actually, the sex of the client is also important, the expectation of 
life of a female being slightly higher than that of a male.) 

(&) Annuities — 

In the second place, a client, having no dependants for whom he 
wishes to provide, may desire to secure a fixed income each year, 
and is prepared to sacnfice his capital in order to enjoy this security. 
It may be mentioned here that such yearly payment, which is 
described as an annuity, is greater than the return obtained from 
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the same capital invested in gilt-edged stock. The process is the 
reverse to that of issuing a policy. Under a policy the company 
i-eceives periodic payments in return for an agreement to pay a 
LUMP sum at the later date; whilst under an arrangement for an 
annuity the company receives a lump sum at once in consideration 
for periodic payments so long as the annuitant may live, or other- 
wise, as may be arranged. 

The term "Consideration for Annuities Granted" refers to the 
receipt of the lump sum; and the "annuity" to the annual or 
periodic return to the client. 

The entries in Journal form will be, respectively — 

(i) On receipt of the "Consideration for Annuities Granted.” 


J OURNAL 



Cash ..... Dr. (say) 

To Consideration for Annuities 

Granted ..... 


£ 

1,500 

£ 

1.500 

(2) On payment of the Annuity. 

J OURNAL 


Annuity Account , . . Dr. (say) 

To Cash ...... 

,, Income Tax (at gs.) 


£ 

80 

£ 

44 

36 


The consideration for an annuity granted is analogous to a "Sale" 
and the annuity payment to a "Purchase." 

Obviously the actuarial liability for annuities will have to be 
computed, as it is clear that the £1,500 cannot be taken immediately 
to Profit and Loss Account, but the older the annuitant, the less 
the actuarial liability. 

Pursuing this point further it is seen that — 

(1) the OLDER the person, the lower the cost of the annuity. 

(2) the OLDER the person, the higher the cost of the policy (i.e. 
yearly premiums). 

The entries for policies are — 


J OURNAL 


Cash ..... 

To Premiums Account 

On receipt of the annual premium. 

Dr. (say) 


00 

1 

00 

Claims Account 

To Cash .... 
On payment of claim. 

Dr. (say) 


1,400 

1,400 
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When the annuitant or policy holder dies, the "Life” will be 
ignored in the quinquennial valuation, because the whole transaction 
is complete in the accounts and — 

(1) The annuitant's lump sum (less annuities paid) is now all 
resized profit, and no further liability exists. 

(2) The lump sum due under the life policy is now an ascertained 
liability. 

As has been mentioned the actuarial valuation concerns itself 
not with ASCERTAINED liabilities but with those relating to un- 
matured risks. 

(II) Reinsurance. This term signifies an arrangement made 
between two insurance companies whereby one agrees to take over 
a portion of the risk incurred b}^ the other in consideration for a 
proportion of the premiums received. By such arrangement, the 
company which originally effected the insurance reduces both its 
liability and its net premium income. 

(III) Surrenders. A policy holder has, after a period varying with 
different types of policies and different companies, the right to 
surrender or cancel his policy. Naturally he will suffer some loss, 
varying with the circumstances. The amount receivable for the 
unexpired policy is known as the "Surrender Value" of the policy. 
The entry in the insurance company's books is as follows — 


J OURNAL 





L 

L 

Surrenders Account . 

. . Dr. (say) 


Ido 


To Cash 



lOD 


In the accounts, this is shown as a "Purchase" item, but the 
unseen benefit will be reflected in the quinquennial valuation be- 
cause there is now no risk against which to provide, as the policy 
is now cancelled. The other items of assets, liabilities, income, and 
expenditure call for no particular comment. 

It will, however, be necessary for the student to keep the follow- 
ing facts clearly before his mind — 

(1) Consideration for Annuities Granted. 

(2) Premiums. 

(3) Annuities. 

(4) Claims. 

(5) Surrenders, 
whilst 


Correspond to sales ; 


Correspond to purchases ; 


(6) Reinsurance may be treated as a "sales return," i.e. deducted 
from Premiums Account. By statute, life assurance companies are 
required to present their published accounts in a prescribed form 
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which will be outlined later (see pages 1176 and iifli), but save for 
one or two particular features there is no important departure from 
•the presentment of ordinary commercial accounts. The points that 
call for attention are — 

(1) The published Accounts are in the form laid down by the 
Assurance Companies Act, 1909, and to a certain extent by the 
Companies Act, 194^1 Eighth Schedule, Part III, paragraph 26 
(see page 1047). 

(2) The income and expenditure is recorded in form (a) Revenue 
Account (termed First Schedule) ; (6) Profit and Loss Account 
(termed Second Schedule). The latter approximates to a Profit 
and Loss Appropriation Account. 

(3) The Revenue and Profit and Loss Accounts are in reverse 
form, i.e. the gains are upon the debit side, the losses upon the 
CREDIT side. The detailed accounts in the books are on the normal 
sides. 

(4) The accumulated surplus of premiums and consideration 
for annuities granted over claims, annuities, and expenses, i.e. 
the "Fmid,” is inserted in the Revenue Account on the debit side 
at the commencement of the year, and the "Fund” at the end of 
the year will be the balancing item on the credit side (being brought 
forward as a debit balance next year). 

(5) Interest and dividends (being gains) are shown on the debit 
side of the Revenue Accounts, but they must be shown gross and 
the tax shown separately as a deduction therefrom. 

(6) The Balance Sheet (Third Schedule) is drawn up on the usual 
lines, i.e. assets on the right hand and liabilities on the left hand. 

(7) A special form is required for the Revenue Account according 
to the class of business transacted, viz. — 

Form A — Life Assurance. 

,, B — Fire Insurance. 

,, C — Accident Insurance. 

,, D — Employers' Liability Insurance. 

,, E — Bond Investment. 

It will be as well for the student to observe that in the published 
accounts the items, either gains or losses, assets or liabilities are 
always on the opposite side to that upon which they appear in the 
books themselves. 

Before dealing with the detailed accounts the following statutory 
requirements should be noted — 

(i) Where the company proposes to carry on life assurance a 
deposit with the Paymaster-General of the High Court of £20,000 
must be made, which will be invested in approved securities. 

(z) If it proposes to carry on other classes of insurance (fire and 
accident excepted) it must deposit a like sum for each distinct class 
of business. 

38 — (B.2D83) 
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(3) Any interest received upon the deposit belongs to the Revenue 
Account of the particular branch for wUch it was made. 

(4) If the company carries on employers* liability insurance * 
and/or bond investment business, as soon as the separate funds 
in each case amount to £40,000 the deposit is returnable, pro- 
vided that the normal deposit is maintained for any other class of 
business. 

(5) No transfer may be made from one fund to another. 

Illustration. The balances of a Mutual^ Life Assurance Co. 
appear in the books on 5i5t December, 19 . . , as follows — 


Balances Dr. Cr. 








(in £doo’s) 

L 

(in £doo’s) 

Mortgages . 






I.jOO 

£ 

Ground Renta 






143 


Loans 






155 


Investments 






l,2t>0 


Suirendeis . 






25 


Agents’ Balances. 






5 


Deposit with High Court 






ZD 


Outstanding Premiums 






35 


Premiums . 







3.394 

Claims by Death . 





£1,000 



„ Maturity 





700 









1,700 


Cammisslon 





■1 

— -*4 


Consideration for Annuities Granted 





— 

Interest and Dividends 







lOO 

Annuitia . 






12 


Fund 







950 

Bank .... 






30 


Expenses of Management 






3 








£4,864 

£4.864 


You are required to prepare Final Accounts, ignoring ooo’s. 


First Schedule 

Revenue Account of the Mutual Life Assurance Co. 
ior the year ended 315! December, 19 . . , in respect of Life Assurance Business 


Dr. Cr. 


Amount of Life Fund 
Premiums 

Consideration for Annuities 
Granted 

Interest and Dividends £? 
Lmj Income Tax . 7 


£ 

950 

3.394 

420 

IDO 


r.iaima by Death £i,doo 

„ „ Maturity 700 

Surrenders 

Annuities .... 
CommissiDn 

Expenses of Management . 
Amount ol Life Fund 

1 

I 



£4.864 



■ 

£4.864 









^ No share capital exists as contrasted with a proprietary company. 
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Third Schbdulb 

Balance Sheet as at 31ST December, 19.. 


Life Assurance Fund 

£ 


£ 


Mortgages .... 

Loans ■ • . . 

Investments — 

Deposit with High 
(^urt . . . I'zii 

British Government 
and other Funds [in 
specified order] . 1,200 

Ground Rents . 145 

1,500 

155 





1.365 



Agents' Balanres 

5 



Outstanding Premiums 

35 



Bank .... 

50 


j£ 3 .»io 


£3 .Jio 






The Second Schedule (i.e. Profit and Loss) will simply consist of 
the balance of revenue (i.e. First Schedule) as there are no appro- 
priations or other profits in this illustration. 

In the foregoing illustration it will be noted that there was an 
accrual item, “Outstanding Premiums." This would have been 
created by the following entry — 

Outstanding Premiums Account Dr. = Asset 

To Premiums Account ^ = Revenue Gain 

In addition to the above a similar entry would be required where 
interest and dividends are outstanding, i.e. — 

Interest and Dividends Outstanding Account Dr. = Asset 

To Interest and Dividends Account ^ = Revenue Gain 

On the reverse side there will be adjustments for the following 
items accruing against the company — 

(1) Claims admitted but not paid. 

( 2 ) Claims for surrenders admitted but not paid. 

The entries will be — 

(1) Claims Account Dr.* — Revenue Loss 

To Claims Outstanding Account = Liability 

(2) Surrenders Account Dr.* = Revenue Charge 

To Surrenders Unpaid Account = Liability 

Care must be exercised in dealing with this type of problem because 
<iccruah may be listed with the balances although they have not 
3.ctually been made, in which case they must be eliminated from 
the Trial Balance ; if they have already been dealt with, then the 
effect has been already given thereto in the accounts and the item 

' Tho above are credits in the books, but debits in the First Schedule. 

* The above are debits in the books, but credits in the First Schedule. 
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is either an asset, e.g. outstanding premiums, or a liability, such as 
claims unpaid. 

Illustration. From the following information prepare Final 
Accounts in abridged form. 


Balances Dr. Cr. 




£ 

£ 

Premiums received ..... 



l,loo 

Claims paid ...... 


40D 


Assets ....... 


4,000 


Liabilities ...... 



630 

Fund-opening ...... 



6oo 

Capital ....... 



2,000 

Interest and Dividends received. 

— 



iBo 

Surrenders paid ..... 


no 




/4.5IO 

^ 4.510 


(1) Premiums outstanding 

(2) Accrued Interest and Dividends 

(3) Claims admitted but not paid 

(4) Surrender Claims not paid . 


£ 

45 

37 

32 

II 


The Premiums Account will be credited with £45, making the 
premiums £1,145 and an asset of £45. The second item will be dealt 
with in a similar manner. Items 3 and 4 will be dealt with in the 
opposite direction, i.e. (3) Claims Account of £400 will be increased 
to £432 and a liability created of £32 ; similarly with item 4. 


First Schedule 

Dr. Revenue Account Cr. 


Fund (Opening) 

PrEiniums (i) . 

Interest and Dividends 

(3) ■ £ 7 

Less Income Tax 7 


£ 

600 

1,145 

217 


Claims (3) ... 

Surrenders (4) . 

Fund (Closing) . 


£ 

432 

121 

i. 4 n') 



£1,962 













Third Schedule 
Balance Sheet 


Capital .... 

£ 

2,000 

Sundry Assets 

£ 

4, ODD 

Fund . . . . . 

1,409 

Premiums outstanding (i) 

45 

Liabilities .... 

630 

Interest and Dividends out- 


Claims (3) . 

32 

standing (2) . 

37 

Surrender Claims (4) 

11 



£4.0^2 
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Illustration. On 31st December, 1952, the books of the Safety 
Assurance Co., Ltd., contained the following balances in respect 
‘ of the personal accident insurance — 


i 


Estimated Liability in re- 
spect oi Outstandini^ 

Claims — 

On 31st December, 1951 3,500 

On 31st December, 1952 7,6 dd 

Provision for Unexpired 
Risks on 31st December, 

1951 .... 35, ODD 

Expenses of Management 20,000 

Commission . . 12,500 

Claims Paid Reinsur- 
ances received) . . 38.500 


Medical and Legal Expenses 


in connection with Claims 2,500 

Premiums . 75,000 

Interest and Dividends — 

Amount received after 

deduction of Tax . 3,100 

Profit on Sale of Securities. 350 

Reinsurance Premium.s 5, 000 

Reinsurance Recoveries . 1,000 


Prepare in detail the Personal Accident Insurance Account, re- 
serving for unexpired risks 40 per cent of premiums, and treating 
the surplus, if any, as additional reserve 


Safety Assurance Co., Ltd. 

First Schedule 

(c) Form Applicable to Accident Insurance Business 
Revenue Account for the Year Ending 31ST December, 1952 


Dr. 


Cr. 


Amount of Accident In- 


£ 


Payment under policies. 

■uraacB Fund at the 




including medical and 

bei^inning of the year — 




legal expenses in con- 

Provision lor uneapired 




nection therewith (Net) * 

risks £35,000 




Commission 

Total estimated 




Expenses of Management. 

liability in re- 




Other Payments — 

spect of out- 




Reinsurance Premiums. 

standing claims 3,500 




Amount ol Accident In- 

Additional Reserve — 




surance Fund at the end 




38,500 


oi the year — 

Premiums 


75,000 


Provision forun- 

Interest, Dividends 




expired risks. 

and Rents , £ 7 




being 40% ol 

Less Income 




premium in- 

Tax . . ? 




come for the 



3,100 


vear . . £30,1100 

Other Receipts — 




Total rstlmateLl 

Profit on Sale of Secur- 




liability in re- 

ities 


350 


spect of out- 

Reinsurance recoveries 


I,DOO 


standing claims 7,600 





Additional Reserve 1,850 



£117.950 




£ 


41.1100 

12,500 

20,000 


39.450 


\ It should be noted that where there are any reinsurance premiums, the 
claims figure will be reduced by the amount applicable to claims made against 
other insurance companies for which they have undertaken liability under such 

reinsurancB. 
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The actuarial valuation is only legally required every five years, 
but as the risk is varying from year to year, it is advisable to adjust 
the reserve to suit the altered risk. This is done by basing the‘ 
reserve on a percentage of the premiums plus a reserve for out- 
standing claims. The actual percentage (usually between 35 and 
40 per cent) varies in each company according to the class of 
insurance affected and its usual practice. 

It has already been mentioned that there will be separate Revenue 
Accounts for separate classes of insurance affected. The fact that 
there are two or three separate Revenue Accounts merely occasions 
more detailed work. 

Illustration. From the following Trial Balance prepare Final 
Accounts in correct form. 


Trial Balance Dr. Ct. 




£ 

£ 

Share Capital ..... 



200,000 

British Government Securities 


140,000 


Indian and Colonial Government Secur- 




ities ...... 


6o,doo 


Foreign Government Securities . 


20,060 


Deposit with High Court 


40,000 


Reserve for Income Tax 



10 , ODD 

Interest and Dividends 



15,000 

Agents' Balances .... 


12,500 


Claims admitted but not paid 



32,000 

Outstanding Interest and Dividends 


1,500 


Bank ...... 


68,780 


Fire Insurance Fund .... 



7,000 

Profit and Loss ..... 



31,000 

Premiums — 




Fire ...... 



27,000 

Life 



102,000 

Claims paid and outstanding — 




Fire ...... 


11,000 


Life 


71,000 


Commission — 




Fire ...... 


1. 100 


Life ...... 


8,8od 


Expenses of Management — 




Fire ...... 


9,200 


Life ...... 


13,460 


Taxation ...... 


14,600 


Life Fund ..... 



48,000 



£472,000 

£472,000 


Pending the quinquennial valuation in respect of the life branch 
a reserve of 45 per cent of premium income is to be made in the 
life and fire branches. 

The funds will be those at the commencement. If all the Revenue 
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Accounts had been closed off prior to the extraction of the Trial 
Balance the “ Funds " would be closing funds. 


First Schedule 

(a) ^Form Applicable to Life Assurance Business 
Dr. Revenue Account for the Year Ending Cr. 


Amount of Fund at begin- 
ning of year 

Premiums 


£ 

4B,dOo 

102,000 


Claims paid and outstand- 
ing— 

by Death . £ 7 

by Maturity 7 

Commlasion 

Expenses of Management 

Provision for unexpired 
risks, being 45% of the 
premium income for the 
year .... 

Transfer to Profit and 
Loss Account 


£ 

71,000 

B,8oo 

13.460 

43.900 

10,840 



£150,000 




£150,000 


First Schedule 


(6) Form Applicable to Fire Insurance Business 
• Dr. Revenue Account for the Year Ending Cr. 




£ 


Amount of Fund at the 




beginning of >ear . 


7,ooo 


Premiums 


a7,oOo 



£ 

34,000 



Claims paid and outstanding 
CommilslDn 

Expenses of Management . 
Provision for unexpired risks 
being 45% of the Premium 
Income lor the year 
Transfer to Profit and Loss 
Account 


£ 

11,000 

1,100 

9,200 


12,150 

53 ° 




Second Schedule 


Dr. Profit and Loss Account for the Year Ending Cr. 




£ 




£ 

Balance .... 

b/f 

31,000 


Taxation on Interest and 



Interest, Dividends and 


Profits — 



Rents not carried to 




Income Tax ? 



any other Account (ctoss) 
Transfer from Fire Insur- 


15.000 


Profits Tax ? 


14,600 

ance Account 

Tranaler from Life Assur- 


550 


Balance carried forward as 
per Tliird Schedule 


4a, 790 

ance Account 


10,840 


£ 



£ 

57,390 



57,590 


^ Actually the form is subdivided into business done within the United 
Kingdom and out of the United Kingdom. 
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Third Schedule 

Balance Sheet of the .... on the 


Capital authorized and issued — 

2oD,0D0 shares of £i each, fully paid . 
Revenue Reserves — 


Profit and Lo.ss Account . 

£42,790 

Taxation 

10,000 

Insurance Funds — 

Life Assurance 

£ 45 ,<)dd 

I'ire Insurance 

12,150 

Ar.cidenl 

— 

Sinking Fund and Capital 

Redemption 

Liabilities and Provisions — 



Claims admitted or DstimatcLl, 

but not paid £32,000 

Creditors ... — 


£ 

200,000 


52,790 


58,050 


32,000 


£342,340 


Fixed Assets — 

Mortgages on Property in the U.K. . 
Mortgages on Property outside the 

U-K 

Loans on — 

Life Interests .... 
Reversions 
Stocks and Shares 
InvestiiiPiits — ■ 

Deposit with High Court (specified) 
British (iuveriiiaeiit Securities 
Indian a>id Colonial Government 
SiTUrities .... 
Foreign Governnicnt Securities 
Delientures .... 
Preferenre and Guaranteed Stocks 
and Shams .... 
Ordinary Stocks and Shares 
Rent Charges .... 
Freehold Ground Rents 
Leasehold Ground Rent.s 
House Property 

Rcver-sions .... 


Current Assets — 

Agents’ Balances . . £12,500 

Outstanding Premiums . 
Outstanding Interest, Divi- 
dends, and Kents . i, 5 dO 

Dills Receivable .... 
Cash: on Deposit . . . . 

in Hand and on 

Current Account 68,780 


Other Assets (specified) 


£ 


40.000 
140,000 

60.000 
20,06D 


260,060 


82,780 


£342.840 


The Balance Sheet is given in more detail than is required by 
the question in order to show the main contents and sequence. 

Valuation Balance Sheet. The quinquennial Valuation Balance 
Sheet (Fourth Schedule) has no bearing upon the double entry. As 
the amount of the Life Assurance Fund is merely a balance, it is 
necessary to have prepared, at least once every five years, a valua- 
tion Balance Sheet, the main object of which is to show — 

[a) the true liabilities upon unmatured risk in the life and 
accident departments, and 
(&) the true profits, 

and to apportion the Fund accordingly. 

The latter, in a proprietary company, are usually divided between 
the policy holders and the shareholders in the manner indicated in 
the Valuation Balance Sheet. The policy holder is not usually 
entitled to an immediate cash payment of the face value of the 
bonus, e.g. a bonus declared in 1952 of £40 would be added to the 
value of the policy and would normally be payable along with the 
lump sum when the policy matures (say) 10 years later or on death if 
earlier. Obviously £40 due at maturity date is worth considerably 
less than the like amount paid immediately. Should the bonus 



ASSURANCE ACCOUNTS 


1183 

be paid on declaration, the entry would be as below, assuming 
the cash value of the above-mentioned bonus of £40 to be £25 : 
Bonus Account, debit £25 ; Cash Account, credit £ 25 . Where 
the bonus is applied in reduction of premium, the entry would 
be (assuming annual premium £30) — 

Bonus Account, debit £25 ; Premium Account, credit £30 ; 

Cash Account, debit £5. 

The bonus is a ''Loss'* item, and hence appears on the right-hand 
side of the Revenue Account. No entry would be necessary should 
the bonus not be claimed in cash, the liability therefor being 
brought into account in the Valuation Balance Sheet. 

The liabilities side consists of the net liability as certified by the 
actuary ; the assets side consists of the balance of the life fund and 
annuity fund as shown by the Accounts, the surplus balance being 
available for the policy holders and the shareholders. A deficiency is 
quite possible, but very unlikely, as assurance companies, like banks, 
are very conservative and sound in their management. 

Illustration. At the quinquennial valuation on 31st December, 
19. ., the actuary’s certificate disclosed the net liability on policies 
and annuities at £454,600. 

The Revenue Accounts for the five years consisted of — 


•/Bonus in Cash. ..... 9,000 

-^Bonus in Reduction of Premiums . . 400 

Surrenders ...... 15,000 

Premiums ...... 210,000 

Interest, Dividends and Rents . . . i do, odd 

Claims ....... 215,000 

Expenses of Management .... 20,000 

Commission ...... 10,000 

/Annuities ...... 22,000 

/Consideration for Annuities Granted . . 110,000 

Life Assurance Fund as per last quinquennial 

valuation ...... 396,000 

'/There had been paid an Interim Bonus of . io,ooo 

The allocation for year of surplus — 


25% Shareholders. 70% Policy-holders. 5% to bo carried forward. 

Prepare consolidated Revenue Account and Valuation Balance 
Sheet. 


Consolidated Revenue Account for Five Years ending 
Dr . 3 1ST December, 19.. Cr . 




£ 



£ 

Life Assurance Fund 




Claim.s .... 

2 I 5 ,[ICNI 

(Opening) 


^06.000 


Surrenders 

IS.DOO 

Fremiunis 


2 X 0,000 


Annuities 

22,000 

CDiisideraLion for Annul- 




Bonus: Cash . 

9,000 

tu's Granted 


110,000 


,, : Reduction of Pre- 


Interest Dividends and 




miums 

400 

Kents . . £} 




Commission 

10,000 

Less Income Taa. ? 




Expenses of Management. 

20,000 




I 0 U, 00 U 


Life Assurance Fund 






(Closing) . 

5*4,600 



£Bi 6 ,ooa 



£8x6,000 
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Fourth Schbdulb 
Valuation Balancb Shebt of 

Dt. AS AT 3IST December, 19. . Cr. 


ro Net Liability under Llie Assurance 
TransaCtionB (as per Summary 
Statement provided in Fourth 

Schedule) 

„ Surplus ..... 

£ 

454.600 

70,000 

By Life Assur^ 

,, Dcficiei^yi. 


Imuity Funds 
Sheet, Third 

£ 

524,600 

nil 


£524,600 




£534,600 

Allocation of Surplus — 

Surplus (as above) 

Add Interim Bonus paid 

Total 

10,1100^ 

Policy 

Holders 

70% 

£ 

> 

Share- 

holders 

25% 

£ 

Carry 

Forward 

5 % 

£ 


Lsas Interim Bonus paid 

8o,otxi 

10,000 

56,000 

lD,DDO 

20,000 

4,000 



£70,000 £46,000 £20,000 £4.000 


Illustration. As on 30th June, 19 . . , the All England Assurance Co., 
Ltd., transferred to the Empire Assurance Co., Ltd., that part of its 
industrial life assurance business which was carried on in the colonies. 

It was agreed that the transfer should be made on the basis of an 
actuarial valuation on prescribed tables, andthe value came to £2,500. 

It was also agreed that £500 should be paid for the goodwill of 
the business transferred, and that both sums bear interest at 4 per 
cent per annum from 30th June, 19.., to 31st July, 19.., when 
payment was made. 

Journalize the entries relative to the above in the books of the 
All England Co. Ignore income tax. 


Journal 


19. ■ 

June 30 

Industrial Life Fund . Dr. 

To Empire Assurance Co., Ltd. . 
Being transfer of Industrial Life Fund 
relative to colonies as per actuarial 
valuation and agreement dated . . . 


£ 

2,500 

s. 

0 

d. 

0 

£ 

2,500 

j- 

0 


Empire Assurance Co., Ltd. . Dr. 

To Reserve^ .... 
Being amount charged to Empire 
Assurance Co., Ltd., for goodwill as 
per agreement dated 


500 

0 

0 

5OD 

0 

July 31 

Interest on Industrial Life Fuud In- 
vestments Dr. 

To Interest on Reserve Fund In- 
vestments. .... 
To Empire Assurance Co., Ltd.*. 
Being interest at 4 per cent per an- 
num for one month on £2,000. 


8 

6 

8 

I 

6 

13 

13 


d. 

0 


o 


4 

4 


^ This amount would be credited to Goodwill Account if an account existed 
relative to the amount taken over, any profit or loss being transferred to 
Reserve. 

” The settlement of £:i,oo6 135. 4d. due to Empire Assurance Co., Ltd. 
wiU be passed through the Cash Book in the usual way. 
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Notes, (i) If th.0 investmeats representing the fund are taken over, the 
Empire Assurance Co., Ltd., vdll be debited and investments credited,' any 
.profit or loss being transferred to Reserve. 

(2) It should be clearly observed that the Empire Co. is taking over a lia- 
biUTY ; also that it'is assumed the value of the fund is the same in the books 
of the vendor. 

Illustration- The books of the Safe Assurance Co., Ltd., showed 
on 31st December, 19. the following — 

Life Assurance Fund 

Investments . 

Investments Provision 

On that date effect was given in the books to (i) an actuarial 
valuation, bringing out the liability in respect of life policies in 
force at £1,900,000, and to (2) a revaluation of investments at 
£1,400,000, by writing them down. 

A reversionary bonus of £2 per cent was declared on policies for 
£12,000,000, policy holders being offered the alternative of taking 
the present cash value, 13s. 4d. per cent, in cash. The latter option 
was exercised in respect of one-fourth in value of the policies. 

Show by Journal entries the records in the books. 


I 

2,200, DOO 

1,570.000 

100.000 


J OURNAL 


19. . 
Dec. 31 


Life Assurance Fund . . . Dr. 

To Profit and Loss Account 

Being decrease in liability upon revalu- 
ation. 


L 

300,000 

1 

300,000 

Profit and Loss Account . . Dr. 

To Investments Provision 

Being appropriation of amount necessary 
to provide for depreciation of assets on 
revaluation. 


70,000 

70,000 

Investments Provision . . . Dr. 

To Investments Account . 

Being amount written off investments on 
revaluation. 

1 

170,000 

170,000 

Profit and Loss Account . . . Dr. 

To Sundry Policy holders 

Being allocation of a cash bonus of 13s. 4d. 
per hundred pounds, for ;£3 ,ood,ooo on 
which policy holders have exercised 
their option of a cash bonus. 


20,000 

20,000 

Sundry Policy holders . . . Dr. 

To Cash ..... 

Being payment of cash bonus as above. 


20,000 

20,000 


^ Alternatively, the Investments Provision may bo left intact although the 
question states &at the Assets are to be written down. [See next page.] 
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Journal — (contd.) 

Profit and Loss Account . . Dr. 

To Life Assurance Fund 
Being allocation of a reversionary bonus of 
£"2 per cent on policies for ;£9 ,doo,ood, 
the present worth of such bonus being 
135. 4d. per hundred pounds. 

The resultant position is as follows — £ 

Life Assurance Fund — 

Balance as per question ....... 2,200,000 

Less decrease on revaluation ...... 300,000 

1,900,000 

Add present worth of reversionary bonus on policies for 

£9,000,000 (see below) ....... 6d,ooo 

£1,960,000 

Profit and Loss Account — 

Profit, per valuation ...... 

Less Increase in Investments Provision 

Bonus in Cash ...... 

Present worth of reversionary bonus (as above) 


Alternatively, there apparently being one class of business only, a separate 
Profit and Loss Account is not required, all entries being made in the Life 
Assurance Fund which will amount to £2,110,000, as follows — 


Net Liability on Policies ..... 1,900,000 

Present worth of reversionary bonus on policies 

for £9,000,000 ...... Go, ODD 

i,[j6d,ddj 

Profit ........ 300,000 

Less Bonus on policies for £12,000,000 (£80,000) 

and Investments Provision (£70,000) . 150,000 150,000 

£2,110,000 

Compulsory Winding Up. Under Sect. 222 (e) of the Companies 
Act, 1948, any company may be wound up by the Court if it is 
unable to pay its debts. Under Sect. 3, Assurance Companies Act, 
1946, an assurance company carrying on general business is to be 
deemed to be unable to pay its debts if the value of its assets docs 
not exceed the amount of its liabilities (including all contingent and 
prospective liabilities except in respect of share capital) by tlie 
greater of [a) ,£50,000 or (6) one-tenth of the general premiuni 
income (net after reinsurances) in its last preceding financial year. 
This section does not operate in the first two years of carrying on a 
general business or such longer period as the Board of Trade may 
allow. 


£ £ 

3DD,DDD 

7D,DDD 
20, ODD 

6o,ooo 150,000 

£150,000 




CHAPTER XXIX 
INSURANCE CLAIMS 


Loss of Profit Insurance. This type of insurance has for its purpose 
the indemnification of the insured for losses arising from the sus- 
pension, wholly or in part, of the activities of the business caused 
by fire. 

Policies vary considerably according to circumstances applicable 
to the particular business, but the following conditions are generally 
contained in the policy. 

(1) The period of indemnity is fixed in the policy. 

(2) The basis of compensation is computed by reference to a per- 
centage which the sales are supposed to earn. This percentage 
multiplied by the amount of ''short” sales — the amount by which 
the sales have declined because of the fire as compared with those oi 
the corresponding months in the preceding year — gives the amount 
due to the insured. 

(3) The compensation so due is found by multiplying the amount 
of the “short” sales by the lower of the two percentages — 




Pro fits + Standing Charges ( for the last accounting period) 
Sales (for the last accounting period) 


loo 


. . Amount Insured 

Sales (for the year preceding the fire) 

(4) The insurance company will admit this claim only if, in 
addition, there is an admission of liability for loss of property by 
fire. 

(5) In no case will the liability of the insurance company exceed 
the amount insured ; further, the insurance company will not admit 
liability to a greater extent than the loss arising if the sales were 
(in the period of indemnity) absolutely nil. 

(6) Although a period is fixed as in (i), the liability of the insurance 
company will not extend beyond the period subsequent to the fire 
during which the diminished activities continue, e.g. the period 
for indemnity might be fixed at six months, but if the fire was not a 
serious one, the interruption of normal business activity may be for 
two months only ; as a result, the liability of the insurance company 
will continue for the latter period and not for six months. 

(7) There is usually a clause for indemnity to cover an increase 
of standing charges due to the fire, in order to maintain sales, other- 
wise they must not exceed those in the year preceding the fire. 

The most important point for examination purposes is contained 
in (3), and, assuming the restrictions already mentioned are not 
operative, the procedure will be as follows — 

1187 
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(i) Compare the sales for the period after the fire with the corre- 
sponding period of the preceding year ; the deficiency is the " short " 
sales. 

For instance, if a fire occurred on 31st January, 1953, and the 
period of indemnity was for three months, a comparison would be 
made of the sales for February, March, and April, 1953, with those of 
February, March, and April, 1952, in order to arrive at the 

short ” sales. 

(ii) Ascertain which of the two percentages is applicable. To do 
this, it is necessary to ascertain profits plus standing charges and 
divide by the sales for the last accounting period. This fraction 
will be multiplied by 100 to convert the result into a percentage. 

This percentage must then be compared with the one arrived at 
by dividing the amount insured by the sales for the year which 
immediately precedes the fire. This fraction, as before, will be 
multiplied by 100. 

The lower of the two results will form the basis of computing the 
compensation for consequential loss of profits. All that is required 
to be done at this stage is to multiply the ‘‘short” sales for the 
period in (i) by the percentage arrived at in (ii). 

The following simple illustration is appended to show the prin- 
ciple. 

Illustration. The loss of sales for the period subsequent to the fire 
is £10,000. 

The percentages resulting from the formulae given are [a) 10 per 
cent ; (6) 12 per cent. 

Hence the claim will be; 10 per cent of £10,000 = £1,000. 

Some confusion exists in the minds of students in respect of the 
calculations of the percentages. It is always necessary to have four 
sets of figures as follows — 

(1) Sales for year immediately before the fire. 

(2) Sales for the ordinary financial year. 

(3) Amount insured. 

(4) Standing charges. 

It should be of assistance to students if it is remembered that 
the "profits plus standing charges" basis must be taken from the 
accounting period, not the year before the fire, because there will 
probably be no completed accounts for the latter period. Further, it 
must be kept clearly in mind that this computation is merely neces- 
sary to fix the compensation for short sales arising after the fire. 

Illustration. Accounts are drawn up yearly to 30th November. 
The net profits for the year to 30th November, 1952, were £6,000 
after debiting standing charges of £3,000 (sales for this period were 
£160,000). A fire occurred on ist March, 1953, the period of in- 
demnity being three months. It is ascertained that the sales for 
the year to z8th February, 1953, were £230,000 (of which £60,000 
were for three months ended 3i5t May, 1952). The amount insured 
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was ]Ci5«ooo. The sales for the three months to 3i5t May, 1953, 
were £i5i000. Prepare claim. 

' The claim would (subject to any special clauses in the policy) be 
as follows — 

(i) Ascertain the " short *' sales — ^ 

Sales 3 montlis to 31st May, 1952 . 60,000 

.. .. .. 1953 15.000 


*' Short Sales. 


^45.oOD 


(z) Ascertain the required percentage, being the lower of the 
undermentioned — 

, ^ Profits (6,ooo) -|- Standing Charges (3,000) 

Sales (i8o.ooo) ^ 


Amount Insured (15,000) 
Sales (230.000) ^ 


= 5 % 

= 6 - 52 % 


Hence the claim will be — 

5% [i.o. the lower of (a) and (b) ] X ;£45 ,odo = £-2,1^0 


Average Clause. The settlement of insurance claims involves a 
knowledge of many technical matters beyond the scope of the 
accountant. The student should comprehend the signihcance of an 
average clause in an insurance policy. By such a clause an insurer 
will, in case the value of the property insured exceeds the amount 
insured, be responsible only for the same proportion of the loss as 
the amount insured bears to the value of the property. 

The insured is deemed to be his own insurer for the excess of the 
value of the property over the amount insured. 

Illustration. X insures his property for £1,500, it being worth 
£2,500. The property being totally lost, show the liabihty of the 
insurer. 


Insurer's liability — 


i,5PO 

2,500 


X ;f2,5oo = 


If the damage done were £800 under the same conditions, the 
liability of the insurer would be three-fifths of £800 = £480. 

Loss of Stock Claims. Subject to verification of facts an insurance 
company will, in consideration of a premium, agree to indemnify a 
trader in respect of loss of stock by fire or other causes. 

Where it is not possible to verify the actual stock lost, a frequent 
plan is to construct a “Trading Account" assuming a given rate of 
gross profit earned on sales and therefrom compute the stock at end, 
that is, the stock (on the assumption given) that would be in existence 
but for the cause of the loss of stock, e.g. fire. 

The claim will arise in respect of such loss of stock, less any part 
Saved at salvage price. 

In the examinations the percentage results usually “work out" 
in round sums, but the practical aspect should (in a note) be com- 
niented on in answering this type of question. Apart from the fact 
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that, in practice, the exact percentage result will rarely arise, except, 
for instance, in slow-moving and expensive lines (motor cars, jewel- 
lery) and nearly so in branded and fixed priced goods (e.g. patent 
medicines, cigarettes), many factors will arise to upset the per- 
centage result such as — 

(1) End season sales at "cut” prices. 

(2) Goods likely to perish or deteriorate after a short period 
sold off at reduced prices. 

(3) Circumstances requiring goods to be purchased locally to 
fulfil urgent orders. 

(4) Changes beyond executive control, e.g. in the tobacco trade 
where the increase of duty is passed on to retailer without permitting 
of retail price to be increased by more than the extra duty. 

(5) Pilferage. 

In preparing a claim for submission to an insurance company in 
respect of stock lost by fire where a "Trading Account" is to be 
constructed, the following information would be required — 

(1) Basis of previous stocktakings, particularly as regards con- 
sistency of valuation. 

(2) The stock value at the date of the last Balance Sheet (or 
nearer date e.g. where accounts are prepared periodically and 
stock actually taken or based on reliable estimates). 

(3) The total purchases of goods from the date used in (2) to 
the date of the fire, care being taken to exclude therefrom goods 
invoiced but not delivered to the premises where the fire has occurred. 

(4) The total sales of goods for the period indicated in (3). 

(5) The value of stock salvaged. 

(6) The average rate of gross profit made in recent years, having 
regard to any factor likely to render such average rate unreliable, 
e.g. change in nature and type of goods sold ; effect of price controls 
and orders; variations in wholesale prices not yet adjusted to con- 
sumer; and variations of rat^ of gross profit, e.g. through wholesale 
price increase exactly passed on to consumer, or owing to the pre- 
ponderance of sales of one class of goods carrying a gross profit rate 
higher or lower than another class, in a short term period, that is 
where the incidence of sales per month or other short period as 
between articles giving highly differential rates of gross profit, is 
subject to variation, e.g. in the month of January sales of good 5 
carrying a low rate of gross profit might be at their peak, whilst 
those with a high rate of gross profit might be at their "low," owing 
to seasonal influences. 

In addition, the precise terms of the policy would have to be 
examined, particularly as regards the "average clause," which 
would operate to the disadvantage of the insured if he was not fully 
covered. If the value of the stock was, say £10,000 and the insured 
was covered for £S,ooo, then the average clause would operate so that 
the insured could claim only for eight-tenths of his loss, even if it 
was less than £S,ooo. 
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Illustration. A fire occurred on the premises of a merchant on 
25th July, ig . . . The value of the stock salved was lijo. 

The books disclosed that on ist March, 19. the stock was valued 
at the net purchases to the date of the fire amounting to 

£25,180, and the net sales to £32,000. 

The average gross profits for the last three years (the agreed basis) 
were 15 per cent on sales. Prepare claim. 


Trading Account for the Period ist March to z5th 
Dr, J ULY, 19.. Cr. 


19.. 
Mar. I 
July 25 

To Stock 

,, Purchases (Net) 

,, Gross Profit 


£ 

4,020 

a5,xBo 

4,Bdo 

19.. 
July 25 

Dy SalE:s (Net) 

.. Stock 


£ 

32,000 

2.OO0 



£ 

34,000 



£ 

34.DO0 


Fire Claim £ 

Loss of Stock per Trading Account 2,000 

Less Value of Salvage . . 170 


Balance due from Insurance Company 1,830 

Notes, (a) There may be special clauses in the insurance policy to which the 
claim must adhere. The insurance company are entitled to replace the actual 
stock which, owing to falling prices, may be less than £1,830 in value. 

(b) The fact that a uniform gross profit of 13 per cent on sales is earned 
every year does not necessarily indicate that such a uniformity exists in every 
section of the business or is uniformly earned during every part of the year; 
e.g. using simple figures, a 20 per cent rate may be earned during the first half 
of the year and 10 per cent for the second half. 

If the question had stated that the average gross profits for the 
last three years were on cost of goods sold, it would merely be 
necessary to translate the fraction in terms of sa/es, i.e. = 15 per 
cent. 

It may be noted that the same principle is applied in stock 
estimating sy.stems. If there had been no fire, the statement of the 
approximate stdek for the period, assuming it to be for one month, 
would be as follows — 


Estimate of Stock 




19. . 

March 


ig. . 

April 

ig. . 

May 

Balance at commenceniciit . 
Purchases (net) .... 

b/f 

£ 

4,020 

z5,iBd 

£ 

29.200 

27.200 

b/f 

£ 

2,000 

£ 

£ 

£ 

Sales (net) ..... 
Less Gross Profit 


32,000 

4, Boo 














Balance at end 

c{f 


£2,000 







The figures for the succeeding months will be inserted in due course. 


Illustration. On 15th June, 1953, the premises of Beech and Pine 
Were destroyed by fire, but sufficient records were saved from which 
the following particulars were ascertained — 
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£ 

Stock at Cost, ist January. 1952 ...... 7*350 

Stock at Cost. 3iBt December. 1952 . . 7*960 

Purchases, less Returns, year ended 3i5t December. 1932 39. Boo 

Sales, less Returns, year ended 31st December, 1952 48,700 

Purchases, less Returns, ist January, 1953, to 15th June, 1953. 16,200 

Sales, less Returns, ist January, 1953, to 15th June, 1953 23,120 

In valuing the Stock for the Balance Sheet at 31st December, 1952, 
£230 had been written off certain stock which was a poor selling hne, 
having cost £690. A portion of these goods were sold in March, 1953 
at a loss of £25 on original cost of £345. The remainder of this stock 
was now estimated to be worth the original cost. Subject to the 
above exception, gross profit had remained at a uniform rate 
throughout. 

The Stock salvaged was £580. 

Show the amount of the claim. 

Rate of Gross Profit based upon the accounts for the year ended 
31st December, 1952 — 

£ £ 

Sales, less Returns ....... 46,700 

Less Opening Stock ...... 7,350 

,, Purchases, less Returns. .... 39,Boo 

47*15° 

Less Closing Stock (31st December, 1952) 7.960 

39.19° 

9.51° 

Add amount of Stock written ofi at 3i5t Dec., 1952 . 230 

Gross Profit on normal Sales — 20% .... ;^9,74o 


Value of Stock 15th June, 1953, based on sales from 1st January, 
1953, to 15th June, 1953— 


Sales ...... 

Normal 

£ 

zz,Bdo 

Abnormal 

£ 

320 


Gross Profit — 20% on normal Sales 

4,560 

go 

(see next page) 

Cost of Sales 

^18,240 

;^23o 


Stock, 3i5t December, 1952 

7.5°° 

460 


Purchases . . . . . 

I6,2D0 

— 


Less Cost of Sales 

23,700 

18,240 

a 0 1 


Add Old Stock . . . . 

5.460 

345 

230 

115 

(Appreciation) 

Less Salvage .... 

5.805 

580 

1^345 



Value of Stock for claim . 


i5^ 
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Notes, (i) For the purpose of ascertaining DonnaJ Gross Profit, the 
depreciation of the abnormal Stock must be eliminated. 

, (2) When the account is built up, the total commencing Stock must be 
split as between — 

(fl) "Normal" ..... 7,500 

(6) "Abnormal" 460 


Balance Sheet, 31st December, 1952 . ;^7,96o 

(3) In regard to the "abnormal " Stock, it is obvious that half was " cleared " 
for ;f3zD, showing a profit (in terms of the written down value at 31st December, 


1952) of £90) thus — 

Stock 


Stock 



Sold 


Unsold 

Total 


£ 


£ 

£ 

Cost Price 

345 


345 

690 

Less written off, 



31st Dec., 1952 

115 


115 

230 


230 


230 

:^ 46 p 

Sale 

320 

Appreciation 

115 


Profit 


Stock, 15th June, 

^345 




1953 




(4) The question arises as to whether the restoration of the ;^II5 written 
off is justified, seeing that such Stock is still unsold at 15th June, 1953, and 
would, therefore, be a matter requiring a satisfactory explanation to the 
insurance company. 

(5) It is assumed that the write off of ^230 made in December, 1952, was 
applicable uniformly to the whole of the abnormal Stock, and l^ese goods 
were in units of equal value. 

Book-keeping Entries. The amount of the agreed claim will be 
debited to the insurance company and 

(a) Stock lost — credited to Trading Account. 

(h) Expenses in connection with the claim and of repairing 
DAMAGED assets — credited to the appropriate expense accounts 
(thus eliminating or reducing the debit against expenses incurred), 
(c) Assets lost — credited to assets accounts and the balance of 
(i) a loss debited to Loss of Asset Account ; 

(z) a profit credited to Profit and Loss Account or Reserve. 

Salved stock, if retained by the insured, will be debited to a Salved 
Stock Account and credited to the Trading Account. As the loss 
(i.e. the difference between the true value and salved value) has 
been debited to the insurance company and credited to Trading 
Account (see [a) ), the latter account is in credit for the same amount 
of stock as if no loss had occurred. 

If such salved stock is taken over by the insurance company, 
there will be a correspondingly increased loss to the insured which 
will augment the amount of the claim in (a), so that the full loss will 
be included in the claim and credited to Trading Account ; hence 
the entries in the foregoing paragraph will not arise. 
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EXAMINATION PROBLEM 

Importers, Ltd . sufiered loss by fire Claims made against and admitted 
by Credential Insurance Co , Ltd , and expenditure incuried, were — 


Loss of profits 
Stock Damaged 
Slock Destroyed 
Building Damaged 
Fittings Destroyed 
Fire Expenses 


£ 

£ 

£ 

claimed 6,000 

admitted 4,000 


„ 4,000 

„ 2,000 



„ 4,000 


,, 1,200 

,, 1,000 repairs cost 

1,100 

,, 1,000 

,, 900 renewal cost 

950 

,, 8d 

,, Bo cost 

80 

£17,280 

£11.980 



The amounts claimed and admitted lor loss of profits i^ere half in respect 
of loss of profits in 1951 and 1952, and half in respect of advertising expendi- 
ture, put to suspense in 1950, which it was proposed to write off equally in 
1951. *952, and 195^ and 'which had been rendered partly useless 

Renewals of fittings (which originally cost £8do and had not been written 
down) and repairs to buddings 'were completed by and paid for on 31st 
December, 1951 , the expenses were also paid on that date 

Show by Journal entries the records that should be made in the books 0' 
Importers, Ltd , at the end of 1951 

[Institute of Chartered Accountants* Fxnal ) 
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Stock Destroyed 

. Dr 


£ 

5,000 

£ 

,, Damaged 

To Trading Account 

. Dr 


4,000 

9.000 

Being value of stock transferred 

Credential Insurance Co , Ltd 

. Dr 


11,980 


To Profit and Loss Account 



1,000 

,, ,, Suspense 




1,000 

,, Advertising Suspense 




z,ooo 

,, Stock Damaged 




2,000 

,, Stock Destroyed 




4,000 

„ Buildings 




1,000 

,, Fittings 




900 

,, Fire Expenses 




Bo 

Being sundry claims admitted by insurance 




company 





Profit and Loss Account 

. Dr 


3 Aon 


To Stock Damaged 



2, ODD 

,, Stock Destroyed 




1,000 

Buildings 




100 

Being claims re stock and excess of 

repairs 




not admitted and now 'written off 




Salvaged Stock 

. Dr 


? 


To Profit and Loss Account 




? 

Being valuation of damaged stock. 
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T^otes. (i) The Profit a.nd Loss Suspense Account should be carried forward 
and credited in 1952. 

(z) Advertising Suspense should be written off as early as practicable. 

(3) Cash received will be credited to the Insurance Co., and that paid for 
repairs debited to Buildings and Fittings Accounts respectively. 

(4) There is a profit on fittings of j^ioo which may be transferred to reserve. 

Own Insurance. Large companies often prefer to carry a pro- 
portion of risk themselves, thus reducing the amount payable in 
respect of insurance premiums. It is highly desirable, however, to 
allocate a certain proportion of the profits for the purpose of pro- 
viding a fund that can be used should a loss (which is not fully 
covered by insurance) occur. As cash will be required to acquire an 
asset in substitution for the one destroyed, such reserve is usually 
invested in good marketable securities. Much depends on chance as 
to the success of one's own insurance, as a loss may be incurred in the 
very early stages of the building up of the fund. It should not be 
forgotten that any loss chargeable to the fund will be the book 
value less depreciation, c.g. a car has a book value of £200 on ist 
January, 1951, and it is totally destroyed on December 31st, 1952; 
it can be discerned immediately that the real loss is somewhat less 
than £200, as the car will have diminished in value by use and 
obsolescence. If £30 represents the depreciation, then the amount 
of the loss is only £170. 

Illustration. Scarsdale Motor Co., Ltd., insured its motors for 
four-fifths of their value, providing for the uncovered risk by a yearly 
appropriation to an insurance reserve of lo per cent of one fifth of 
the written down value, commencing at the beginning of the first 
year. At ist January, 1952, the balance of Motor Account (after 
providing for depreciation at the rate of 10 per cent per annum on the 
diminishing balance) is £100,000, the insurance reserve having been 
credited with four annual contributions totalling £9,434. The reserve 
has been invested in £12,560 3^ per cent Loan at 70, 75, 78, and 80 
m the respective years. 

On 30th September, 1952, an accident occurred causing a total 
loss of one of the motors, standing in the books at the commencement 
of the first year at £2,743 to nearest £. A cheque was received from 
the insurance company for £1,584, being the agreed sum due under 
the claim, less i per cent commission. The motor is not to be 
replaced, and on 31st December, 1952, the fifth contribution is made 
to the insurance reserve and the required sum invested in 3 J per cent 
Loan at 85. There have been no additions to, or sales of, motors 
within the foregoing period. Brokerage and interest may be 
ignored. Show Journal entries without narratives, dealing with the 
claim and the fifth appropriation to the insurance reserve, assuming 
no other changes in the Motor Account. All calculations are to be 
made to the nearest £. 



1196 


ACCOUNTANCY 


J OURNAL 


1952 



£ 

£ 

Sept. 30 

Motor Loss Account Dr. 


2,000 



To Motor Account .... 

■ 


2,000 


Depreciation Account Dr. 

■ 

150 



To Motor Loss Account . 



150 


Insurance Company . . Dr. 


1,6od 



Insurance Reserve ^ . . . Dr. 


40D 



To Motor Loss Account . 



1,850 


,, General Reserve ^ 



120 


,, Insurance Reserve^ 

■ 


30 


Profit and Loss Account . . Dr. 


16 



To Insurance Company (1% of ;^i6oo) 

H 


16 

Dec. 31 

Depreciation .... Dr. 

■ 

9,800 



To Motor Account .... 



9,8dd 


Profit and Loss Account Dr. 


1.764 



To Insurance Reserve 

■ 


1.764 


InsuranceReserve Investment Dr. 


1.394 



To Broker ..... 

H 


1.394 


Note. The written down value of the motor lost at 30th September, 1952, 
was ^2,000, less £150 (10 per cent on ;^z,doo for nine months) = ;fi,B5D. of 
which one-fifth (/370) is applicable to the Motor Company. 


The depreciation at 31st December, 1952, is arrived at as follows — 

L 

Motor Account at ist January, 1952 . . i do, 000 

Less Motor cost ..... 2,000 


;^9B,dod 


ID per cent for year .... 

The transfer to Insurance Reserve is computed 

Book Value of Motors at 31st December, 1932 
Less Depreciation ..... 

Balance at 31st December, 1952, after depreciation /BS.zoo 

The risk carried by the motor company = ^ X 3^88,200 = £17,640. 

Annual allocation is 10 per cent of risk = 10% X £17,640 = £1,764. 

The cash to be invested is arrived at as follows — 

The investment at ist January, 1952, was built up in the three 
preceding years by investing a similar amount in 3J per cent Loan 
at the prices indicated in the question, representing the annual 
allocations to the Insurance Reserve. It will be seen that each year 

^ The insurance company, according to the question, indemnifies the insured 
for the book value of the lost motor at the commencement of the year of loss. 
Thus, four-fifths of the depreciation (/120) written off represents a profit, 
which will be transferred to general reserve. The remaining one-fifth depre- 
ciation (£30) will be transferred to the credit of insurance reserve. 


^9,Bod 

as follows — 
L 

98,000 

9,Bdo 
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10 per cent of ^ of the Motor Account is transferred to the latter 
account. The allocations are as shown on the next page. 

The Investment Account as at ist January, 195Z, wiU be as 
follows — 


Dr. Investment Cr. 





Nominal 







1952 
Jan 1 

To Balance . 

b/d 

£ 

12,56a 

£ 

9>434 







The Insurance Reserve Account will be as follows — 


Dr. Insurance Reserve Cr. 


1952 

Sept 30 
Dec 31 

To Sundries . 

,, Balance 

c/d 

£ 

400 

10,828 

19*52 
Jan I 
Sepl 30 
Dec 31 

By Balance . 

„ Sundries 

,, Transfer from Profit 
and 1 OSS Account 

b/d 

£ 

9.434 

30 

1,764 



£ 

11.228 



£ 

11,228 





1953 

Jan 1 

By Balance . 

b/d 

10,828 


The amount, therefore, to be invested is £io,Bz8 less £9,434 == 
£i.394- 

This sum invested will buy £1,394 X VV Nominal 3J per cent 
Loan = £1,640 ; hence, the Investment Account as at 1st January, 
1953, will be as follows — 


Dr. Investment Cr. 





Nominal 







Ig '52 

Jan 1 
Dec 31 

To Balance 
,, Broker 

b/d 

£ 

12,56a 

1,640 

£ 

9.434 

1.394 






^14,200 

£10,828 


Note. The fifth contribution has been made (in accordance with the ques- 
tion) on 31st December, 1952, not ist January, 1953 


Compensation Claims. Claims may anse — 

(1) By acquisition of premises by local authorities for the purposes 
of widening of streets, slum clearance, purchase of property for new 
buildings, etc., resulting m — 

(2) Removal expenses. 

(3) Increased rental. 

(4) Damage (or loss) in respect of fittings and fixtures. 

(5) Loss in connection with the sale, removal of or damage to 
stock and other assets. 





Motor 
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I.e. 1st January, 1952. 
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(6) Increased cost of new leases or loss of value of unexpired 
portion of lease. 

(7) Loss of goodwill. 

(8) Loss in connection with discontinued use of old address, e.g. 
discarding advertising blocks containing old address. 

(9) Possible inability to complete contracts within the stipulated 
period. 

(10) Loss of sub-rentals. 

The claim may or may not be increased by interest till settlement. 



CHAPTER XXX 
BANKRUPTCY 

A PERSON who is in financial difficulties usually hnds it necessary 
to call his creditors together; whereupon he will, unless other 
arrangements are made, either have to execute a deed of arrange- 
ment, or will be formally adjudicated bankrupt. The law requires 
certain evidences of unwillingness or inability to pay creditors 
before the formality (with resultant disabilities) of banl^ptcy can 
be imposed upon the debtor, although it should be remembered 
that the sole fact of inability to pay debts as they arise, i.e. in- 
solvency, is not synonymous with bankruptcy, inasmuch as a 
certain procedure must be followed before a state of bankruptcy 
can exisL 

The importance of the subject from an accounting point of 
view lies in the necessity for the preparation of a Statement 
of Affairs, Deficiency Account, and the accounts for winding up 
the affairs of the bankrupt. The law relating to bankruptcy 
will be consideied only in so far as it is relevant to the account- 
ancy aspect. 

Statement of Affairs. The debtor (who invariably invokes pro- 
fessional assistance) must prepare a Statement of Affairs, setting 
out the assets and liabilities in a certain form which will be dealt 
with in detail later, together with a further statement explaining 
how the present position has been arrived at, called the Deficiency 
or Surplus Account. 

The details may assume somewhat formidable proportions, but 
the principle involved is extremely simple, and once the elementary 
rules are thoroughly assimilated, no difficulty should be experienced 
in the working of examination problems on this subject. The pro- 
cedure is as follows — 

(i) A rough statement should be prepared with assets on the 
right-hand side and liabilities on the left, in ordinary Balance Sheet 
form. 

(z) Each item must appear on the samt side in the Statement of 
Affairs or Deficiency Account as it appears in the rough Balance 
Sheet. 

The estimated value of each asset will appear on the right-hand 
side of the Statement of Affairs. 

The estimated amount of each liability will appear on the left-hand 
side of the Statement of Affairs. 

The estimated loss (the excess of book value over estimated 
realizable value of an asset, or the increase in the amount of liability 
over the book value) will appear on the right-hand side of the 
Deficiency Account. 


12DO 



BANKRUPTCY 


1201 


The estimated gain (the excess of estimated realizable value over 
the book value of an asset, or the decrease in the amoimt of liability 
over the book value) will appear on the left-hand side of the 
Deficiency Account. 

(3) Any item not in the rough balance sheet must appear both 
in the Statement of Affairs and in the Deficiency Account, but on 
reverse sides ; in other words, there must be double entry therefor. 

(4) The Capital Account must be accounted for in the Deficiency 
Account on the same side as it appears in the Balance Sheet. Certain 
adjustments are required in connection with the Capital Account, 
as will be noticed presently, but the rule herein will, nevertheless, be 
followed. 

(5) The balance of the Statement of Affairs and Deficiency 
Account will be equal and closed by a cross transfer. 

These rules may be summarized — 

(1) Every item in the Balance Sheet must be accounted for 
directly or indirectly on the corresponding side of the Statement 
of Affairs or the Deficiency Account. 

(2) Any item not in the Balance Sheet must directly or in- 
directly appear both in the Statement of Affairs on the one side 
and in the Deficiency Account on the opposite side. 

It should be noted that there is a fixed layout in which bank- 
ruptcy accounts are presented, as shown in detail on page 1219. 
In the first few examples, the layout is, for convenience, only 
approximately adhered to, so that the principles may be fully 
explained. 

Illustration. The following is the Balance Sheet of X Y as it 
appears on the 31st December, 19. . — 


Balance Sheet 



£ 


£ 

Sundry Creditors (c) 

600 

Sundry Debtors (t) 

I.OOD 

Loan (c) .... 

55 

Stock (a) . 

150 

Capital (ef) . 

495 




/ 1.150 


;£ i . i 5 o 


The debtors are estimated to produce £32^ and stock £180. The 
creditors and loan holders have no special rights. 

Prepare in rough outline the Statement of Affairs and Deficiency 
Account for submission to the creditors. 


Statement of Affairs 


Unsecured Creditors (c) 

£ 

655 

Stock (fl) . 

Debtors (b) . . . 

/ 

"180 

325 



Deficiency (e) • 

505 

150 


£655 

£655 
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Deficiency Account 


Capital . ' 

Apjpreciation of Stock (a) 
I^nciency as per State- 
ment of Affairs [e) 


£ 

49 S 

30 

150 


Bad Debts 

. (ft) 


£ 

675 



£675 





£675 










It will be observed that each item in the Balance Sheet is duly 
accounted for on its proper side, the only item likely to cause trouble 
being that of stock. The Balance Sheet shows the item of £150 
on right-hand side, but being worth £180 the latter value must be 
shown in the Statement of Affairs on right-hand side, so that in 
order that the two statements will "balance " £30 will be shown 
on the LEFT-hand of the Deficiency Account. The balance on each 
of the accounts will be reflective and closed by a transfer (item 
marked "e"). The sides of the Statement of Affairs are similar to 
those of a Balance Sheet, whilst those of the Deficiency Account 
are opposite to those of a Profit and Loss Account, so that the left- 
hand side of the Deficiency Account is gain, and the right-hand 
side is loss. 

Where, as is required by law, the capital at a date prior to the 
Statement of Affairs has to be ascertained, the intervening movement 
of capital must be traced, but, as already mentioned, the same prin- 
ciple applies, viz, that the capital balance in some form or other 
must appear on the same side of the Deficiency Account as it appears 
in the Balance Sheet from which the Statement of Affairs and the 
Deficiency Account are prepared. 


Illustration. Assume the same facts as in the previous illustration, 
and in addition the question states that a year ago the debtor's 
capital was £2,100 ; his profits (less losses) being £400, and his draw- 
ings £2,005. Now it is clear that the left-hand item of £495 (present 
capital per Balance Sheet) must be accounted for, i.e. a net left 
hand of £495 : hence it is necessary to key up the intervening 
figures, thus — 

Left Hand Right Hand 


Old Ca.pita.1 
Add profits 

Less Drawings 
Net left-hand Bal 
ance . 


I £ 

z,ioo 

400 

2,500 

2,005 

Z495 


All that requires to be done is to substitute the details above for 
£495, taking care that the latter item is not actually inserted in 
addition to the substituted figure. The above affects only the 
Deficiency Account, which therefore will be — 
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Deficiency Account 



Capital . . . (li) 

Profits . . [d) 

Appreciation of Stock (a) 
Deficiency BS pci State- 
ment of Affairs . [t) 

1 

1 

g.JOO 

m 

30 

130 


Dramings 

Bad Debts 

. id) 

■ ib) 


673 




£3.680 





£a.68o 


The items marked \d) (italicized) simply replace the single item 
"left hand" of £495. 

The preparation of these accounts, although essentially the same 
in principle, is not quite so simple when — as almost invariably 
happens — there are different grades of creditors. For the moment 
it will suffice to say that, where a creditor holds property of the 
debtor as security, he is able to utilize it ; and may claim against the 
estate of the bankrupt for the balance if the security falls short of 
the debt, but must surrender the surplus to the estate if the security 
exceeds the debt due. Certain other creditors have the right to be 
paid in priority to the ordinary or unsecured creditors. These 
creditors are known as preferential creditors. On page 1208 a full 
list is given and illustrated; but the principle of dealing with the 
unsecured and preferential creditors will first be shown. 

Illustration. X, who has been adjudicated a bankrupt, shows 
the following assets and liabilities (put in Balance Sheet form). 
The figures in parenthesis on the assets side show the estimated 
realizable value of the respective assets. 


X — Balance Sheet 


Creditors 

£ 

2,300 

Debtors (h) . 

£ 

1,500 

Estimated 
to producB 

£ 

(t,2Do) 

Bank Overdraft . 

520 

Stock 

430 

(300) 

Loan secured by Mort- 

Cash (a) ... 

25 

(25) 

gage on Buildings 

I.DOD 

Buildings (g) . 

1.560 

(l.loo) 

Capital 

295 

Goodwill (c) . 

50D 

(Nil) 


/4.115 

Patent (d) . 

lOD 

;£ 4 . 1 I 5 

(230) 


Of the creditors, £360 are preferential; the bank has no security. 
The capital of X three years ago was £1,000, his losses for the last 
two years being £705, and the profit for the year prior thereto, £700. 
His drawings over the period of three years were £700. 

Prepare Statement of Affairs and Deficiency Account. 

The important points to observe are — 

^ The phrase used in the official form is; "Excess of assets over liabilities 
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[a) The capital (see previous illustration) will not appear as 3^295 
in the Deficiency Account, but as follows — 



WEM 


£ 

Capital ..... 


Losses .... 

705 

Profit ..... 

HQ 

Drawings .... 

700 


£^ b 7 °° 


^>.405 


(6) The item of buildings £1,560 would, in the ordinary course, 
be shown as follows — 


Statement of Affairs — right hand . ^1,100 (estimated realizable worth) 

Deficiency Account do. . 460 (estimated loss on realiz- 

ation) 


As, however, it is security, it is shown in the Statement of Affairs 
in a different form (but having the same effect on the balancing 
result) as a deduction from the left-hand item — loan on mortgage. 

(c) The preferential creditors are included in the £2,300, which 
is a left-h^d item, and hence £2,300 must be accounted for as 
follows — 


Unsecured Creditors — 

Sundry Creditors 

Less Preferential Creditors 

Bank .... 


£ £ 
Z,3DD 

360 

1. 940 

52D 


^2,460 


The preferential creditors are shown in short (but not carried into 
the total column) on the left-hand, but as they have the first right 
to the free assets they are deducted from the estimated value of 
the free assets. 

Statement of Affairs 


Liabilities 


£ 

Assets 

£ 

Unsecured Credit- 

£ 


Cash (a) . . . . 

25 

ors (c) 


2,460 

Stock (&) . 

300 

Loan (/) 

1,000 


Goodwill (c) . 

— 

Less Buildings (g) 

1,100 


Patent (tf) . 

230 




Debtors (A) . 

1,200 

Surplus to Contra 

£100^ 


Surplus per Contra 

lOD ‘ 




Deduct Preferential Creditors 

'1.S55 

Preferential Cred- 

£ 


[e) per Contra 

360 

itors (e) deducted 





Contra 

360 



1.495 




Deficiency 

965 


£ 

2,460 

£ 

2,460 


^ See footnote on page IZ05. 
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Deficiency Account 


Capital . . . . 

Profits .... 

Appreciation of Patent 
Deficiency as per Statement 
of Affaha 


£ 

1,000 

700 

130 

963 


Business Loaa . 

Bad Debts 

DrpreclBtion of Stock 

I, I, Buildings . 

ft ,, Goodwdl . 

Drawmgi 

[c) 

£ 

705 
300 
130 _ 

460* 

500 

700 


£ 

3.795 



£ 

3.795 









Sometimes, in addition to there being a first mortgage on property, 
there is a second mortgage. In this case, the surplus, if any, of the 
security available for the first mortgagee is not brought over to the 
free assets, but deducted from the loan of the second mortgagee. 

The treatment is dealt with below, the whole of the illustration 
being concentrated on this particular point. 

Illustration. From the following particulars prepare a Statement 
of Affairs and Deficiency Account. 

Estimated 

Value 



£ 

£ 

Unsecured Creditors ..... 

i,8od 


Preferential Creditors ..... 

200 


Loan First Mortgage ..... 

1,000 


Loan Second Mortgage .... 

300 


Sundry Assets ...... 

2,000 

(1,010) 

Buildings (Security for the Mortgagees) . 

1,500 

(1.130) 

The capital three years ago was £2,500, 

business 

losses being 


£1,400, gambling losses £60, drawings £840. 


The rough Balance Sheet is as follows — 


Sundry Creditors . 

Loan Creditors : 
ist Mortgage 

2nd Mortgage 

Capital .... 

£ 

2,000 

I,DDO 

300 

200 

Sundry Assets 

Buildings .... 

2,000 

1,500 


;f 3 . 5 Do 


£3.500 






^ If reference be made to the Balance Sheet it will be seen that Buildings 
;^I,56o right hand, and Loan £i,ooa left hand = £560 net right hand. This is 
reflected in items ^ : i.e. £ioo Surplus of Security over debt right hand, plus 
£4^0 in Deficiency Account (for loss of value on buildings) = £560 right hand. 

(e) The Creditors in Balance Sheet left hand are reflected in the above 
£2,460 left hand and £360 right hand deduction = £2,820 (i.e. Creditors, 
£2,300 -|- Bank Overdraft, £520). 
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Statement of Affairs 




£ 


£ 

Unsecured Creditors 


1,800 

Sundry Assets 

I, DID 

Fully Secured Creditor — 

£ 


Deduct Preferential Credi- 


First Mortgage . 

1,000 


tors per Contra 

200 

Less Buildings 

1.130 








8id 

Surplus, as below 

II 


Deficiency .... 

i,i6d 

Partly Secured Creditor— 





Second Mortgage 

300 




Less Surplus from 





Fully Secured 





Creditor ^ 

I3D 






170 



Preferential Creditors 





Deducted Contra 

200 






£1.970 


£•.970 


Deficiency Account 


Capital . . . . 

Deficiency as per State- 
ment of Adairs . 


£ 

2,500 


Business Losses 

1,160 


Depreciation of Assets 

,, ,, Buildings 

Drawings 

Gambling Losses 

£ 3,660 



I 

i,m 

990 

370 

840 

50 


£3.660 


The items in the Deficiency Account in italics represent the 
Capital item of £zoo in the rough Balance Sheet on page IZ05. 

It will be obvious that not only the business position, but also 
the private position will have to be brought into account; but se 
long as the two capitals in the Deficiency Account are kept separate 
the problem presents no new difficulties. 

Illustration. Y, as a result of being in financial difficulties, dis- 
closed the following position in regard to his affairs, at the date of 
the Receiving Order. 

^ The item of ^130, surplus from the security □£ the first mortgage, is 
deducted from the left-hand item of partly secured creditor. It can be seen that 
the loans in the Balance Sheet left hand are £1,^00, and the security in the 
Balance Sheet right hand is ^1,500. 

These are reflected in the Statement of Affairs left hand. £^ 7 ^ 

And Deficiency Account right hand ..... 370 

.^200 


Net right hand . 
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(g) Business, Balance Sheet 


Creditors 

£ 

1,600 

Stock 

£ 

2oO 

EstlmatMl 
to PmdaoB 

£ 

40 

Preferential Creditors 

Loan on Mortgage (secured 

150 

Debtors — 

Good 

810 

Bio 

on Property) 

1,200 

Doubtful 

500 

200 

Bills Payable . 

600 

Bad 

600 

Nil 

Capital .... 

620 

Cash .... 

10 

10 



Property 

Bills Receivable . 

I, Boo 
250 

£4.170 

1,700 

210 


Three years ago his business capital was £t,odo ; profits and draw- 
ings during the period were, respectively, £i,ioo and £1,480. 

Contingent liability for bill discounted, £300 expected to rank 
for £Bo. 

(6) Privute , Balance Sheet 


Capital .... 

£ 

1,600 

Furniture 

Life Policy 

£ 

600 

1,000 

Eitimated 
to ProducB 

£ 

500 

700 


£1,^00 


£i,6od 








Prepare Statement of Affairs and Deficiency Account. 


Statement of Affairs 


Liabilities 


£ 

Assets 


£ 

Unsecured Creditors 


2,200 

Cash . 


ID 


£ 


Stock 


40 

Creditors fully secured . 

1,200 


Furniture . 


500 

Less Property 

1,700 


Life Policy 

. 

7OD 




Book Debts — 



Surplus to Contra . 

£500 


Good 


Bio 




Doubtful 



Bills Discounted^ . 

£300 


Bad 

600 


Estimated to rank 


80 


£1.100 


Preferential Creditors De- 






ducted Contra 



Estimated to Produce 

200 




Bills of Exchange 

. 

210 



2,280 

Surplus per Contra 


500 

Surplus 


540 









2,970 




Deduct Preferential Creditors 





per Contra 

• 

150 



£2,820 



;£z,820 


^ See footnote on page 1208. 

39— (B.ao83) 
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Deficiency Account 


Business — 

Capital 

Net Profit 

Prsuate— 

Capital 

!:l 

1 

i,ooa 

Z.EUO 

1,600 


Bod Debt! 

Depreciation of Stock 

,, „ Property . 

„ „ Life Policy 

„ ..Furniture. 

Loss on Bills Receivable . 

,, ,, Discounted' 

Drawings 

Surplus as per Statement 
of Affairs . 

(0) 

1 

900 

160 

loo 

300 

zoo 

4 D 

8d 

1,480 

54 D 



r 3 , 7 DO 




£ 3 . 7 do 


(fl) £i,ood ^1,100 - ;£i, 480 = £620, Capital per Business Balance Sheet. 

The following are the classes of unsecured creditors — 
Pre-PrefererentiaJ Debts 

(а) If deceased, proper funeral and testamentary expenses. 

(h) Money belonging to a Friendly Society or Trustee Savings 
Bank in possession of Bankrupt as its officer. 

(c) Proper expenses incurred by a Trustee under Deed of Arrange- 
ment avoided by Bankruptcy of the Debtor. 

[d) Apprenticeship premiums unexpired. 

Preferential Creditors 

(i) Assessed rates which have become due and payable within the 
twelve months preceding the Receiving Order. 

(z) Assessed taxes up to the 5th April preceding the Receiving 
Order, not exceeding one year. [The Crown is not preferential in 
respect of debts arising in the course of trading.] 

(3) Wages and salaries of a clerk or servant, workman or labourer 
for four months (not exceeding £200) accrued before Receiving 
Order, and accrued holiday remuneration. 

(4) Where a labourer in husbandry has contracted for wages in 
a lump sum, the whole or a part of such sum, as the Court may 
decide to be due, proportionate to the time of service expired. 

(5) Contributions under the National Insurance (Industrial 
Injuries) Act, ig4() or the National Insurance Act, 1946, payable 
during the twelve months prior to the date of the Receiving Order. 

(б) Compensation under Reinstatement in Civil Employment Act, 
1944, not exceeding ^£200. 

(7) Purchase Tax, due in the twelve months prior to the Receiving 
Order, (Sect. 20, Finance Act, 1942). 

(8) P.A.Y.E. deductions by an employer (less refunds to em- 
ployees) arising during the twelve months prior to the Receiving 
Order (Sect. 30, Finance Act, 1952). 

The mere fact of obtaining judgment or a garnishee order does not 
enable the creditor to rank preferentially. 

^ The item ;^8 d must be introduced by "double entry.” 
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In reference to assessed taxes, the Inland Revenue is preferential 
for one year prior to the making of the Receiving Order ; thus, if a 
Receiving Order were made on 15th March, 1953, the liability for 
1952-53 is not preferential as it has not arisen. The Revenue may 
select any year and is not limited to the last fiscal year ended before 
the Receiving Order. In regard to taxes, such as Profits Tax in the 
case of companies, assessed by reference to an accounting period and 
not to a fiscal year, the Revenue may select any one such period 
ended prior to the relevant date (see In re Pratt). 

In addition, there is the right of the landlord to recover by 
distress rent outstanding in respect of the period, not exceeding six 
months, prior to adjudication (date debtor declared bankrupt). 

Deferred Creditors. In bankruptcy the following are deferred — 

(1) Money lent by a married woman to her husband for use in 
his trade or business as a sole trader or otherwise} and money lent 
by a married man to his wife for use in her trade or business. Any 

loan made before marriage is not affected. 

(2) Loans to a firm where the lender is to receive a share of profits 
or a rate of interest varying with profits ; or money paid for good- 
will in consideration for a share of profits. 

(3) Beneficiaries claiming under a covenant made in considera- 
tion of marriage for the future payment of money, or to settle 
after-acquired property (where the covenant has become void 
against a Trustee in Bankruptcy). 

(4) Interest on debts in excess of 5 per cent. 

l)efcrred creditors do not become entitled to any dividend at all 
until the unsecured creditors have received payment in full ; hence 
it is probably best to include them in a note on the Statement of 
Affairs so that, if they are of material amount, the balance available 
for the ordinary unsecured creditors is not abnormally reduced. 
If there is any surplus the deferred creditors will rank against it to 
the full extent of their debts before any return is made to the debtor. 

Secured Creditors. A secured creditor is one holding a mortgage, 
charge, or lien on the property of the debtor or any part thereof, as 
security for any debt due to him from the debtor. 

Such creditors are entitled to satisfy the debt owing to them fully 
or in part out of the property held by them before any distribution 
to the unsecured creditors. Where the security held is insufficient 
to discharge the whole debt, the secured creditor ranks as an un- 
secured creditor for the balance. Where the security is more than 
sufficient the surplus must be handed over to the estate. 

Where the creditor holds security given by a third party, he is 

' The words "or otherwise" are ejusdem generis \ therefore if the loan by 
vt^ife is to firm of wliich she is a partner, or where she lends money to her husband 
for purposes not connected with his trade, the above rule does not apply. 
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as regards the Bankrupt Estate unsecured, and after receipt of the 
final dividend will apply the security towards making up the balance 
of his debt. 

Schedules. It must be observed that the items appearing in the 
Statement of Affairs are found from different schedules which are 
required by law to be extracted, just as the item "Sundry Debtors" 
ui an ordinary Balance Sheet is found from a schedule of debtors 
drawn up for the purpose. 

The schedules are — 

A. Unsecured creditors. 

B. Creditors fully secured. 

C. Creditors partly secured. 

D. Liabilities on bills discounted. 

E. Contingent or other liabilities (including deferred debts). 

F. Creditors for rent recoverable by distress. 

G. Preferential creditors for rates, taxes, and wages. 

H. Property. 

I. Debts due to the estate. 

J. Bills of exchange on hand. 

K. Deficiency (or Surplus) Account. 

A question of more advanced t3^e is now presented. 

Illustration. A Receiving Order was made against X on the 15th 
March, 1953. The following details were disclosed. 

Cf editors with security — 

(1) Northern Bank, secured by 

hypothecation of stock valued 
at £15,000 .... 

(2) Loan on Mortgage, with In- 
terest . . . ■ . 

The Premises which are mort- 
gaged valued at . 

(3) Trade Creditors . 

Holding Life Policy of X . z.o 
Holding Life Policy of Mrs. 

X . . . .1,0 

Other Creditors : Unsecured 

Preferential : Income Tax, Sch. D 

1951- 52, Arrears . 

1952- 53 (Loss) 

1953- 54 .... 

Rates accrued due 
Wages, preferential . 

Other Stock ..... 

Book Debts — Good .... 

Doubtful and Bad 
Bills Receivable discounted 


£ 

10, DDD 
8, ODD 

11, DDO [estimated to realize ;^ 9 ,zdo^ 
4,000 


7DD 

nil 

460 

40D 

35 

2,2DD 

3,000 

6,000 (estimated to realize ;£3,ioo) 
1. 200 fexnected to rank /200) 


At 31st December, 1950, his capita] was £12,605. Trading has 
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subsequently shown a loss of £8|000. Drawings (including a debit 
for income tax) £3,000. Except for book debts and premises, assets 
are estimated to realize book values. Prepare Statement of Affairs 
and Deficiency Account. 

Before proceeding to prepare the Statement of Affairs it is 
essential to draft the rough Balance Sheets. 


Business Balance Sheet 


Bank . . . . 

Loan on Mortgage 
Trade Creditors 
Expense Creditors — 

Income Tax . ^i,i6o 

Rates . . 400 

Wages . . 35 

Capital 


£ 

10,000 

Stock .... 

B,ood 


i 6 ,doo 

Book Debts 

1.595 

1.605 

^37.200 

Premises .... 


15,000 
2,200 
9,000 
I 1,000 


;£ 37,200 


Private Balance Sheet 



£ 


£ 

Capital . . . . 

2 , ODD 

Life Policy 

2,000 


The creditors amounting to £35,595 require analysis, as follows — 


Creditors 

Fully Secured Creditors — Bank 

Mortgage. 

Partly Secured Creditors . . . . . 

Preferential Creditors — Rates . . . . 

Wages . . . . 

Income Tax (1951-52) 

Unsecured Creditors . . . . . 

Non-provable Income Tax (because in 1953-54 Y 
is not carrying on business) . . . . 


£ 

£ 

10,000 


B.doo 

iB,doo 

*400 

4,000 

35 


*700 

1. 135 


12,000 


460 


£35.595 


The item of £460 represents a gain and therefore is a "left-hand" 
item in the Deficiency Account ; but as the question states that the 
drawings include income tax, the item will be deducted from the 
right-hand item of drawings, viz. £3,000 - £460 = £2,540. 

It must now be noted that in the Statement of Affairs there is a 
further column for gross liabilities into which all liabilities, whatever 
the nature or quality, must be inserted. This additional column is 
only of a supplementary nature. 

Its inclusion has been deferred until this illustration so as not 
to confuse the fundamental principle of construction. 

* Had the item been rent it would not have been prsferential, but recover- 
able by distress. 

’ Had this been 1952-53 the liability would not have been preferential. 
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K — Deficiency (or Surplus) Account 


EzctfB of AsaeU over 
LlBblUtleB OD the 31st 
Dec., 1950 — 

Biuin^ . 

Private . 

Deficiency as per State- 
ment of Affairs 


£ 

12,605 

2,000 

B35 


Net Lots arising from 
Business . 

Bad Debts as per Sched- 
ule I 

Depreciation of Premises 
Household and Ptorsonal 
Expenses . 

Loss on Bills Discounted 


£ 

B,ooo 

1,^ 

>.940 

200 



fi5.440 




£15,440 









The wife is a deferred creditor (see page I20g). 

The Statement of Affairs appears on page 1213. 

Illustration. The firm Hard and Upp file their petition and you 
are asked to draw up a Statement of Affairs and Deficiency 
Account as at 31st December, 1952, from the following information — 

I I 

Sundry Assets . 61,092 Estimated to produce. 47i3oo 

Unsecured Creditors . 53.635 

The Capital Accounts (excluding their Current Accounts) at 
31st December, 1952, are £10,000. 

The drawings are £1,400 per annum (£800 for Hard and £600 
for Upp). 

Trading results are, after charging £500 per annum interest on 
Capital and £200 per annum for Partnership Salary (Upp) — 


194a . 


Profit 


1,300 

1949 . 


Profit . 


400 

1950 . 


Loss 


i,6do 

1951 ■ 


Profit 


200 

195^ ■ 


Loss 


3,000 


On ist January, 1948, Upp had introduced further cash of £2,000 
duly credited to his Capital Account. 

The Capital (composed of the fixed Capital of £10,000 and the 
balance of the current accounts) is £7,457 which will be made up of 
£10,000 Capital (Credit) and Current Accounts, (Debit) £2,543 
(see page 1214). 

The rough Balance Sheet is — 

I £ 

Creditors 53.635 Sundry Assets 61,092 

Capitals .... 10, odd Current Accounts 2,543 

The effective Capital is therefore £7,457 and this item is a left- 
hand item to be accounted for on the same side in the Deficiency 
Account as shown on page 1215 as follows — 

Capital (ist Jan., 1952) (a) Loss, year ended 31st Dec,, 1952 . (b) 

Personal Dravrin/^s, 31st Dec., 1952 (c) 



Statement qf Affairs 
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' ^35,595 (as shown on page 1211) - ^460 + ;fl,2oa 
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The Capital and Current Accounts as at ist January, 1952, are — 


Capital Accoants} ist Jan., 1948 
Addition. 1948. 


£ £ 


£ 


£ 

B,doo 

Z.DOO 


Capital Accounts 

Current Accounts, ist Jan., 1948 


Ltss Loss, 1950 .... 1,600 

Drawings 4 years, 31st Dec., 

1951 .... 5,6 od 


Deduct — 

Profit, 1948 ..... 1,300 

Profit, 1949 ..... 400 

Profit, 1951 ..... 200 

Interest on Capital for 4 years ended 

3Tst Dec., 1951 .... 2,000 
Partner’s Salary for 4 years 

ended 31st December, 1951 . . 800 


(as below) 


3.657 


7,200 


4,700 

2,500 


10,000 


1. 157 


At ist January, 1952 
Less Loss, 1952 . 

Deduct Interest on Capitals for 
1952 

Partner's Salary for 1952 


Less Drawings for 1952 . 


11,157 (n) 

3,000 


500 

200 

700 

2,300 Dr. (b) 

1,400 

Dr. 3,700 (c) 


Capital and Current Accounts, 31st December, 1952 L 7 A 57 

The composition of this total is — £ 

Capital Accounts ...... Cr. 10,000 

Current Accounts ...... Dr. 2,543 

As above . £ 7 A 57 


[The cuiubined Current Account need not be budt up in detail, but it is ^ven below for ^uidance.^ 


Current Account 



£ 



£ 

Drawings 

Closing . 

. 1,400 
• 4.257 

1948 

Opening . 

Salary and Interest 
Profit 

3,657 

700 

1,300 

Drawings 

Closing . 

. 1,400 
■ 3.957 

1949 

Opening . 

Salary and Interest . 
Profit 

4,257 

700 

400 

Loss 

Drawings 

Closing . 

i, 6 do 

1,400 

■ 1.657 

1950 

Opening . 

Salary and Interest 

3.957 

700 

Drawings 

Closing . 

1 1 

1 H 

1951 

Opening ... 

Salary and Interest . 
Profit 

1.657 

700 

200 



1952 

Opening , 

1,157 
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HARD AND UPP 


Statement df Affairs, 31ST December, 1952 


Gross 

Liabilities 


Expected 
to Rank 


Estimated 
to Produce 

£ 

47,300 

6,335 

£ 

53.635 

Unsecured Creditors . 

£ 

53,635 

Sundry Assets .... 

Deficiency subject to Costs 

f53.635 

^53,635 

£ 53,635 




Deficiency Account 


Excess of Assets over Lia- 
bilities at 1st January, 
I9SZ . . (a) 

Deficiency per Statement of 
Affairs 

1 

11,157 

6,335 

Loss for Year ended jlst 
December, 1952 (b) 

Personal Drawings (c) 

Loss and Expenses — 
Sundry Assets 

T 

2.300 

1.40D 

»3.'/9Z 

;^I7.492 

/17.492 



The Current Account 

1 


i 

for 1952 is — 




Drawings 

1,400 

Opening 

LI57 

Loss . 

3,000 

Salary and Interest 

7OD 



Closing 

2.543 


/4.400 ^ 4 » 4 DD 


Firm Bankruptcy. The position dealt with so far has been con- 
fined to a sole trader. Where, however, there is a firm bankruptcy 
the problems are a little more complicated. It should be remem- 
bered that Statements of Affairs will be required both for the firm 
and for its constituent members. Subject to certain exceptions, the 
private creditors have recourse only to the private estate, and the 
partnership creditors to the firm estate, generally referred to as the 
joint estate. Another confusing point arises where joint property 
is pledged as security for a private debt of one of the partners, in 
which case the private creditor is not a secured creditor, because he 
has not obtained the property of the debtor as security, but that of 
the joint estate. Examples are shown to illustrate the principles 
involved. 

Illustration. A and B are partners and the position is as follows — 


Balance Sheets 
Firm 


Creditors .... 

i 

600 

Stock . 

Debtors 

A 

B 

.^120 

Bo 

1 

300 

100 




— 

200 


;^6D0 



£6do 

— 
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A 



L 


i 

Creditors .... 

250 

Furniture .... 

30D 

Surplus 

30 

Sundry Assets 

loo 

Finn ..... 

120 




;^40O 


£400 


B 



i 


1 

Creditors .... 

900 

Furniture .... 

600 

Firm ..... 

Bo 

Life Policy .... 

250 



Deficiency .... 

130 


/980 


£980 


It is assumed that all assets are worth book value save that 
stock is estimated to realize £140. Prepare draft Statements of 
Affairs and Joint Deficiency Account. 


STATEMENTS OF AFFAIRS 

Joint 


Creditors .... 

i 

600 

stock .... 

Debtors . . . . 

Sundry Assets (A's Estate) . 

L 

140 

IDO 

150 



Deficiency . . . . 

39 D 

210 


itoo 


£600 






A 


Creditors .... 

i 

ZjO 

Furniture .... 

L 

3DO 

Surplus .... 

150 

Sundry Assets 

lOD 


£400 




B 



i 


i 

Creditors .... 

900 

Furniture .... 

600 



Life Policy .... 

250 



Deficiency . . . . 

50 


£900 


l^ao 
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Joint Deficiency Account 


A— Surplus .... 

DeAcieocy bs per Statement of 
Affairs 


€ 

150 

210 

Excess of Liabilities over Assets 
oJ — 

A . . . £rao 

B . . . Bo 


£ 




DepredatiDn of Stock . 


200 

i6d 



£360 



£360 


Each Statement of Affairs is separately compiled and each 
deficiency or surplus is separately ascertained. Any surplus intro- 
duced from a separate estate to the joint estate (not being in the 
original Balance Sheet of the firm) must have its double entry. It 
has already been stated that as regards creditors, each "set” proves 
against the particular debtor, i.e. separate against separate, joint 
against joint, but it should be observed that the surplus of A, i.e. 
£150, is now available for the joint creditors. 

Where in a partnership a partner has given security for a firm 
debt, the j oint estate has first claim on such security ; any surplus 
goes to the separate estate of that partner, the reverse applying 
when joint property is given as security to separate creditors. 


Illustration. The creditors are- 

- 



£ 

£ 


J oint 

3,000 

Assets . . i,6od 


A . 

500 

,, . > 400 


B . . . 

6do 

,, . 640 


The asset of B has been placed as security for a loan of £500 

to the firm included in the figure 

£3,000. The joint assets are esti- 

mated to realize £1,800. Prepare Statements of Affairs. 


STATEMENTS 

OF AFFAIRS 



Joint 



£ 


£ 

Unsecured Creditors 

3,000 

Assets .... 

I, Boo 



Deficiency .... 

1,200 


Z3.000 



A 


£ 


£ 

Creditors .... 

500 

Assets . . . . 

400 



Deficiency . . . . 

IDO 


£500 


^500 
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B 


Cieditors 

£ 

600 

Surplus from Security held 

£ 


3^600 

by Joint Creditors 
Deficiency .... 

440 

160 

;£6 dO 


The joint creditor of ;f5oo would get (with the other joint creditors) 
I2S. in the £ dividend = £300, i.e. X £500. Hence there is a 
shortage of £200. He recoups this from the £640 asset of B, leaving 
still a surplus of £440 which is now available for B's creditors. 

This may be further proved as follows. The joint creditor has 
£640 security of B against the partnership debt £500, leaving £140 
surplus. The dividend £300 received from the joint estate is now 
due to B's separate estate, since the £500 debt has been satisfied 
in full. B's estate thus receives £440 from the asset £640. 

Statutory Forms. The two principal forms required by statute 
to be completed are here shown — 

(1) Statement of Affairs in Bankruptcy. 

(2) Statement K, Deficiency (or Surplus) Account, 

These are set out on the following pages. 

Trustee's Accounts and Remuneration. The Trustee in Bank- 
ruptcy must keep detailed accounts of his receipts and payments in 
the prescribed form of cash book. If the debtor's business is carried 
on, a Trading Account must be kept on a cash basis. 

The Trustee's remuneration is fixed by the creditors or the Com- 
mittee of Inspection, and must be by way of a percentage on 
realizations and a percentage on dividends to unsecured creditors, 
including preferential creditors and secured creditors to the extent 
that their security is insufficient so that they rank as unsecured for 
the balance. 
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THE BANKRUPTCY ACTS, 1914 and 1926 
STATEMENT OF AFFAIRS 
In the High Court of Justice. 

In Bankruptcy. No. of 19.. 


RE. 


TO THE DEBTOR. — You an: required to fill up, carefully and accurately, this sheet, and such of the 
several sheets A, B, C, D, E, F, C, H, 1, J, and K, as are applicable showing the state of your affairs 
□n the day on which the Receiving Order was made against you, viz., the day of 

19 , . Such sheets, when Ailed up, will constitute your Statement of Affairs, and must be verified by 

□ath or declaration. 


Gross 

UabUl- 

tles. 


liabilities 

(as stated and cstimatEd by 
Debtor). 


Expected 

to 

Rank. 


Assets 

(as staled and estimated by 
Debtor). 


EsU- 
mated 
to Pro* 
duoe. 


Unsecured Creditors as per List (A) 


Creditors fully secured, 
as per list (D) 

Estimated value of se-| 
cuiitics 

Surplus . 

Less amount thereofl 
carried to sheet (C) 

Balance thereof to| 
contra 

Creditors partly secured, 
as per list (C) 

Less estimated value] 
of securities . 


Liabilities on Bills discounted other 
than Deblor's own acceptances lorj 
value, as per list (D), 
viz, — 

On Accommodation Bills as 
Drawer, Acceptor, or 
Indorser . . .£ 

On other Bills as Drawer or 
Indorser . . . .£ 


£ : : 

Of which it is expected will rank 
against the estate for dividendj 
Contingent or other Lia- 
bilities as per list (£) .£ 


Of which it Is expected will rank] 
against the estate for dividend 

II -f ■ ■ ■ 

Creditors for rent, ike., 
recoverable by dis-j 
tress, as per list (F) 

Creditors for rates, taxes, 
wages, flee., payable in 
full, as per list (G) 

Sheriff's charges payable 
under .sec. 41 of the| 

Act, estimated at 


Deducted contra 


^ Surplus explaiucil In Statement 

(K) ' 


Property as per list (H), viz. — 

(a) Cash at Bankers 
(b Cash in hand 
(c) Cash deposited with Solici- 
tor for Costs of Petition! 
(d| Stock-ln trade (cost £ )| 

Iri Machinery .... 
\f) Trade fixtures, fittings, 
utensils, ike. 

|r| Farming stock 
(a) Growing crops and tenant! 
right 

(t) Furniture . 

(f) Life policies 
(a) Stocha and Shares 

(l) Reversionary and other in- 1 

teres ts under Wills 

(m) Other property, viz. — 


Total 

Book Debts as per lisi 
Good 


per list (H) . 

■ t ( 1 ), viz.- 


Doubtful 

Bad 


.Id. 


Estimated to produce . 

Bills of Exchange or 
other similar secuil- 
lies on hand as per 

list (J) . . .£ 

Estimated to produce . 
Surplus from securities in thej 
bauds of Crcditois fully secured 
(per contra) ... 


Deduct Creditors for dJstrain- 
able rent, and for preferential 
rates, taxes, wages, sheriff’s 
charges, Ac. (per contra) , 


t Deficiency explained in State- 
ment (K) .... 


5.1 d. 


^ Strike out words which do not apply- 
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LIST. PARTICULARS AS PER FRONT SHEET. DEBTOR’S REMARKS. 





CHAPTER XXXI 
LIQUIDATION 

Liquidation is the term used to signify the process of winding up 
a company pd thereby bringing to an end its corporate life. When 
a company is ordered by the Court to be wound up compulsorily, it 
is necessary to prepare a Statement of Affairs for submission to the 
creditors of the company. 

The principles already outlined relative to bankruptcy, subject 
to certain modifications of detail, apply to limited companies in 
compulsory liquidation. 

The main points of difference are — 

(r) A limited company may have issued debentures giving a 
floating charge. Such a position is impossible in the case of an 
individual. 

(2) The position in relation to shareholders (in liquidation called 
contributories), which cannot arise in the case of a private 
individual. 

(3) The Deficiency Account contains a considerable amount of 
detail (whereas in bankruptcy such account merely contains the 
net loss or profit) and the period covered is three years prior to the 
winding-up order or as the Official Receiver directs, or from the 
formation of the company if the latter is within three years of the 
order; on the other hand, the Deficiency Account in bankruptcy 
commences at a date twelve months prior to the receiving order, 
unless the Official Receiver otherwise orders. 

The forms now required vary in layout as compared with the old 
forms (and with those required in bankruptcy), but the principle 
of preparation is unchanged. 

It should be noted that Preferential Creditors rank before 
Debentures with a floating charge. 

The forms will include profits and losses of the period prior to the 
date of the Statement of Affairs (which will link up with the opening 
surplus or deficiency on Profit and Loss), and the gains or losses 
arising from estimated realizable values, and the liabilities as com- 
pared with the Balance Sheet figures forming the basis of the State- 
ment of Affairs will be dealt with on the same principle (although 
differing in form) as in Bankruptcy. 

The balance of estimated surplus or deficiency as regards un- 
secured creditors is automatically the difference between Gross 
Assets and Gross Liabilities, so that the Schedule of Gross Assets 
is a “memo” Schedule. 

The following example illustrates the new layout referred to 
above. 
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Illustration. On ist April, 1953, a compulsory order for winding 
up was made against Y, Ltd., the following particulars being 


disclosed — 



(Estimated to Produca) 


i 

£ 

L 

Cash in hand .... 


5 

3 

Debtors. . . . . 


200 

180 

Land and Buildings 


3,000 

2,400 

Fixtures .... 


1,000 

1,000 

Unsecured Creditors 

1,000 



Debentures — 




Fixed (secured on Land and 




Buildings) 

2 ,l 0 D 



Floating .... 

500 



Preferential Creditors 

300 



Share Capital (£i fully paid) 

16.000 




Estimated liability for bills discounted £300, estimated to rank 
at £300. Contingent liabilities {rz legal costs) £600, estimated to 
rank at £600. 

The company was formed on the 1st October, 195I1 and has 
made losses of £15,695. 

Prepare Statement of Affairs and Deficiency Account. 


The rough Balance Sheet is — 

i 

Shaje Capital . 16.000 

Creditors 3,900 

£19.900 


Assets (as per question) . 4,205 

Profit and Loss Account . 15,695 


£19,900 


The items of £300 and £600 would appear as footnotes in the 
Balance Sheet of the company, and when brought into the state- 
ments will require "Double Entry." 

The question of Debenture Interest has been ignored in this 
illustration, but the rule in reference thereto is that Debenture 
Interest is payable up to and including the date of repayment of the 
Debenture in the case of a company which is solvent, otherwise 
interest ceases at the commencement of the liquidation. 

[See Statement of Affairs on page 1223.] 

The following example illustrates the position when shares are 
partly paid — 


Illustration. Balance Sheet 


Share Capital (£i each. 

L 

Sundry Assets 

L 

4,100 

IDS. called) 

5,000 

Calls in Arrear 

30D 

Calls in Advance . 

200 

Profit and Loss Account 

2, Boo 

Creditors .... 

2,000 

£7,200 


il.w 


Sundry Assets are estimated to produce £3,000. 
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STATEMENT as td the Affairs of Y Limited 

on the ist April, 19531 date of the Winding-up Order, showing assets 
at estimated realizable values and liabilities expected to rank. 


Assets not specifically pledged — 
Cash on Hand . 

Debtois .... 
Fixtures .... 


Assets Specifically Pledged — 
Freehold Property . 


[a) 

[b] 

(c) 


Estimated 

Due to 

Deficiency 

Surplus 

Realizable 

Secured 

Ranking 

carried 

Values 

Creditors 

as Un- 
secured 

to last 
column 

£ 

£ 

£ 

£ 

2,400 

2,100 

— 

300 


Estimated surplus from Assets specifically pledged . 


Estimated 

Realizable 

Values 

£ 

5 

iBo 

1,000 


300 


Estimated Total Assets available for Preferential Creditors, Debenture-holders secured 
by a Floating Charge, and Unsecured Creditors ....... 


SuuMARY OF Gross Assets £ 

Gross Realizable Value of Assets specifically charged ..... 2,400 

Other Assets ............ i,iB5 

Gross Assets ........... it3i5B5 




Gross 

Liabilities 

£ 


2,100 

300 


Liabilities 


Secured Creditors to extent to which claims are estimated to be covered 
by Assets specifically pledged (item (a) or (b) above, whichever is the less) 
[Insert in “Gross Liabilities" column only] 

Preferential Creditors ......... 


Estimated Balance of Assets available for Debenture-holders secured by a 
floating charge, and Unsecured Creditors ..... 


1,183 


5 DO 


Debenture-holders secured by a floating charge 


50D 


1,000 

6do 

300 


£4,800 


Estimated Surplus as regards Debenture-holders ..... 

Unsecured Creditors — £ 

Trade Accounts ......... i,odO 

Contingent Liabilities (r£ legal costs). ..... 600 

Contingent Liabilities (Bills discounted) .... 300 

Estimated Deficiency as regards Creditors being difference between — 

Gross Assets ........ 3 i 585 

Gross Liabilities ........ .4,800 

Issued and Called-up Capital: 16,000 shares of £1 each .... 

Estimated Deficiency as regards Members ...... 


683 


1,900 


1,215 

16,000 


£»7,2I5 


Deficiency dr Surplus Account 

Items contributing to Deficiency or reducing Surplus — 

Net Trading losses (after charging Items shown in note b dow) . 
Estimated losses now written off . 

Other items contributing to Deficiency or reducing Surplus — 
Contingent Liabilities [re legal costs) . . . . ■ 

Contingent Liabilities (Bills discounted) .... 


£ 


15.695* 

620 

6do 

300 


Deficiency as shown by Statement, 


£17,215 


Details in prescribed form are required to be shown separately. 

[Note. As to Net Trading Profits and Losses (see form on page 1241).] 
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The calls are irrecoverable. The creditors include preferential 
creditors of £300. Prepare Statement of Affairs and Deficiency 
Account. 


Statement df Affairs on , 19. . 




Estimated 



Realizable 



Value 


Assets not spedbcally pledged — 

£ 


Sundry ........... 

3,000 


Unpaid Calls .......... 

fvU 


Summary of Gross Assets £ 



Sundry ........ 3iO0o 






K.stimated Total Assets available for Preferential Creditors, 



Debenture -holders secured by a floatiug charge and Unsecured Creditors 

3,000 

Gross 

Liabilities 


Liabilities 



£ 

300 

Preferential Creditors .......... 

300 


Estimated balance of A.ssets available for Debenture-holders secured by 



a floating charge and unsecured creditors ...... 

z,7od 

1,70a 

Unsecured Creditors .......... 

1,700 


Estimated Surplus as regards Creditors — £ 



(}ro5s Assets ........ 3,000 


£2,000 

Gross Liabilities ........ 2,000 



Issued and Called-up Capital — 

1,000 


10,000 Shares of £ each, 10s. called ....... 

5,000 


Estimated Deficiency as regards members ...... 

£4,000 


Deficiency or Surplus Account 

r 


Items contributing to Deficiency (or rcduciug Surplus) — 

£ 


Trading Losses (to be shown m prescribed detail) .... 

2,Hno 


Losses now written otf ........ . 

1,100 


Calls irrecoverable .......... 

3DD 


Items reduriiig Deficiency (or Contributing to Suriiliis) — 

4,200 


Calls La Advance .......... 

200 


Defideucy as shown by Statement .... 

£4,000 


Preferential Creditors. The liquidator must, so far as he can, 
pay the preferential creditors. These are the same as in Bankruptcy 
(see page 1208), except that the date by reference to which priority 
is to be ascertained is that of the resolution to wind up if a voluntary 
hquidation, or, in the case of a compulsory winding up, the date of 
the appointment of the provisional liquidator if one is appointed, 
otherwise the date of tlic Court Order [vide Sect. 319, Companies 
Act, 1948). 

(Exception : if the Compulsory Order is made where the company 
is already in process of being wound up voluntarily, the relevant 
date is the date of the resolution to wind up voluntarily.) 

Liquidator’s Final Account. In all liquidations a liquidator must 
prepare in statutory form a statement of his receipts and payments 
made up to the date of his application for release.^ 

The preparation of a Liquidator's Cash Account calls for no 

^ The student is referred to a legal work for fuller detail on this subject. 
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detailed explanation, but the following matters should be noted — 

(1) There is no double entry required. 

(2) The items should follow the order of the official form. 

Preferential creditors are paid before debenture-holders with a 

floating charge, whilst debenture-holders with a fixed charge will 
receive payment out of the proceeds of their security, unless the 
latter is insufficient for that purpose, in which case the balance 
owing will rank as an unsecured habihty (unless the charge is floating 
as well as fixed in which case the liability ranks after the preferen- 
tial liabilities have been paid in full). 

(3) The rights of various classes of shareholders (particularly if 
there is a surplus) require careful consideration. [See pages 98B 
and 1023 tt seq.'\ 

(4) The calculation of the remuneration. 

(5) The form of cash book for liquidations differs from that 
required for bankruptcies.^ The main outlines of the forms are given 
below, so that point (4) only requires further explanation. 

As to (4) the remuneration is fixed by the Court in a compulsory, 
and by agreement in a voluntary winding up, usually upon a double 
basis, viz. as a percentage of receipts^ by the liquidator and dividends 
to unsecured creditors.^ There is little difficulty with the former, but 
the latter requires care because the liquidator (or trustee) obtains the 
sum upon the amount paid, so that if there is insufficient to pay the 
creditors in full and the liquidator, both must suffer abatement. 

Illustration. A liquidator has £11,220 to pay £20,000 creditors. 
After he has received his commission on collections, he is entitled 
to a further 2 per cent on dividends paid. 

If he pays £ioo he receives £2, thus absorbing £102. Hence he 
receives ^ 1 *;^ X £11,220 = £220, leaving £11,000 for distribution. 

Illustration. The following are the balances of X, Ltd., which 
decides to wind up voluntarily on ist January, 19. . . 


Balance Sheet 


Share Capital (/i fully paid) . 

i 

2,000 

Cash . 

£ 

6d 

Estimated 
to Produce 

£ 

Creditors .... 

4,900 

Stock . 

1,700 

i,68d 

(including ;^2io prelerential) 

Debtors 

4.79“ 

4.495 

;^6,90D 

Profit and Loss 
Account . 

35“ 

;£6.900 



The liquidator's remuneration is to be 4 per cent on amounts 


^ A statement of the receipts and payments must be furnished by a trustee 
in bankruptcy. 

“ See footnote (■) on page 1226. 

“ These include prelerential creditors, and also secured creditors to the 
extent that their security is insufficient to cover their claims so that they 
rank as unsecured for the balance. 
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collected and 2 per cent on dividends paid to unsecured creditors. 
Liquidation expenses are ^^40. Show Liquidator's Cash Account 
(calculate to nearest £). 

Dr . Libuidator's Cash Account Cr. 


Receipts 

£ 

L 


Payments 

£ 

£ 

To Balance 


bu 


By Law Costs 

? 


,, Sale of Assets — 




,, Auctioneer’s Charges . 

? 


Stock. 

,, Debtors 

l,6Bo 

4.49S 



„ Incidental Expenses . 
,, Liquidator’s Remun- 

7 

40 


6,175 


eration — 






4% On Amounts 
Collected* 

2% on Dividends to 

247 







Unsecured Creditors* 

,, Preferential Creditors. 
„ Dividend of 2DS. in £ to 
Unsecured Creditors. 
,, Return to Contribu- 
tories — 

gs. 6d. in r on 2,ooo 
Shares of £i each, 

SPB 

345 

2X0 


4.690 







fully paid 


930 



£6.235 




£6.a3J 









Collection of Calls. Where shares are partly paid the liquidator 
will make a call in order to pay off liabilities as far as possible and 
to adjust the position between the contributories (i.e. shareholders) 
as between themselves. 

Where practicable, a liquidator will attempt to avoid making a 
call greater than is really required, as otherwise there may be 
entailed a return to the contributories upon whom the call was 
made. If a call of los. will settle the list of contributories, it would 
involve a corresponding return to the contributories upon whom 
the call was made if the actual call was greater than los., e.g. if it 
were 12s. a return of zs. would be required. 

The same principles apply where more than two classes of contri- 
butories have to be dealt with. 

Illustration. The cash remaining in the hands of the liquidator 
prior to making the return to contributories (before making calls) 
is £3,500. The issued share capital is 10,000 preference shares of 
£i each fully paid (with priority as to capital), 10,000 ordinary 
shares of £i each, 15s. paid, and 20,000 ordinary shares of £i each, 
IDS. paid. Show Liquidator's Cash Account. 

The loss suffered by the contributories is ascertained by taking 
the deficiency and dividing it by the issued share capital (on the 
assumption that the latter is fully paid) . 

^ See footnote on page 1227. 

■ Where there are mutual debts, e,g. A owes the Company £500 aJid is 
owed by it ^loo, the remuneration will be based on the "net” or set-off figure, 
i.e. ;£4 oo, and not on the debt due to the Company, ;£5oo. 
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Balance Sheet 


Preference Shares 

Ordinary Shares — 

10.000 (15s. paid) . 

20.000 (10s. paid) 

£ 

10,000 

7.500 

10,000 

Cash .... 

Deficiency 

£ 

3.500 

24,000 


;f 27 . 5'>0 


;f* 7 . 5 oo 


Loss per ordinary share is therefore — 

Deficiency 24.000 

Fuli-Y-paid ^ per ordinary share 

Ordinary Capital 

Dr . LiguiDAToR's Cash Account Cr. 


To Balance. 

,, Proreeds of Calls — 
Ordinary Shares : 
ZD.ooo at IS. 
20 ,CHJD at 6s. 


i 

5.500 

5 QD 

6,000 


By Preference Sbare- 
holders 


£ 

JOfOJO 



f 10,000 




£10,000 









In all the above instances no return was made to the ordinary 
shareholders, but if they have paid in previous calls more than 
their loss per share they will be entitled to a return, computed on 
the principles outlined. 

If a contributory fails to pay his calls in full, whether by insol- 
vency or otherwise, he is thereby debarred from participation in 
any return to contributories, until the other contributors have 
been paid sufficient to make all the shares the same amount paid up. 

Where there is a third grade of share, e.g. Deferred Share, the rule 
already explained will be applied subject to these modifications — 
(i) Ascertain if there is any of the deferred capital (however small) 
remaining. If the deficiency is less then the fully paid deferred capi- 
tal, part of such capital remains. If so, the prior classes of shares 
will receive their capitals back as existing and the question of any 


^ Where there is insufficient cash left to pay the unsecured creditors in 
full, the calculation will be not 2 per cent thereof, but assuming the 

unsecured creditors to be ;£4,69 d and after all obligations have been discharged 
(save that of the Liquidator's "Dividend" Remuneration of 2 per cent), there 
IS a cash balance of jfz.Syo 5s. yd., the respective payments to the liquidator 
and unsecured creditors will be — 

Liquidator . ■ Ttla X ;£2.87 o-2B = £sb 5s. yd. 

Unsecured creditors X ;£2, 870-28 = £2,814 
The liquidator thus receives 2 per cent of £2,814. 

Preferential creditors are "unsecured" for the purpose of calculating the 
liquidator’s remuneration. 
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priority of repayment of capital as between themselves, e.g. prefer- 
ence shares and ordinary shares, does not arise ; so that — 

(а) Apply the previous rule for ascertaining the loss to be 
sustained [deferred share capital being substituted for ordinary 
share capital). 

(б) Pay out cash to the preference and/or ordinary shares (i) in 
full if fully called and paid (ii) if not, to the extent called and paid. 

(2) If such deferred capital is entirely exhausted — 

[а) Make such calls as are required to make any such deferred 
capital fully paid. 

(б) Reduce Deficiency by the amount of such fully called and paid 
Deferred Share Capital. 

(c) Apply the rule previously outlined to ascertain the loss on the 
Ordinary Share Capital and proceed accordingly. 

Illustration. The position in Balance Sheet form of Dick Hudson, 
Ltd. immediately prior to dealing with the repayment to members 
is — 



£ 


£ 

I, ODD 6% Preference Shares 


Ca.sh at Bank 

4.650 

oi £1 each, fully paid 

2,000 Ordinary Shares ot £1 

1,000 

Deficiency .... 

2,750 

each, fully paid 

2,000 Ordinary Shares of £\ 

2,000 



each, 13s. paid. 

3,000 Ordinary Shares of £i 

1,500 



each, 6s. paid . 
io,oDO Deferred Shares of 2s. 

900 



each, fully paid 

20,000 Deferred Shares of 2s. 

1,000 



each, IS. paid . 

I,OOD 






£iao° 






Preference have priority over ordinary; and ordinary have 
priority over deferred as regards repayment of capital. 

Show Liquidator’s Cash Account. 

Ascertain the position of the Deferred Share Capital, e.g. whether 
or not any capiti remains. On the basis of these being fully called 
and paid, the deficiency per share would be arrived at as follows — 


2750 (Deficiency) 

3000 (fully paid Deferred Capital) 


X Z4d. = IS. lod. 


The prior Share Capitals are therefore intact and can be paid out 
per Balance Sheet: and the loss for the Deferred Shareholders is 
IS. lod. a share producing a repayment of 2d. per share to the fully 
paid Deferred shareholders and requiring the calling up of lod. per 
share on the partly paid Deferred shareholders. (See top of next page.) 


Illustration. Same facts as before except that cash is £3,000, 
and the deficiency £4,400, show Liquidator's Cash Account. 



Dr. 
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Cr. 


— 



£ 

r. 

d. 




£ 

s. 

d 


To Balance . 


4,630 

D 

0 


By Repayment of Capitals 






Proceeds of Call — 






1,000 Prefemice (£i) 


1,000 

D 



2D,DOO Deferred 






2,000 Ordinary (£i) 


2,000 

D 

0 


Shares at lod. per 






2,000 Ordinary (15s.) 


1,500 

0 

D 


share . 


B33 

6 

8 


3,000 Ordinary (69.) 


gog 

D 

D 








10,000 Deferred (2d.) 


83 

6 

a 




£5.483 

_6 

a 




£5,483 

J 

_a 


As the deficiency in the second illustration exceeds the FULLY-PAID 
Deferred Share Capital, all such Capital is lost : nevertheless the call 
of IS. a share on the 20,000 Deferred Share Capital will be made and 
the deficiency corresponding with the fully paid Deferred Share 
Capital will be reduced. For the sake of clarity the position arising 
as a result of these operations is shown — 


Capital (excluding deferred) 

£ 

Cash at Bank 

£ 

[first four in Balance Sheet 


[£3,000 -h ;£i,ddo] 

4,000 

on page 122B] . 

5.400 

;^ 5 . 4 oo 

Deficiency [£^,^00 - ;^3,odd] . 

1,400 

£ 5 A°° 


The Deferred Share Capital being lost, the loss per ordinary 
shareholder is required. This is — 

1,400 (Deficiency) 


7,000 (Fully paid ordinary capital) 


X 20s. = 4s. a share. 


Dr. Liquidator's Cash Account Cr 


To Balance .... 
,, Proceeds of Call — 

20,000 Deferred Shares 
at IS. per Share 


£ 

3,000 

1,000 


By Repayment of Capitals — 
z,Df 70 Preference (£1) 

2.000 Ordinary fi6s.P 

2.000 Ordinary (iis.)^ 

3.000 Ordinary (zs.)^ 


1,000 
1, 60a 
1,100 
300 



£4,000 




£4^ 









Where there are no arrears of a call made by a Liquidator the 
problem of the treatment of a defaulting shareholder will not arise, 
because, where the loss is equivalent to the same amount per share 
as the uncalled portion, there will be a repayment equal to the called 
up amount of the fully paid shares; thus, if there are 2,000 shares 
of £1 each, fuUy paid, and 1,000 shares of £1 each, 14s. paid, and 
the deficiency is 14s. per share, the former will receive repayment of 
bs. per share and the latter nothing. 

Should the deficiency mentioned above be a lesser figure, even the 
partly called and paid share will obtain a repayment ; thus, if the 
deficiency is 12s. per share there will be a repayment of Bs. per share 

^ As the loss per Ordinary Share is 4s., the repayments to the ordinary 
shareholders will be the amount paid, less 4s. per share, viz. i6s., iis., and 
23 - for the fully paid, 15s. paid and 6s. paid respectively. 
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and zs. per share respectively for the fully paid and partly paid 
shareholders. 

Should the deficiency be a greater figure a call will be made to 
cover the deficiency, and as a result there would be no repayment 
to the partly called and paid shareholders ; thus, if the deficiency per 
share is 19s. there will be a repayment of is. to the fully paid share- 
holders and a call of 5s. upon the partly called and paid shareholders 
to bring their loss of 14s. per share to 19s. 

Illustration. The liquidator has in hand £S> 7^5 payment of 
all costs and creditors, but before collecting from the deferred share- 
holders IS. per share on their 10,000 shares of zs. (is. previously 
called and paid). 

The ordinary share capital is — 

4.000 Shares of £1 each fully paid. 

5.000 Shares of £1 each 15s. called and paid (except arrears of a 
previous call of zs. 6d. per Share on 1,000 Shares). 

1.000 Shares of £1 each, zs. called and paid. 

The loss per Ordinary Share is 3s., so that the fully paid ordinary 
shareholders are entitled to a repayment of 17s, per share, the 15s. 
called and paid to 12s. per share ; but the ordinary shareholders who 
have paid zs. per share only must pay in is. per share (to bring 
their loss to 3s. per share). 

Dr. LiguiDATOR’s Cash Account Cr. 


To Balance of Proceeds . 

„ Deferred Shares — 

Call of IS. per Share on 
iD,ooo Shares 
,, Ordinary Shares — 

Call of IS. per Share on 
1,000 Shares 


£ 

5,725 

500 

50 


By Repayment of Capitals — 
4,000 Ordny. Shares, 17s. 

4.000 Ordny. Shares, 12S. 

1.000 Ordny. Shares gs.Sd. 
[i.e. I2S. less Call un- 
paid zs. 6d.] 


3 - 4 M 

2,400 

4?5 



£6,275 











— 


The deficiency of 3s. is arrived at as follows — 


Share Capital — 

£ 

Cash .... 

£ 

5,725 

Ordinary £i (4,000) 

4 ,ODO 

Deficiency 

2,500 

Ordinary 15s. (4,000) . 
Ordinary 12s. 6d. (1,000) 
Ordinary 2s. (i,dod) 
Deferred is. (10,000) 

3,DO0 

625' 

loo 

500 

£ 8,225 


£ 8,225 


When the call on the deferred is received, the Cash is £6,225 and the Share Capital £6,725; but as 
the Deferred Capital (now £1,000) is entirely lost, this is eliminated and the deficiency reduced to 
£1,500, so that the loss to tns on^ary shareholders is — 

capital) " ^ per Oedina^ Sha« 


^ I, ODD at 15s. called. 
Less Call in arrear 


£ 

750 

125 
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Illustration. X, Ltd., is in liquidation, and after payment of all 
expenses and creditors in full there remains a surplus of £3,850 ex- 
cluding calls in arrears. 

The issued share capital is — 

2,000 Preference Shares of £\ each fully paid, having priority over 

Ordinary and Deferred Shares. 

3,odo Ordinary Shares of ;^i each, fully paid t having priority over 
5, ODD Ordinary Shares of £i each. 15s. paid J Deferred Shares 

2,000 Deferred Shares of £\ each, 12s. paid. 

A contributory holding 1,000 ordinary shares, 15s, called, failed 
to contribute further to the assets of the company to the extent of 
his unpaid call of 2s. a share. Show Liquidator's Cash Account. 


Br. 


Liquidator’s Cash Account Cv, 


To Balance (details on lines 
of previous illustra- 
tions) 

„ Proceeds of Calls — 
Deferred Shares: 
2,000 at Hs. . 


£ 

3.B5D 

Boo 


By Preference Share- 
holders . 

„ Ordinary Shareholders 
5,doo at Bs. . 

4,000 at . 

I, ODD at 15 .' . 


£ 

2,000 

2,000 

60a 

5 " 



£4,650 






The loss per share is 12s. arrived at as follows — 


Preference Share Capital 
Ordinary Share Capital . 


£ 

2,000 

8,750 


Cash . ... 

Call In Arrear 

Call due frciD Deferred . 
De&ciency . 


£ 

3,850 

IDO 

Boo 

5,000 



£10,750 




£10.750 









6,odo izs 

Loss = X 20s. = 

10,000 

Calls in Advance. Where calls have been paid in advance the 
amounts receivable from contributories will be correspondingly less ; 
and when the loss per share is ascertained the amount so paid in 
advance must first be returned in addition to that receivable in 
common with the remaining contributories. 

Illustration. The position of Z, Ltd., in liquidation, in Balance 
Sheet form, before the adjustment for contributories is — 


Balance Sheet 


Share Capital issued — 

i 



Cash ..... 

1,000 ;fi, fully paid 

I,OOD 

Deficiency 

i.ooo £1, I2S. paid 

Calls in advance — 

600 


400 at 3s. .... 

6d 

£1,660 



^ 1,000 shares at 3s. — 2s, call in arrears. 
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Show the Liquidator's Cash Account. 

Each contributory loses 4s. a share, i.e. - 42 ?- x zos. 

^ ^ 2,000 


Dr, 


To Balance 


Liquidator's Cash Account 


Cr. 


£ 

1,260 


ki, 26 o 


By Rspayment of Calb 
hi ^vance — 


£ 

400 at 3B. 

„ Shanholden — 


6a 

1,000 at i6b. 


Boo 

1,000 at Bi. 


4DO 

£1,260 


Illustration. On 30th June, 19. ., the liquidator of X, Ltd., hav- 
ing a share capital issued of 5,000 preference shares of £i each fully 
paid without priority as to capital, 8,000 ordinary shares of £1 each, 
iBs. paid, and 12,000 ordinary shares of £i each, 15s. paid, had a 
cash balance £1,645. 

A dividend to the unsecured creditors of 12s. 6d. in the £ had 
already been paid as well as the amount due to the preferential 
creditor. 

By 31st December, 19. ., he had realized the remaining assets, 
amounting to £3,100, of which £2,000 was in respect of secured 
creditors of £1,400. All the costs of liquidation were £270. 

The creditors, other than the secured creditors, were — 


£ 

Trade Creditors ....... 4,740 

Gas Board for Gas supplied ..... 14 

Salary of Clerk for six months .... 139 

Directors' Fees for four months .... aoo 


Prepare Liquidator's Final Receipts and Payments Account. 
Dr. Liquidator’s Rbceipts and Payments Account Cr. 




£ 




£ 

To Balance 

b/d 

1,645 


By Secured Creditors 


1,^00 

,, Realization of Assets: 


„ Liquidation Costs 


27D 

General . 


1,100 


Dividend of 7s. 6d. 



Re Secured Creditors 


2,000 


in £ to the Unse- 
cured Creditors — 







7s. 6d. in £ on 







£3,000*. 


1,873 





„ Balance . 

c/d 

1,300 



£4,745 




£4,743 

To Balance 

b/d 

1,200 


By Preference Share- 



,, Proceeds of CallB — 


holden — 



Ordinary Shares 




3,000 at 4s. 


1,000 

12,000 at IB. . 


600 


,, Ordinary Sharchold- 







ert — 







B,ooo at SB. 


Boo 



£i,Boa 




£i,Boo 







- — 


^ See footnote on page 1233. 
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The loss per share is i6s., computed as follows — 


Doficiency 

Fully-paid 

Share Capitol 


(«) 


20,000 

25,000 


X 20s. » 165. 


(«) This is shown by preparing rough Balance Sheet, thus — 


Share Capital issued — 

5.000 Prefereilcs £\, 
fully paid . 

B.ooo Ordinary ;£i. 
iSs. paid 

12.000 Ordinary 
13s. paid 


( Rough ) Balance Sheet 


£ 



Cash (after payment of 


Costs and Creditors) 

5,000 

Deficiency 

7,200 


9,000 


;£ 2 I ,200 



£ 


1,200 
2 0,000 


^ 21,200 


Receiver for Debenture-holders. A Receiver is an independent 
person appointed by the Court or an individual or group of individuals, 
to take possession of certain property for protective purposes, or 
receive income and profits therefrom and apply them as required. 

Most appointments arise by order of Court, e.g. Receiver 
lite, but a mortgagee has power to appoint a Receiver without the 
intervention of the Court, under the Law of Property Act, 1925, 
Sects. loi and 109 (subject to certain exceptions). 

A Receiver for Debenture-holders may be appointed if the 
Debentures confer that power on the Debenture-holders when their 
power of sale arises, as defined in the Debenture. If no such power is 
contained in Debentures, application must be made to the Court for 
the appointment of a Receiver. 

In the case of Receiver appointed by the Court, accounts will 
be made up in such form and at such times as the Court may direct. 

In regard to a Receiver for Debenture-holders, he may be given 
power to carry on the business of the company in respect of whose 
Debentures he has been appointed, in which case he is called Re- 
ceiver and Manager. 

Under the Companies Act, 1948 (Sects. 366 and 367), neither a 
body corporate nor an undischarged bankrupt can act as Receiver 
or Manager. Where a receiver or manager is appointed in respect 


* The unsecured creditors are — 

Trade Creditora 
Gas Board 

Balance of Salary to Clerk* 
Diiuctocs' Fees 


£ 

4,740 

14 

46 

200 


£5,000 


* The Clerk Is entiUed to be regarded as a preferential creditor for lour months (not exceeding £200 
^ ^ * £93, hence the balance of £46 ranks as unsecured. 
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of the whole or substantially the whole of the property of an 
English company on behalf of holders of debentures secured by a 
floating charge, then — 

(а) The Receiver must forthwith send notice to the company of 
his appointment.*^ 

(б) There shall within fourteen days of the notice (or extended 
time if allowed by the Receiver or Court) be made out and submitted 
to the Receiver a statement in prescribed form as to the affairs of the 
Company ; and 

(c) The Receiver must within two months after receipt of such 
statement send a copy of the statement to the Court and the 
Registrar of Companies and also a summary of the statement to 
the latter (accompanied in both cases by such comments as he thinks 
fit) ; to the company a copy of such comments or if he makes none, 
a notice to that affect, and to any Trustees for Debenture-holders 
on whose behalf he was appointed and to all Debenture-holders a 
copy of such summary (Sect. 372). 

The Receiver must forward an abstract in the prescribed form 
of his Receipts and Payments within two months after the expira- 
tion of twelve months from the date of his appointment, every 
subsequent twelve months and on ceasing to act, to 

{a) Registrar of Companies. 

(6) Trustees for Debenture-holders. 

(c) All Debenture-holders, (so far as he is aware of their addresses). 

(d) The Company (Sect. 372 (2) ). 

The abstract must show, in the case of the yearly return, the 
receipts and payments for the said period of twelve months; in 
that on ceasing to act, the receipts and payments from the end of 
the last twelve-month period to the date of his ceasing to act, and 
the aggregate amounts of his receipts and payments during all 
preceding periods since his appointment. 

The Court may extend the period of two months for delivery of 
the abstract (Sect. 372). 

Such duty of the Receiver to render proper accounts includes the 
vouching of such accounts. 

The statement required to be submitted to the Receiver must — 

[а) Show details of assets, debts and liabilities of the company. 

(б) Show names, residences and occupations of its creditors, 
securities given, the dates securities given and such other informa- 
tion as may be prescribed. 

(c) Be verified by affidavit of one or more directors and the 
secretary of the company at the date of the Receiver's appoint- 
ment, or past or present officers of the company, or those taking 

^ Under the Companies Act, 1948, Sect, idz, the person making or obtain- 
ing (from the Court) the appointment must notify the Registrar of 
Companies within seven days of the appointment. 
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part in the formation of the company within owe year before the 
date of the Receiver's appointment, or past or present employees 
of the company within the said year capable (in the opinion of the 
Receiver) of giving the information required, or present officers or 
employees (or those who have been within the said year) of a com- 
pany which is (or within the said twelve months was) an officer of 
the company to which the statement relates (Sect. 373). 

A Receiver appointed out of Court may apply to the Court for 
directions. 

A Receiver appointed out of Court is personally liable on contracts 
entered into with him unless the contract otherwise provides, subject 
to the right of indemnity. The Court has power to fix the remunera- 
tion of a Receiver appointed out of Court, (Sect. 371) bringing the 
position [in the above respect] of the Receiver appointed under an 
instrument in line with that of a Receiver appointed by the Couit. 

If the proceeds of sale of the property comprised in the charge 
in favour of Debenture-holders with a floating charge are insufficient 
to meet fully the claims of such Debenture-holders, the sums 
available are to be applied in the following order — 

(1) Cost of realization. 

(2) Other costs, including the remuneration of the Receiver. 

(3) Costs and expenses of the Debenture Trust Deed (including 
the remuneration of the Trustees under the Deed if the Trust Deed 
provides that such remuneration be a first charge on the amounts 
realized from the debenture-holders’ security). 

(4) Plaintiff’s costs of action. 

(5) Preferential creditors.^ 

(6) Debenture-holders. 

[re Glynrorrwg Colliery Company.) 

General Illustration. On page 1236 is the Balance Sheet (abridged) 
of Y, Ltd., at 31st December, 1952. 

The mortgage was secured on the real property and the deben- 
tures were secured by a floating charge on the assets of the company. 

The company being in a precarious condition, a receiver was 
appointed by the debenture-holders: a liquidator was also appointed. 
The mortgagees realized their security for ^^4,000. 

The receiver seized certain of the assets amounting to £37,000 
and sold them for £34,000. The bank had the guarantees of the 
directors totalling £2,000, in addition to their life policies amounting 

£300. The directors duly honoured their obligation to the bank. 
The balance of the assets realized five-sixths of their book value. 
The respective costs and remuneration of the receiver and liquidator 
Were £600 and £400. The preference shareholders were entitled to 
be repaid zos. in the £ in priority to ordinary shareholders. 

Prepare Receipts and Payments Account of the receiver and 
liquidator. 

^ The date by reference to which priority is to be ascertained is the date 
of the appointment. 
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Balance Sheet 



i 


£ 

Issued Share Capital — 


Sundry Assets . 

52.900 

10,000 Preference 


Preliminary Expenses 

1,000 

Shares of £i each. 


Profit and Loss Account 

3.350 

fully paid 

10,000 

Real Property . 

5.000 

10,000 Ordinary 




Shares of £i each, 




fully paid j£io,ooo 




5,000 Ordinary 




Shares of£i each. 




17s. paid . 4,250 

14.250 



6% Debentures . 

25,000 



Loan on Mortgage 

3.000 



Bank (No. 1) Ac- 




count. . Cr. £4,500 




Less Bank (No. 2) 




Account . Dr. 2,000 

2,500 



Trade Creditors 

5.500 



Commissioners of In- 




land Revenue — 




1950-51 . ^1.500 




1951-52 ■ 50° 

2,000 




;£62,25o 


^62,250 


Dr. 


Receiver’s Receipts and Payments Account 


Cr. 


To Sale of Assets 
(specified) . 

,, Surplus from Morl- 


£ 

34,000 

1,000 


By Costs .£ 7 

,, Remunerstion 7 

,, Preferential Credi- 
tors — Income Tax 

1050-51 ■ 

,, Debenture Holders 
,, Balance to Liquid- 
ator . 




£35,000 





*.300 

Zj,DDO 


7,900 


£33,000 


Dr. LiguiDAToR's Receipts and Payments Account Cr. 


To Receiver 
,, Sundry Assets 


£ 

7,900 

13,250 


By Costs . .£ 7 

„ Remuneration 7 

,, Unsecured Cred- 
itors in full (as 
per Schedule) 

,, Preference Share- 
holders 
„ Balance 

c/d 

£ 

4D0 

8,500 

lO, 0 DO 

3,250 



£31,150 


By Ordinary Share- 
holders — 

10,000 at 4s. . 
5,000 at IS. . 


£21,150 

To Balance. 

b/d 

2,250 



2,000 

250 



£2,250 


[4s. 3B.] 


£2,250 













^ It is not stated whether this is “net,” after deduction of realization 
expenses. The proceeds should be entered “gross” and the costs thereof 
entered as payments. 
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Commissioners of Inland Revenue — £ 

Income Tax, 1951-52 (subject to adjustment) . 500 

Bank ;£2, 500, few Guarantees and Life Policies ^2, 300 zoo 

Directors ........ 2,300 

Trade Creditors ...... 5,500 

^8i5oo 


The loss on each share is i6s. calculated in the ordinary way. 

[Note.l If there is a balance remaining on hand, it must be paid to the 
Companies Liquidation Account at the Bank of England before dissolution 
of the company. 

Settling the List of Contributories. Contributions by Contribu- 
tories. The liquidator may call upon the “B contributories (in case 
of default by the "A" contributories) to pay in money to meet the 
debts and costs in respect of debts existing at the date they ceased 
to be members. The "B'* contributories are those contributories 
who have ceased to be members within one year from the date of 
the commencement of the liquidation, the "A" contributories being 
the present members. 

Illustration. In a liquidation which commenced on 1st February, 
i953i the unsecured creditors were £13,000. 

The following are the material details of the contributories appear- 
ing on the "B'' list — 



No. of Shares 

Date of Ceasing to 
be Member 

Creditors Out- 
standing at Date 
of Ceasing to be 
Member 

A 

I.OOO 

1st August, 1952 

£ 

500 

B 

I, 5 DD 

ist September, 1952 

750 

C 

300 

i.st October, 1952 

Boo 

D 

200 

15th December, 1952 

950 


The above creditors had received no payment at the date of the 
liquidation. 

The shares are of £i each, 12s. paid. 

Assuming that the contributories on the "A" list completely 
default, and that the liquidator realizes a further £1,148 6s. Bd., 
show the amount of the dividend to the unsecured creditors. Ignore 
expenses, costs, and remmieration of the liquidator. 

The "B ” contributories duly fulfil their obligations. 

[This illustration is continued on page 1240.] 



STATEMENT as to the affairs of 


on the 19 the 

and liabilities expected to rank. 


Assets not Specifically Pledged 


(as per List "A’ 


Estimated 

Realizable 

Values 


Balance at Bank . 
Cash in hand 
Marketable Securities 
Bills Receivable . 
Trade Debtors 
Loans and Advances 
Unpaid Calls 
Stock-In-Trade 
Work in Progress 


Freehold Property .... 
Leasehold Property. .... 
Plant and Machinery .... 
Furniture, Fittings, Utensils, etc. . 

Patents, Trade Marks, etc. . 

Investments other than marketable securities 
Other property, viz. — 


Assets Specifically Pledged 
(as per List "B”) 

Freehold Property 


(») 

Estimated 

Realizable 

Values 

(&) 

Due to 
Secured 
Creditors 

[^) 

Deficiency 
Ranking 
as Un- 
secured 
(see next 
page) 

Surplus 
carried to 
last 

column 

£ 

£ 

£ 

£ 

£ 

£ 

£ 

£ 


Estimated surplus from Assets specifically pledged ..... 

Estimated Total Assets available for Preferential Creditors, Deben- 
ture-holders SECURED BY A FLOATING CHARGE, AND UNSECURED CRED- 
ITORS* (carried forward to next page) 


Summary of Gross Assets 
Gross realizable value of assets specifically pledged. 
Other Assets ....... 



Gross Assets 



Limited 


of the Winding-up Order 

'***■’ directed by the showing assets at estimated realizable values 


Estimated Total Assets available for Preferential Creditors, Deben- 


ture-holders SECURED BY A FLOATING CHARGE, AND UNSECURED CRED- 
ITORS* (brought forward from preceding page) .... 


(^) 

Gross 

Liabilities 


Liabilities 

(to be deducted from surplus or added to deficiency, 
as the case may be) 


Secured Creditors (as per List "B”) to extent to which claims 
Me estimated to be covered by Assets specifically pledged 
(item [a) or (b) on preceding page, whichever is the less) 

[Insert m "Gross LiabilitiBs" column only.] 
Preferential Creditors (as per List "C") . . . . 

Estimated Balance of assets available for Debenture-holders 
secured by a floating charge, and Unsecured Creditors* . £ 

Debenture-holders secured by a floating charge (as per Lisf'D") 


Estimated Surplus/Deficiency as regards Debenture-holders* 


Unsecured Creditors (as per List "E") — 

Estimated unsecured balance of claims of Creditors 
partly secured on specific assets, brought from 
preceding page (c) . . . . , 

Trade Accounts 

Bills Payable ....... 

Outstanding Expenses .... 






c 


Contingent Liabilities (state nature) — 


Estimated Surplus/Deuciency as regards Cred- 
itors* being diflerence between: 

Gross Assets brought from preceding page [d) 
and 

Gross Liabilities as per column (r) 


Issued and Called-up Capital 

preference shares of each 

called-up (as per List "F”) 
ordinary shares of each 

called-up (as per List "G") . 


£ 


£ 


Estimated Sukpius/Deuciency as regards Members* (as per 
_ Lisf'H") £ 

* These figures must be read subject to the following notes — 

(^) (/) There is no unpaid capital liable to be called up or 

(g) The nominal amount of unpaid capital liable to be called up is Strike out 
£ estimated to produce £ which is/is not (/) or (g) 

charged in favour of Debenture-holders. 

(2) The estimates are subject to costs of the winding-up and to any 
surplus or deficiency on trading pending realization of the Assets. 


40— (B.2083) 
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Statement of Liability of "B*' Contributories 



Notes, (a) Thi? liability in each case is in propartion to the shareholding as at 
the date of ceasing to be members in respect of debts outstanding on that date, 
B.g. in (a) the liability of each " B " contributory is i}f ; ; /iV i and of ;£5oo. 

(!)) Although the amount required to be contributed solely by D appears 
to be ^150 (the others not being liable because they were not members at the 
15th December. 1952, the date of the extra £150 outstanding) yet the sum 
claimable from him is £1 13s. 4d., inasmuch as his maximum liability to the 
company is ;£8o. being S.s. in £ on 200 shares ; and having already contributed 
£’j^ 6s. Sd. [items i, 2, and 3] he can be called upon to pay onl}’’ £1 13s. 4d. 

It may be noted that C's maximum liability is 8s. in £ on 300 shares, viz. 
£120, so that whatever be the amount of the creditors in item 3, the liquidator 
could have claimed from C only ^32 los., i.e. £i'2.d less already contributed 
/87 I os. [items i and 2]. 

The cash received into the general funds of the company is £Bdi 13s. 4d., 
which together with ^1,148 6s. dd. makes ^1,930 available for unsecured 
creditors of £13.000. i.e. 3s. in £. 

Statutory Forms. The most important statutory forms in 
liquidation are — 

(1) Statement of Affairs and Deficiency Account in Compulsory 
Liquidation. 

(2) Declaration of Solvency embodying a Statement of Assets 
and Liabilities in a Member's Voluntary Winding-up. (See Sect. 2 S3 
Companies Act, 1948.) 

(3) Statement of Liquidator's Receipts and Payments. 

(4) Liquidator's Statement of Accounts (when the property of 
of the company has been disposed of). 

Forms (i) and (2) are reproduced on pages 1238-9 and 1241-3. 
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Net trading pmfits or losses as shown Deficienc'^ or Surplus Account above 



DECLARATION OF SOLVENCY 


We, 


of 


(a) "all the" 
or "the maj- 
□nty Df the” 
as the case 
may be. 


being (a) 


Directors of 


Limited 


do solemnly and sincerely declare that vve have made a full inquiry into 


the affairs of this company, and that, having done so, we have formed 


the opinion that this company will be able to pay its debts in full witlin 


(6) I n s E r t 
a period of 
months not 
exceeding 
twelve. 


a penod of (6) months, from the commencement 

of the windmg-up, and we append a statement of the company’s assets , 


and liabilities as at 


19 


being the latest practicable date before the making of this declaration 
And we make this solemn declaration, conscientiously believing thsj 
same to be true, and by virtue of the provisions of the Statutonl 
Declarations Act, 1B35 


Declared at 

the day of 

One thousand nine hundred and 
before me. 


L) Df Notary 
Publi c or 
Justice of the 
Peace. 


(c) A Commissioner for Oaths. 



statement as at ig ^ 

showing Assets at estimated realizable values and Liabilities expected to rank. 


ASSETS AND LIABILITIES 


Lstimatpd to 
Realize or to 
Rank for 
Payment 
(to nearest 


Assets — 

Balance at Bank 
Cash in hand 
^ Marketable Securities 
" Bills Receivable. 
Trade Debtors . 
Loans and Advances 
Unpaid Calls 
Stock-in-Trade . 
Work in Progress 


i 


Freehold Property . . 

Leasehold Property ..... 
Plant and Machinery ..... 
E'urniture, Fittings, Utensils, etc. 

Patents, Trade Marks, etc. .... 
•^Investments other than marketable securities 
Other property, viz. : 


Liabilities — 


Estimated realizable value of Assets 


Secured on specific assets, viz. : 


Secured by Floating Charge (s) .... 

Estimated Cost of Liquidation and other expenses 
eluding interest accruing until payment of debts m 
Unsecured Creditors (amounts estimated to ' '' 

rank for payment) — 


Trade accounts . 
Bills Payable 
Accrued Expenses 
Other Liabilities : 


in- 

full 


i\ 


i 


Contingent Liabilities : 


Estimated Surplus after paying Debts in full . . ■ 

Remarks : 
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The differences of detail between the Deficiency Account in 
bankruptcy and compulsory liquidation are — 



BANKRUPTCY 

COMPULSORY LIQUIDATION 

Commencing 

Excess of Assets over Lia- 

Excess of Assets over Capital and 

item 

bilities [or conversely] 

Liabilities (or vice versa). 

Date of com- 

One year before the Re- 

Three years before the Winding- 

mencing item 

ceiving Order — 01 as 
Officii Receiver other- 
wise orders 

up Order, or as the Official 
Receiver directs, where the 
company has been in existence 
for at least a period of three 
years, otherwise from the date 
of formation, unless the Official 
Receiver otherwise directs 

Details 

(a) Net Profit (or Los'^) 

(fc) Other profits (or losses) 
including those arising 
out of the valuations 
of Assets and Liabili- 
ties in the Statement 
of Affairs 

See form on page 1241. 


So far as the details in the Statement of Affairs are concerned 
Debentures will not occur in Bankruptcy, nor Deferred Debts in 
Liquidation 


Liquidator Carrying on Business. When the liquidator carries on 
the company’s business he must keep a trading account and cash 
book including all receipts and payments Costs and expenses 
properly incuired in the course of the liquidation are payable in 
priority to the liquidator’s remuneration Taxation arising by 
reason of the business being earned on by the hqmdatoi is included 
in this class of expense and the Crown therefore takes priority to 
the liquidator ( In re Beni-Fclkai Mining Co , Ltd) Ihis priority 
must be distinguished from the preferential claim for taxation due 
at the commencement of the winding up which falls within the 
general class of preferenti.d creditors referred to earlier in this 
chapter and which rank after the liquidator's remuneration 





CHAPTER XXXII 

MANUFACTURING ACCOUNTS 


In previous chapters no reference has been made to the preparation 
of the final accounts of a manufacturer. 

These accounts will, in addition to the Trading and Profit and 
Loss, contain a separate section from which will be ascertained the 
cost of manufacture of the goods or articles. Such information wiD 
be prepared on the usual double entry lines, and in almost all well- 
organized concerns will be linked up with an efficient costing system. 
The limits of space will not permit of any detailed explanation of 
Cost Accounts, embodying, as they do, an exceptional number of 
technical features ; so that no reference will be made thereto except 
in so far as is required to make the present chapter comprehensible. 

The "Manufacturing Account" is the account employed to show 
the cost of manufacture or production : and, ignoring for the present 
the question of quantities or units produced, the rules for compila- 
tion may be summarized thus — 

(1) The cost of goods consumed is ascertained by means of inset 
figures or a separate sub-account containing (n) commencing stock 
of raw materials ; (6) raw materials purchased ; (c) carriage of raw 
materials; less [d) closing stock of raw materials; and (e) by- 
products and/or rejected raw material. The items [a), (6), (c) are 
debits, and (i), (e) are credits posted in the usual way from the 
Ledger Accounts. Unfortunately, students tend to lose sight of 
the essentially simple factors, especially where the credit item 
takes the form of a deduction instead of being presented in the 
familiar way. 

( 2 ) To the total of (i) are added the wages of employees whose 
work is such that it is directly identified with manufacture, such 

. expenditure being known as direct wages. The total now presented 
is the prime cost. It may here be stated that authorities on this 
subject hold divergent views on the precise meaning of the term, 
some maintaining that depreciation of machinery may be justifiably 
included in the prime cost; but on this and other controversid 
topics the student is advised to conform to the orthodox method, 
making such comments as are desirable in connection with the con- 
troversial points — ^unless, indeed, an opinion is definitely called for. 

(3) To the prime cost are added the factory ^ or works or indirect 
expenses of manufacture, which will include some or all of the 
following, according to circumstances — 

Works power, rent, rates, heating, lighting, depreciation of 
, machinery (connected with manufacture), works internal transport, 

* Alternatively described aa Factory Oncost. 
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works manager's salary, proportion of directors' remuneration, 
proportion of cost of experiment, repairs to works, store keeping, 
and other indirect wages. The total now presented is the gross 
works cost of manufacture. 

(4) The partly finished goods or work in progress, as distinct from 
completely manufactured goods, must now be brought into account. 
The work in progress at the commencement of the period will be 
debited, and the work in progress at the close of period be credited 
(and debited to Work-in-progress Account) or the two figures may 
be shown in inset form, the net difference of which will be either 
added to or deducted from the total as ascertained in (3). The 
difference, as mentioned, will be deducted where it reflects an 
INCREASE of work in progress at the close over that at the commence- 
ment, and added where it reflects a decrease. The result arising 
from this entry gives the net works cost of manufacture. 

(5) Where there are by-products or rejected material, the amount 
thereof (usually at estimated realizable value) is deducted before 
arriving at the net works cost of manufacture. The deduction will 
be made either from the raw materials purchased or from the gross 
cost according to circumstances. 

The net works cost of manufacture will be transferred to the 
Trading Account and will be treated therein just as goods purchased 
in the case of a non-manufacturing concern. The Trading and 
Profit and Loss Account may be prepared on the usual lines or a 
further subdivision thereof made, e.g. in three sections — 

(a) The administration expenses are added to the works cost of 
manufacture in order to obtain the total cost of manufacture. 

(6) This section, which is the Trading Account, commences with 
the stock of finished goods at the commencement of the period, to 
which is added the total of (a) ; the credit side includes sales of 
finished goods and stock of finished goods at the end of the period, 
the balance giving the gross profit on goods sold (or gross loss). 

(c) The balance on (&) is carried down into this final section and 
the selling and distribution expenses are debited, leaving the net 
result of the period. This is the ordinary Profit and Loss Account. 

Quantities. Where quantities of goods enter into the question, 
it is necessary to observe the following general principles — 

(1) Columns to record quantities should be ruled. 

(2) Quantities of goods will be compiled on the ordinary prin- 
ciple, viz. the commencing quantity plus that received should equal 
the quantity transferred or sold plus that remaining on hand at the 
close. 

(3) Quantities of raw materials and work in progress will appear 
only in the Manufacturing Account, but quantities of finished goods 
may appear in both the Manufacturing and the Trading Account. 

(4) Vi^ere, as is frequently the case, incomplete data is furnished 
in the question, it is necessary to piece together such links of in- 
formation disclosed, and to this end, unless the facts in the question 
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definitely state otherwise or the inferences are inconsistent therewith, 
the student should assume that the opening and closing stocks are 
valued on a uniform basis. This applies particularly to stock of 
finished goods. 

In the vast majority of cases the information required to disclose 
quantities, although incomplete, is such that the required figure is 
ascertainable by building up the accounts in skeleton form. The 
varieties of problems are so numerous that no rule can be enunciated 
to cover them, and constant practice is necessary to enable a student 
to become proficient in readily perceiving the connecting links. 

As an extremely simple example, a question may disclose the 
fact that 1,000 units have been sold at £2 each; that the opening 
and closing stocks of finished goods were 200 and 100 units respec- 
tively valued at £1 los. each. This will automatically disclose the 
fact that apart from exceptional circumstances the influx of finished 
goods is goo units from the manufacturing section, this being the 
balancing figure of quantities. 

This aspect of Manufacturing Accounts is important, and several 
illustrations will follow in order that the student may become 
thoroughly familiar with the method of obtaining complete accounts 
from incomplete data. 

(5) Where there is a discrepancy in quantitative results the 
amount thereof should be shown as a separate item so that the 
quantity columns balance. 

Illustration. The following items appear in the Trial Balance of a 
company as at 30th June, 19 . . — 



Dr. 


Dr. 

Cr. 


£ 

Depreciation (contd .) — 

£ 

i 

Stook, is< January, ig.. — 




Finished Goods (1,600 


Factory and Buildings 

400 


tons) 

16,380 

Lease of City Office . 

500 


Work in Progress 

1,000 

Factory Wages 

136,000 


Raw Materials . 

8,640 

,, Oncost . 

12,000 


Chemicals 

390 

Sales (35,400 tons) 


400,000 

Purchases — 

Raw Materials . 
Chemicals (net price) . 

142,620 

12,370 

Carriage Outwards 
Salaries 

General Expenses 

Trade Discounts on 

2,320 

22,400 

18,310 


Depreciation — 


Materials 


3.400 

Plant 

16,000 

Cash Discounts allowed 

5,100 



Stock, 30th June, ig. . : Finished Goods, 1,200 tons, ^12,380. 

Raw Materials, lfy,%bz 3 \ Work in Progress, ^2,000; Chemicals. £760. 

Prepare accounts of the results of the operations for the half-year 
ended 30th June, ig. .. (See page 1248.) 

It will be observed that the Trading Account in this illustration 
has been debited with actual cost, but the practice frequently 
obtains to charge up trading with the "outside" cost, that is, the 
cost as if the finished goods had been purchased from suppliers 
instead of being manufactured in the proprietor's own factory. 



Dr. Manufacturing, Trading, and Profit and Loss Accounts for the Half-year ended joth June, ig. 
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This quantity figure constitutes the connecting link for quantities of finished goods. 
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The principle is similar, but there will be required additionally — 

(1) A transfer from the Manufacturing Account to Profit and 
Loss Account in respect of Manufacturing Profit (or possibly Loss), 
thus : if a profit — 

Debit Manufacturing Account. 

Credit Profit and Loss Account. 

If a loss — 

Debit Profit and Loss Account. 

Credit Manufacturing Account. 

(2) An adjustment for unsold finished stock in the selling depart- 
ment (or trading section), because until the goods are sold there is 
no real profit, although internal profit may have arisen as a result 
of the transfers of finished goods at loaded prices from the manu- 
facturing section to the trading section. These adjustments are 
dealt with below. 

(3) Where, in addition to trading in goods manufactured in one's 
own factory, similar goods have to be purchased from others, the cost 
will be charged to Trading Account in the ordinary way. This 
point is illustrated on page 1251. 

Illustration. One hundred units of goods are manufactured at a 
cost of £2, all of which are transferred to Selhng Department at 
£2 los. a unit. Selling Department expenses are 4s. a unit sold. 
Sales are £iio, representing a selling price nf £2 15s. a unit. 

Show Manufacturing Account and Profit and Loss Account of 
Selling Department. 

Dr, MA.NUFACTURING ACCOUNT Cf. 


To Cost . 

,, Profit and Loss 
Account . 


Units 

iDU 

£ 

200 

50 


By Transfer to Sell- 
ing Depart- 
ment 


Units 

iDO 

£ 

*30 



ItHJ 

£250 




loo 

£250 





1 







Selling Department 

Dr. Profit and Loss Account 




Units 

£ 

To Transfer from 




Manuf ac luring 




Account . 


IDO 

250 

,, Selling Expenses . 



8 

,, Profit and Loss 




Account . 



2 



loo 

£260 


By Sales . 

„ Stock at 


"Cost" 


Cr. 


Units 

£ 

40 

110 

60 

150 

loo 

£260 


Dr. General Profit and Loss Account Cr. 


To Provision for Profit on 
Unsold Stock 
,, Balance — Profit 

1 

£ 

3 D 

23 


By Transfer — Profit from ; 
Manufacturing Ac- 
count . 

Selling Department 


£ 

3 D 

2 



£5* 




£52 









‘ This is arrived at by taking 6d units at los. [i.e. a loaded pries £2 ids 
less true price £2 ] ; or taking one-fifth of ^150 as the loading is 25 per cent, 
of cost, which is 20 per cent of selling price. Both calculations give £30. 
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If the manager is to take a proportion of the profits of the Manu- 
facturing Department, it is part of the cost, so that the true cost 
will be increased by the amount given to the manager. To take an 
exaggerated supposition, if the manager took all the profit the true 
cost would be £250, i.e. £2 los. a unit, so that the *' loading ” over true 
price is nil. Hence there will be no provision for profit on unsold 
stock, and the credit to General Profit and Loss Account disappears, 
the £50 being credited to the personal account of the manager. 

It will be seen, therefore, that the greater the proportion of manu- 
facturing profit given to the manager, the lesser is the loading. 

Illustration. The same facts as in the preceding illustration, 
except that the manager is to be credited with zo per cent of the 
profits of the Manufacturing Department. Show the accounts. 

The manufacturing profit will be £40 only, £10 being transferred 
to the credit of the Manager. The Selling Department Profit and 
Loss Account remains unaffected. 


Dr. General Profit and Loss Account 


To Pruvision for Profit on 
Unsold Stock « . 

,, Balance — Profit 


£ 

24 

IB 


By Transfer Profit from — 
Manufacturing Ac- 
count 

Selling Department 




£42 





Cr. 

£ 

4D 


£42 


The results can readily be proved by the following rough account 
built up by ignoring the loading — 

Dr. Profit and Loss Account Cr. 


To Cost . 

,, Manager's Com- 
miasion 

,, Selling Expenses . 
,, Balance — Profit . 


Units 

100 

£ 

200 

ID 

B 

iB 


By Sales 
„ Stock* 


Units 

40 

60 

£ 

110 

126 



IDO 

£236 




IDO 

£236 










Illustration. A company has three departments : mill, factory, 
and selling. The goods manufactured by the mill are invoiced to 
the factory at 20 per cent on mill cost, and the factory sells to the 
Selling Department at a profit of 10 per cent on factory cost. From 


the following details prepare accounts — ^ 

Cost of Goods (Mill) ....... 5 d,ooo 

Opening Stock of Mill Goods in Factory at "loaded" price . 6,540 

Closing Stock of Mill Goods in Factory at "loaded" price 12,540 
Other Purchases and Expenses of Factory. . . 13.500 

Selling Department Expenses . . . • 5i65o 

Closing Stock of Factory Goods in Selling Department at 

" loaded " price ........ 22,275 

Opening Stock of Factory Goods in Selling Department nil 

Sales .......... 65,625 


^ This is arrived at by taking 60 units at 105., less one-fifth, that is, 60 at 
Bs., or £24. It is clear that the true cost of 100 units is £210, viz. ^2 2s. each, 
as against the internal invoice price of £2. los., disclosing a loading of 8s. 

” This is arrived at by taking 60 at £2 2s. ; or x £210. 



Dr. 
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Cr. 


To Cost 

,, General Profit and Loss 
Account 


£ 

50,110a 

10,000 


By Traniler to Factory . 


£ 

60,000 



£60,000 




£60,000 









Dr. Factory Manufacturing Account Cr. 


To Goods — 

Stock (Open- 
^ ing) . I 6.540 
Purchiises 60,000 


66,540 

Lt&s Stock 
(Closing) 12,540 


,, Other Purchases and 
Expenses 


,, General Profit and Loss 
Account 


£ 


54,000 

13.500 

67.500 

6,750 

£74,250 


By Transfer to Selling De- 
partment 


£ 

74.250 


£74.250 


Dr. 


Selling Department 

Profit and Loss Account Cr. 


To Transfer from Factory 


£ 

74,250 

,, Selling Department — 



Expenses 


5,650 

, , General Profit and Loss 



Account 


B,doo 



£87,900 


By Sales 

,, Stock at "Cost” 


£ 

63,625 

22,275 


£67,900 


Dr. 


General Profit and Loss Account Cr. 


To Provision for increase 
□i Mill Stock in 
Factory x £6,000 
[£12, 540 - £6,540] . 

,, Provision for increase 
of Factory Stock in 
Selling Department ; 

X £22,275 

,, Provision for increase 
of Mill Stock in Sell- 
ing Department (a) . 

,, Balance — Profit. 


£ 

i,doo 


By Profit — 

MiU . 

Factory 

Selling Department . 


£ 

HINDOO 

6,730 

Bjooo 


£24.750 


2,700 

19,025 


£24,750 
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(a) The computation is as follows — 

The true cost of Factory Goods (for which a provision has been created) 
IS ^22,275 less ^ thereof = ^20,250. 

But the true cost of Factory Goods is made up of the following — 

£ 

Mill Goods .... 54,000 
Other Goods, etc. ’^3,5^0 


£67,500 


This shows a ratio of 4 ; i, thus for every £i of Factory Cost, four-fifths 
represents Mill Goods at loaded price; hence ^ X £'20,250 is attributable to 
Mill Goods at the cost to the Factory, that is, at loaded price. This amounts 
to ^16, 200. As this figure includes mill profit, it is necessary to create a 
provision for its elimination of \ of jfi6,2oo = ;^2,7 od. 


[The final provision may be arrived at, alternatively, by taking thr incrpase of goods in Selling De- 
lartmcnt, dividing it by the total transfer value from factory, and multiplying by the loading of 
dill Goods in factory. Thus — 


Incrpase of gootls 
Transfer value from factory 


X Mill loading in factory 


a a.aya 

74.130 


34,000 


I X 9,000 = £2,700 ] 


It is clear that the loading on ;£54 ,odo is £9,000, so that if there is no 
increase of factory stock in the Selling Department, no provision is necessary; 
if, on the other hand, no sales were made, there would be an increase of 
factory stock in the Selling Department of all the factory goods, so that 
the whole of the loading of £9,000 would require to be provided for. As in the 
above case the increase of factory goods in Selling Department is three-tenths, 
the provision is X £9,000 = £2,700. 


General Illustration. M, Ltd., has two departments, one manu- 
facturing, the other merchanting. Stocks are issued from a central 
store to both departments. Y ou are required to compile quantitative 
and financial Manufacturing and Trading Accounts to show the 
profit or loss on each department from the following figures — 


Stock of Raw Materials in stores at beginning of year 
Purchases. ....... 

Stores issued — 

Manufacturing Department 

Merchanting Department .... 

Works Charges — 

Materials ....... 

Wages ....... 

Expenses ....... 

Depreciation ...... 

Stock of Manufactured Goods at beginning of year. 
Stocks at close of year — 

Raw Materials in Stores .... 

Manufactured Goods in Manufacturing Dept. . 
General Expenses — 

Manufacturing Department .... 
Merchanting Department .... 
Buying expenses to be apportioned on the basis of 
Idle quantities respectively used in each Dept. . 


Quantity 


in lb. 

£ 

5 ,68 d 

852 

250,080 

38.554 

152,640 


lD0,O0O 

3,000 

4.000 
1.50D 

1.000 

10,040 

4,016 

3,120 

481 

2 ,68 d 

1.072 


2 , IDD 


900 


2,000 
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Sales — 

Manufacturing ..... 
Merchanting ..... 
Sales of Waste Products by Manufacturing Dept. 


Quantity 
in lb. I 

44,884 


17,500 
50,080 834 


Interest on capital at 5 per cent per annum to be charged to each 
department on the basis of capital employed, namely, £20,000 and 
£16,000 respectively. 


-Dr. Storks Account Cr. 




lb. 

Pence 1 
per lb 






Lb. 

W n 1 

u = 





1 u Stick of 

1\ iw Mb 

ti ridlb 

,, PiiiLbiisea 

5,6Bo 

250,080 

36 0 

37 D 

L 

852 

38,554 

5 

0 

0 

d. 

D 

0 


By Issurs — 
Merchan 
ling De- 
nartmeat 
Manufar- 
t u r 1 u g 
Depart- 
nient 

„ Stock of 
Raw Ma- 
Irna'a 

c/d 

100,000 

152,640 

3,120 

37'D 

£ 

15,407 

21,517 

4B1 

j 

6 

li 

0 

d 

a 

a 

0 



255.760 

1 

39.406 

0 

0 



253.760 

£ 

39,406 

0 

D 


To Stork ol 
Raw Ma- 
terials 

b/d 

3 .X 2 CI 

370 

481 

0 

0 









It is assumed that stocks are issued proportionately to materials 
used and to the departments on the basis of "first in, first out.” 
Thus the 5,680 is first issued, proportionately to materials used. 

The buying expenses are to be apportioned between the depart- 
ments in the ratio of materials used, so that the total could be 
charged to Stock Account and the issues would then be loaded in 
the correct proportions. 


Dr. Profit and Loss Account Cr. 


To Balance 

c/d 

£ 

6,849 


By Net Profit— £ s. d 

Manuiact- 

Uflng Depl. 3,447 x8 lo 
Leu Loss— 

Merchant- 

lug Dept. 398 iB ID 

b/d 

b/d 

£ 

‘5.049 

x,Bdo 





„ Intereit on Capital 




£6.849 




£6.849 





By Balance . 

b/d 

6,849 


‘ From page 1255. 
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^ To page 1255. 
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Illustration. Four companies entered into a pooling agreement 
under which they were to pay into a joint account their profits of 
each year. 

The amount of the joint pool was to be applied first in making 
good the amount of any deficit of a member and then the balance 
was to be divided among all the members in proportion to their 
share capital. 

The results of the first year of the arrangement were — 



A 

B 

C 

I) 


£ 

£ 

£ 

£ 

Share Capital. 

. i6o,odo 

150,000 

120,000 

270,000 

Sales 

45,000 

62,000 

32,000 

140,000 

Opening Slock 

4,000 

6,000 

9,0do 

20,000 

Closing Stock. 

5,000 

8,000 

4,000 

i6,doo 

Purchases 

19,000 

33,000 

i8,odo 

80,000 

Expenses 

15,000 

23,000 

13,000 

37,000 


Make up the Pool account showing the amounts each member 
will pay in or draw out. 

Another company, E, is invited to join the Pool. Its profits are 
3^16,000 on a share capital of £300,000, 

Calculate what benefit, if any, there would be to E if it joined the 
Pool on the assumption that, if E joins, economies amounting to 
£9,000 a year can be made in the expenses of the five companies. 

Statement of Profits 

A B CD 

££££££ £ 


Sales ..... 62, DM 32,000 140,000 


Less Openiii,' Stork 
Purchases 

. 4 .DO 0 

. 19,000 


6,000 

33iDOo 


9,000 

iB,doo 


20,000 

Bd,odo 

Closing Stock 

23,000 

5,ood 


39,000 

B,ooo 


27,000 

4,000 


100,000 

16,000 

Expenses 

iH,ocio 
. 15,000 

33,000 

31.000 

23.000 

54.000 

23.000 

13.000 

36,000 

84.000 

37.000 121,000 


Profit 

£12.000 

Profit 

£8,doo 

Loss 


Profit £19,000 


Total Profits (net) 35,000 

Total Share Capital ...... £700,000 

Percentage on Capital . . . . . . 5 % 




MANUFACTURING ACCOUNTS 


1257 

A therefore pays in net £4,000, B £500 and D £s»Soo making a 
total of £10,000 which C draws out. 

If E joins the Pool, the total capital and profits will be— 

Capital Profit 

A, B, C, and D . 700,000 35 ,doo 

Add K . . . 300,000 16,000 

,, BconomiBS 9,000 


;fl,O 0 D ,000 

/ 6 d,ooo [0% on total Capital] 

E’s share of the total profits will be — 



300 

X £60,000 

1,000 

Deduct E's existing iDrofit. 


£ 

15.000 

16.000 

Benefit to E by joining Pool 


£'^,000 

Note. — The previous return on E’s Capit.il was 
Under the Pool it will be . 

% 

. 5* 

b 

(£16,000 on £300,000) 

(£iB,doo on £300,000) 

Gain 



Gain of f % on £300,000 = £2,000 


[111 practirc, the item of expenses would be segregated into Manu/iCturing, Aclmmistrative, Selling 
and Distribution Expenses]. 

Illustration. The following summary is prepared from the accounts 
of the Packing Manufacturers, Ltd. for the year 19. . — 

Material consumed 

Wages of Operatives 

Overhead Expenses 


£ 

30,000 

12,100 

B,odo 

Net Profit .... 


50,100 

4,900 

Sales ..... 


. 5,000 


The following material facts exist — 

(1) The year is a normal year. 

(2) AU operatives are paid on the basis of a 44 hour week of which 
four hours are taken up each Saturday morning for general clearing 
up and maintenance. 

(3) The materials used vary considerably in quality and price. 

(4) A small portion of the materials purchased is merchanted 
and sold at a profit of 5 per cent on cost. 

(5) No special sales staff is employed on this portion of the 
company’s business. 

(6) The sales of merchanted goods are £6,300; and the costs 
applicable thereto £100. 

Prepare statement showing results of (a) manufacturing and 
(6) merchanting. 



ACCOUNTANCY 


1258 


Manufacturing — 

Materials consumed .... 

Less Cost of Merchanted Goods : 

Ji X ^ 6,300 

Wages of Operatives .... 

Less value of time on Clearing up and 
Ma.intRna.ncB : 

A X .... 

Overhead Expenses .... 

Add Labour Cost as above . 


Less Proportion attributable to Mer- 
chanting ..... 


£ 


30,000 

6,0oo 


12 , 

,100 

I, 

piDD 

B, 

,DOD 

I. 

,100 

9 . 

,IOD 


IDD 


£ 


24,000 


11,000 


9,000 


Sales ...... 

44,000 

48,700 

Net Profit . . . . . 

4.700 



;f48,7oo 

;^4B,7oo 

Merchanting — 

Cost of Good-s . . . . 

6,000 


Attachable Expenses 

100 


Sales ...... 

6,100 

6,300 

Net Profit . . . . . 

200 



£^-ioo 



Note, (i) It is assumed that a uniform percentage of profit will arise from 
all the jobs undertaken. 

(ii) A satisfactory statement is impossible in the absence of separation of 
overheads, e.g. into Manufacturing, Administration, Selling, and Distribution. 

Illustration. Plastics, Ltd. manufacture their products through 
two processes, i and z. 

The output of process i is transferred to process 2 at a price 
which shows process i a profit of 33 J per cent on cost ; and the 
output of process 2 is transferred to the Selling Department at a 
price which shows process 2 a profit of 25 per cent on cost. 

The following information is provided for the year ended 31st 
December, 19 . .. 


Stock, 1st January. 19. . 


Process i 
£ 

2ID 

Process 2 

£ 

90 

Materials used 


Boo 

70D 

Direct Labour 


1,000 

914 

Oncost 


300 

184 

Stock, 31st December, 19. . 


iBo 

128 


The above stocks are those which have passed through the process 
and are valued at prime cost to the process concerned. 
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The stock of finished goods in the Selling Department (which 
handles no "outside” goods) at ist January, 19 . . , and 31st December, 
19. was £6zo and £800 respectively. 

Sales during the year ended 31st December, 19. were £6,oB6. 

The Provisions for unrealized profit included in the stock valuation 
at the commencement of the year were : Process z £16 ; Finished 
Goods £214. 

The manager of process z is entitled to zo per cent of the net 
profit of his department before charging such percentage. 

Assuming that all the stock at ist January, 19. . (commencement 
of the year), had been sold during the year, show Process Accounts 
and a Trading Account together with a pro forma composite 
memorandum account proving the trading profit as shown in the 
Trading Account. 

Process Accounts 

Dr. FOR THE Year ended 31ST December, 19.. Cr. 



Process 

I 

Process 

2 


Pro- 

cess 

Pro- 

cess 

2 

To Stock, Opening 
„ Matenals used 
f ; Direct Labour 
„ Process I . 

i 

800 

1,000 

£ 

210 

£ 

7 D 0 

914 

2,840 

£ 

90 

By Transfpr tr Process 2 
„ Transfer to 1 rading Acrount 

£ 

2,840 

£ 

5,750 

PrimB Cost . 

„ Oncost 

i,Boo 

300 

2,100 

4.454 

184 

4.63B 










Less Stock, Closing . 


2,310 

iHo 


4,728 

128 






2,130 


4,6do 




„ Manager’s Commission . 
„ Profit. 


710 

230 

920 














£2,840 


£5,75« 


£2^ 

£5.750 





1 





Trading Account 

Dr. for the Year ended 3 ist December, 19. . Cr. 


To Stock, Opening 
„ P'inished Goods from Process 2 . 

„ Gross Profit c/d . 

£ 

Gzo 

5,750 

51G 

By Sales ...... 

„ Stock, Closing .... 

£ 

6,dB6 

Boo 


£6,886 


£6,BB6 

To Provision for unrealized Profit, Clos- 
ing: c/f 


By Gross Profit b/d .... 
„ Prn\isiun for unrealized Profit, Open- 

516 

Process 2. . £20 

Finished Goods . . 230 

250 

ing^: b/f 

Process 2 . -£10 

Fuushed Goods . . 214 


,, Trading Profit 

496 

— 

230 


£746 


£746 
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Calculation of cloBing Provision — 

PmceSB a Stock : 

25 per Dent of — of /12B ....... 20 

4.454 

Finished Goods — 

Bo per cent of 20 per cent of £Boo ...... xaB 

25 per gent of of (£8oo - £i6d)' ..... XO2 

230 

£*50 


Dr. Memo. Account Cr. 



Pro- 

Pro- 


Pro- 

Pro- 


cess 

cess 


cess 

cess 


I 

z 


I 

2 

Td Stuck, Opening . 

„ Materials used 
„ Direct Labour 
„ Process 2 . 

„ Oncost .... 

£ 

210 

Boo 

1,000 

300 

£ 

(a) 74 

700 
914 
2,130 
1 84 

By Transfer 
„ Transfer c/d . 

£ 

2,130 

£ 

4.124 

Less Stock, Closing . 

iBo 

4,ooz 
(A) loB 




„ Manager's Commission. 

2 ,I 3 d 

3 .B 94 

230 





£2,130 

£4.124 


i2^ 

£ 4 .X 24 

To Stock, Opening . 

„ Finished Goods b/d 
„ Gross Profit 


(c) 406 

4.124 
2,126 

By Sales .... 
,, Stock, Closing 


6 ,dB 5 
(d) 570 



£6.656 



£6,656 








Profit per Accounts — £ 

Process i . . . . 710 

Process 2 . . . 920 

Trading . . . 496 


As per Memo. . . . £'z.i'26 


[а] Stock at cost, £go - £it [Opening Provision]. 

(б) Stock at cost, ;^I28 -;^2 d [Closing Provision]. 

(r) Stock at cost, ;^620 — /214 [Opening Provision]. 

(d) Stock at cost, £800-^^230 [Closing Provision]. 

EXAMINATION PROBLEM 

X Y Z Co., Ltd., manufactures lemon squash. Prepare from the following 
balances and records Manufacturing, Trading and Profit and Loss Accounts, 
showing in them such percentages and figures per case as will furnish costing 
information and facilitate periodical comparisons. 


Stocks at cost on 1st January, 19. . — £ 

Bottled Lemon Squash . . . . . .2,112 

Ingredients ........ 4,784 

Bottles, etc. ........ 1,226 


^ I.e. X (;£8oo - J of ;£8oo), being the proportion of Process 2 cost 

4i454 

before adding either the company’s 80 per cent or the manager’s 20 per cent 
of the profit added thereto. 
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Purchases — 

Ingredients 
Bottles, etc. 

Factory Wages 
Factory Expenses 
Factory Rent. 

Carriage Inwards 
Distributing Charges 
Ofiice Salaries and Expenses 
Selling Expenses 
Stocks at cost on 30th June, 19. . — 
Ingredients 
Bottles, etc. 

Sales 


£ 

10,433 

5.I2D 

6z8 

594 

38Z 

522 

2,oBo 

904 

3.775 

1.007 

26,294 


The stock of bottled lemon squash on 30th June, 19. ., was 12,500 cases; 
7,000 cases produced during the period had been invoiced out at ^1,824 and 
treated as sales, but were still held by customers on sale or return on 30th 
J une, 19 . . . 

Messina lemons purchased at 24s. a case during the year ig. . have been 
found unsuitable for manufacture; the sales include 1,260 cases of these 
lemons sold during the period at iBs. a case, and iSo cases were still in stock 
on 30th June, 19. when the market value was i6s. a case. 

100,000 cases of bottled lemon squash were produced during the six months. 

(Institute of Chartered Accountants, Final.) 


It is essential that the lemons unsuitable for the manufacture 
of lemon squash which were sold should be treated separately. A 
Lemon Trading Account should be opened and the profit or loss 
on these dealings separately ascertained. The account would appear 
as follows — 


Dr. Litmon Trading Account Cr. 


To Stock eliminated 
from Produc- 
tion Account 
[See note bj 


Cases 

1.440 

£ 

1,728 


By Lemons Sold 
,, Stock of Lemons 
,, Loss transferred 
to ProCil and 
Loss Account. 


Casei 

i,z 6 o 

iBo 

£ 

1.134 

144 

430 



■,440 

£1,738 




I. 44 D 

£1,728 











Dr. Salks Account (d) Cr. 


To Lemons Sold 
,, Lemon Squash on Sale 
□r Return 

,, Profit and Loss Ac- 
count 

c/d 

£ 

1.134 

1,824 

23.336 


By Sales (as per question) 


£ 

26,294 



£26,294 




£36,294 





By Balance 

b/d 

1,824 


The balance of ^£1,824 is deducted from debtors in the Balance Sheet. 

See page 1262 for Manufacturing, Trading, and Profit and Loss Account. 
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EXAMINATION PROBLEM 


Pennyworths, Ltd., commenced business on ist January, 19... They 
manufacture automatic machines, place them on sites rented at one-fifth of 
the takings, and sell penny packets of peppermints through them. 

The company purchased the peppermints at 2s. 4d. per box of 4B packets, 
and are given one box free with every six boxes purchased. 

Pennyworths, Ltd., also sell machines to shopkeepers, to whom they supply 
peppermints at 25 . 4d. per box. 

From the following particulars you are required to make up the Company’s 
Accounts for the year ended 31st December, 19. . — 


Sales of Peppermints through Machines 
Sales of Peppermints to Machine-owners 
Purchases of Peppermints, 350,000 boxes at 2s. 4d.. 

Stock of Peppermints in Depots on 31st December and in 
Machines at date of last collection, 52,000 boxes at 25. 4d. 
Purchases of Manufacturing Material .... 

Sales of Machines, l,ooo at I/] each (at factory) 

Stock of Manufacturing Material on 31st December. 

Work in Progress on 31st December . . . . 

Manufacturing Wages ....... 

Rents of Machine Sites ...... 

Machine Repairers’ Wages ...... 

Manufacturing Rent, Rates, etc. ..... 

Expenses of Collection from Machines .... 

Bonus on Purchase of Peppermints .... 

Overhead Expenses (apportionable in ratio of net pur- 
chases) ......... 


I J. d. 

56.000 o o 
2,100 o o 

40,833 6 8 

6,066 13 4 

50.000 O D 

7.000 o o 

5.000 D D 
4,500 o o 

9.000 O D 

11,200 o O 
1,400 n o 

5.000 0 D 

5,6do d o 
5,833 6 8 

1,700 o o 


The following amounts to be written off for depreciation, etc. — 

Manufactuiing plant and machinery, £300', machines on sites, lo per 
cent of cost, including ;£3.666 13s. 4d. for fixing on sites; loose tools, jigs, 
patterns, etc., £200. 

Credit is to be taken for uncollected sales in the machines, estimated at 
£i,ooo. 

During the year ii,ooo machines were manufactured for the company’s 
own use. (Institute of Chartered Accountants, Final.) 


Manufacturing, Trading and Profit and Loss 
Dr. Account for the Year ended 31ST December, 19.. Cr. 


To ManufactiulnK Ma- 
terials purchased 
Less Stock at 
end 


£ 

50,000 

5,000 

£ 

45,000 

9.000 

5.000 

500 

By Site Transfers at 
cost — 

11.000 Machines 
,, Sales — 

1.000 Machines 
at £7 each 


£ 

£ 

51.3331 

„ Manufacturing 
Wages 

„ Manufacturing 
Rent, Rates, etc. 

„ Depreciation — 

Plant and Ma- 
chinery . 

Loose Tools, Jigs, 
Patterns, etc. . 


300 

200 



7,000 








Carried forward 



59,500 

Carried forward 



58,333* 
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Manufacturing Trading and Profit and Loss Account 
Dr. — (contd.) Cr. 


Brought forward 


£ 

£ 

59,500 

Brought forward 


£ 

£ 

58,333i 

Td OverheBd Expenses 
90,00a - 

— x£i,7do . 
85,000 * " 



1,000 





Less Work In 
Progress 



60,500 

4,500 





Cost of Monufsc- 








tiire of 12,000 
Machines . 



56,000 





,, Gross Profit on Ma- 
chines sold 

c/d 


2.3331 








£58,333! 




£58,333! 




Boxes 

Machines 
on Sites 

Machine 

Owners 



Boxes 

! Machines 

1 on Sites 

Machine 

Owners 

To Purchas- 
es less 
Bonus, 
at a/- a 
Box, 
net 
„ Ditto 
,, Rent of 
Sites . 
,, Gross 
Profit . 

a 

1 

1 

c/d“ 

332,000 

lB,ooo 

£ 

33,200 

11,400 

17,100 

£ 

1.800 

30D 

By Sales at 
4s. a box 
,, Ditto 2/4 
,, Stock a/- 

1 

a 

285,000 

11.000 

47.000 

£ 

57,000 

4.700 

£ 

2,100 

350,000 

£61,700 

£2,100 

350,000 

£61,700 

£2,100 


To Machine Repairers’ 
Wages . 

,, Collection Expenses . 
,, Overhead Expenses — 

35.000 - 
X £i.7aD 

85.000 

,, Depreciation of Ma- 
chines . 

,, Net Profit 

7 

■ 

c/d 

£ 

1.4D0 

5,700 

700 

5,500 

3 , 8 od 


By Gross Profit 

b/d 

£ 

17,100 



£17,100 




£17,100 










Dr. General Profit and Loss Account Cr. 




£ 




£ 

To Balance . 

c/d 

6,433! 


By Manufacturing Profit. 

b/d 

2,333! 



,, Profit on Sales of 







Peppermints — 







To Machine Owners 

b/d 

300 





On Sites 

b/d 

3, Boo 



£ 6,4334 




£6,433! 





By Balance 

b/d 

6,433! 


It is assumed that the Repairs item is exclusive to Repairs of Machines on 
Sites. 

[See Notes on page 1266.] 
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Notes, (i) Sales. 

(а) zBd.doo Boxes at 4s. each . 

(б) 5,000 Boxes at 4s. each . 

(c) 1 8,000 Boxes at 2S. 4d. each 

303,000 


(2) Stock. 

Boxes 

52.000 as per question. 

Less 5,000 (see (i) (b) above). 

47.000 at 2s. each. (See (3) below.) 

[Alternatively, the Stock may be calculated thus — 
Boxes 

350, Doo purchased 
303,000 sold 

47.000 left.] 

(3) Cost of Boxes. 

350.000 purchased at 2s. 4d. 

Less Bonus 

350,000 


i 

56,000 

1,000 


£ 

57,000 

2,100 

£59.100 


£^.700 


Per Box 

j. d. I 

2 4 40.833* 

4 5.833* 

2 O ;f35.0O0 


(4) Rent of Sites. £ 

One fifth of Sales "lifted,” ^56,000 .... 11,200 

Add Provision of one fifth of Sales not yet "lifted,” ;£i,doo 200 

^11,400 


(5) Gross Profit re "Site” Sales. s. d. s. d. 

Selling Price per Box — 

id. per packet = 4s. per Box containing 48 

packets ...... 4 

Cost (fl) purchase price, net, per Box [see (3)] . z o 
(b) Rent of .site — one-fifth of 4s. . . 9-6 


Gross Profit .... 
285,000 at IS. 2 ' 4 d. 

(6) Depreciation. 

Cost of Machines of ;f56,ooo 

Add Cost of fixing, as per question 


ID per cent thereof 
(7) Collection Expenses. 


. ;^i7,ioo 

T 

■ 51.333* 

. 3.661jj 

/55,ddo 
• £5,500 


The cost of collection works out at 10% on .sales "lifted ” (i.e. ;^5,6 dd), so 
that a provision of ;^ido on the " unlifted ” sales has been made, although 
ID% may be purely a coincidence. 



CHAPTER XXXIII 
BANK BOOK-KEEPING 


The business of the banker for the most part involves dealing 
with large sums of currency, including bills of exchange. Owing to 
the magnitude of the transactions involved, the accounting system 
entails the use of a large number of subsidiary and memorandum 
books, the employment of the slip system of posting, and the daily 
balancing of cash. It will be apparent that the principles of book- 
keeping are not difficult of application in view of the fact that most 
of the entries refer to cash transactions. 

The key book is the General Cash Book, which summarizes the 
various receipts and payments for the day. As, however, the mani- 
fold activities of the bank require a large staff, it will be essential 
to have a correspondingly large number of subsidiary books of prime 
entry, the totals of which are incorporated into the general Cash 
Book. The chief subsidiary books are — 

(1) Receiving Cashier’s Counter Cash Book. On receipt of money 
over the counter, the cashier enters the amount into his Counter 
Book. 

(2) Paying Cashier’s Counter Cash Book. On payment of cus- 
tomers' cheques the cashier enters such payments into his Counter 
Book ; in addition, he invariably inserts a note in a memorandum 
column of the numbers of any bank-notes paid. 

(3) Received Waste Book. This book is used in order to facilitate 
the collection of cheques. It is analysed according to the mode 
of collection involved. As the student is aware, certain cheques are 
collected through the Town Clearing, others through the Metro- 
politan Clearing, others through the Country Clearing, such cheques 
being coded at the foot by the letters T, M, or C, as the case may be. 
In addition, separate columns are employed for Bank of England 
and Walks cheques. The latter are cheques drawn on bankers not 
represented in the Clearing House, so that the amounts have to be 
collected, the messenger having to "walk” to the paying banker. 

(4) Bills Discounted Ledger. This is an important book in which are 
entered the receipts of bills for discount. When a customer discounts 
a bill of exchange the following entries are made by the Bank — 

(i) Debit Bills Discounted Account 
Credit customer j 

^re'S^t Dfsco“Ss Account } discounting charges 

™t KUs Discounted Account 

Dr (iii0) Debit customer I s,Tar,T» riioTinriraiii- 

Credit Bills Discounted Account J ^ 

1 267 
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In addition, a book called an Acceptor's Book is kept which 
records the acceptances of any one person : it is obvious that a large 
number of acceptances by any one person might cause the bank to 
decline to discount bills drawn on that particular person. 

There are other books which, important as they are, merely serve 
as a guide to the bank in its activities, the chief of which are the 
Bills Received for Collection Register and Bills Received for Dis- 
count Register. 

The following transactions, considerably simplified and curtailed, 
are taken to illustrate a typical day's working of a bank. The full 
entries are given below to show the principles already outlined. 
Obviously in practice the amounts involved are considerably greater 
and are far more numerous. 

Illustration. The opening balances of X Bank on 4th January, 
ig . . , are as follows — 


Cash ......... 

L 

2,200 

£ 

Bank of England ....... 

10,500 


Branches ......... 


8,500 

Current Accounts ...... 


10,100 

Bills for Collection ....... 

2,000 


Bills Discounted ....... 

2,500 


Interest on Deposits ....... 

20 


Bills Payable (usually described as Acceptances for 
customers) ........ 


417 

Discounts ......... 

* 

*5 

Acceptances (usually described as Acceptances for 
customers) ........ 

417 

^Sundry Fixed Assets (Investments, Premises, etc.) 

30,000 


^Special Reserve ....... 


605 

^Share Capital ........ 


15,000 

^Reserve ......... 


12,000 

^Profit and Loss Account ...... 


1,000 


Lvifiil 

£47.637 


From the foregoing balances and the General Cash Book entries 
as shown on the following page, write up — 

(1) Ledger Accounts and 

(2) Trial Balance. 

The preparation of the Profit and Loss Account and Balance 
Sheet arising from these transactions is illustrated on pages 
1272 and 1273. 

^ As these items remain undisturbed, Ledger Accounts therefor are not 
opened. 
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Dr. General Cash Book. 4TH January, ig.. Dr. 


To Current Accounts paid 
in . 

„ Balances overdrawn — 
Current Accounts 
paid in 

Bills Discounted . 

,, Bills for Collection 
Branches 

„ Bank of England. 

Bills Payable 
Acceptances 
.. Discounts . 


Balance from 3rd Jan . 

19 


£ 

By Current Accounts 

£ 

6,200 

drawn out 

.. Balances overdrawn — 
Current Accounts 

4 .> 3 o 

4,100 

drawn out 

5.060 

300 

., Bills Discounted . 

5IB 

820 

., Bills for Collection 

432 

I, no 

,, Branches . 

719 

5 J 8 o 

.. Bank of England 

6.319 

240 

., Acceptances 

240 

485 

,, Bills Payable 

4B5 

5 

., General Expenses 

40 

1 8,440 


17.943 

2,200 

., Bdlanccto 5 th Jan., ig . 

2.697 

;i20,640 


;^20,640 


LEDGER ACCOUNTS 

[After showing the first account with date and particulars, merely 
the money items will be entered in this illustration.] 


Cash 


Date 

Particulars 

iPr. 1 

Cr. 

II Balances 

19. . 



£ 


£ 

Jan. 3 

To Balance .... 



Dr. 

2 , 2 O 0 

4 

.. Cash Book .... 

18,440 

17.943 

Dr 

2,697 


Bank of England 







Balances 



£ 

£ 


£ 



6,319 


Dr. 

10,500 




5 , 1 8° 

Dr. 

11,639 


£ 

£ 


Balances 

£ 

Jig 


Cr. 

8.500 


1,110 

Cr. 

8,891 


Branches 
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Current Accounts 




£ 

9,190 

£ 

Cf. 

Balances 

£ 

10,100 




10,300 

Cr. 

II. 210 


Bills Discounted 






Balances 


£ 

£ 


£ 


51B 


Df. 

2,5DD 



300 

Dr. 

2,718 


Bills for Collection 






Balances 


£ 

£ 


£ 


432 


Dr. 

2,000 



B20 

Dr. 

1.612 


Bills Payable 






Balances 


£ 

£ 


£ 


485 


Cf. 

417 



240 

Cr. 

172 


Interest on Deposits 






Dr. 

Dr. 

Balances 

£ 

20 

20 

Discounts 




£ 

5 

Cr. 

Cr. 

Balances 

£ 

15 

20 

Acceptances 



£ 

240 

£ 

4B5 

Dr. 

Dr. 

Balances 

£ 

417 

172 

General Expenses 



£ 

40 


Dr. 

Balances 

£ 

40 
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Trial Balance, 4TH January, 19. 



Dr. 

Cr. 


£ 

£ 

Cash ......... 

2.697 


Bank of England ....... 

11,639 


Branches ......... 


8,891 

Current Accounts ....... 


11,210 

Bills Discounted. ....... 

2,718 


Bills for Collection ....... 

1,612 


Bills Payable (acceptauccs for customers) 


172 

Interest on Deposits ....... 

20 


Discounts ......... 


20 

Acceptances (liability of customers for acceptances) 

172 


General Expenses ....... 

4D 


Sundry Inxed Assets ....... 

30,000 


Special Reserve ........ 


605 

Share Capital ........ 


15,000 

Reserve ......... 


12,000 

Profit and Loss Account ...... 


1,000 


;^ 4 B .898 

/4B,898 


Many other accounts will be necessitated such as Deposit and 
Loan Accounts. 

Slip System. In connection with the accounts of bankers, atten- 
tion may be drawn to the use of the slip system, although this 
system, it should be obser\^ed, is not confined to bankers. 

The principle involved is to make the postings from the slip 
itself, without recording an original entry in a subsidiary book. 

The advantages are briefly — 

(i) Avoidance of loss of time in posting. 

(z) As the slips are almost invariably filled up by outside parties 
such part of the book-keeping is done free of cost, e.g. insurance 
commission receipt slips completed by an agent on receipt of com- 
mission, paying-in slips, etc. 

(3) Frequently the keeping of the subsidiary book may be entirely 
dispensed with, but where it is necessary to employ such book the 
postings both into the Ledger and the subsidiary book can be per- 
formed almost simultaneously. 

On the other hand, the disadvantages are — 

(1) Risk of loss, misappropriation or destruction. 

(2) Difficulty in the verification of the books. 

In particular, the use in banks of the Slip System is important 
by reason of — 

(1) The necessity for the accounts to be accurate and complete 
up to the very minute. 

(2) The enormous number of transactions. 

(3) The assistance it affords in evening the flow of work. 


41— (B.aDB3) 
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(4) The manifold uses of the slips in the bank's accounting 
system generally. 

Use of the Slip System. The casliier on receipt of a customer’s 
lodgments enters the amount in his Cash Received Counter Book; 
the paying-in slip will then be entered by a ledger clerk to the credit 
of the customer’s account so that the complete double entry is 
effected. 

On the same principle, the cashier on payment of a customer's 
cheque enters the payment into his Cash Paid Counter Book, and 
the cheque is thereupon handed to a ledger clerk and entered by 
him to the debit of the customer's account. 

This method is necessitated by the important need for the banker 
to have his customer’s account correct at all times ; this could not 
be done if the ledger clerks were compelled to await the time when 
the Received and Paid Counter Cash Books were free. Quite apart 
from the fact that there is far more detailed work for one ledger 
clerk to perform by way of posting, it is obviously impracticable 
for several clerks to be posting from the Cash Book at the same 
time. 

The same method is adopted in respect of other transactions, 
such as on the issue of cheques and transfers, e.g. from Current 
Account to Deposit Account. 

Final Accounts. No particular difficulty arises in preparing the 
final accounts of a bank. The most important matters for the 
student to remember are — 

(1) The sequence of assets in the Balance Sheet. 

(2) The treatment of rebates on bills discounted. (See page 173.) 

Illustration. From the Trial Balance shown in the preceding 
illustration, prepare the Profit and Loss Account and Balance Sheet, 
assuming that the rebate for bills discounted is £3, and dividends 
and interest accruing to the bank amount to £55. [The illustration 
is founded upon the Trial Balance already drawn up for the sake of 
completing the book-keeping records, although it is clear that a 
Profit and Loss Account would not be drawn up in respect of one 
day's transactions.] 


Dr. Profit and Loss Account for the .. Cr. 


To Interest on Deposits 
,, General lixpeuses . 

„ TioJit . 

c/Q 

£ 

20 

40 

IZ 


By Divirlends 
,, Bills Disrountcd . 

1 

£ 

5S 

17 



£ 7 * 




£72 

1 

1 







^ I.B. ^20 of which ^3 is carried forward. 
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Cr. 


To Balance 

c/f 

£ 

z,Dza 

■ 

By Balance 

b/f 



£z,DZ2 

1 

,, Profit . 

b/d 


Balance Sheet as at . 


Nominal Capital 

£ 

Issued Capital 

15,000 

Reserve .... 

12,000 

Special Reserve 

605 

Profit and Loss Account 

1,012 

Branch Accounts 

8,891 

Current Accounts 

Bills Payable (acceptances 

11,210 

for custom prs) 

172 

Rebate on Bills Discounted . 

3 

/48.893 



£ 

Cash in hand 

2,697 

Bank of England 

11,639 

Bills Discouutcd 

2,718 

Bills for Collection . 

1,612 

Dividends Accruing . 
Acceptances (liability of 

55 

customers for accept- 


ances; .... 
Sundry Fixed Assets 

172 

30,000 


^4^*.fl93 


The Profit and Loss Account and Balance Sheet would, in practice, 
contain many other items. 

Having followed the example previously given, tlie student will 
have no difficulty in understanding tlie final accounts of a bank 
containing the detailed Ledger Accounts. 

Illustration. The following are the balances of the Mersey and 
Irwell Bank, Ltd., at the 31st December, 19. .. 


Trial Balance, 31ST December, 19. . 

Dr. Cr. 


Share Capital — 

250,000 Shares of ;^2 d each, ^3 paid 
137.500 Shares of ^10 each, £1 paid 
PeservB . . . . ■ 

Current Accounts 
Deposit Accounts 
Endorsements for Customers 
Acceptances for Customers 
Final Dividend 

Cash in hand .... 

Bank of England 

Money at Call and Short Notice. 

Bills Discounted ... 
Advances to Customers 

Carried forward . . . . 


£ 

5 . 

d. 

£ 


d. 




750,000 

0 

□ 




137.500 

0 

0 




500,000 

0 

0 




2.581,342 

II 





685,134 

12 

1/ 




161.598 

16 

3 




178,617 

2 

5 




56,004 

*5 

B 

341.643 

19 

7 

> 



621,858 

I 

ID 




279,416 

4 

B 




833.4B2 

16 

6 




1,342,119 

17 

6 




^3,418,521 

0 

I 

^5.050,197 

17 

9 
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Trial Balance. 31ST December. 19. . — (vonid.) 

Dr. Cf. 



1 

s. 

d. 

£ 

5 

d. 

Brought forward .... 

3,418,521 

0 

I 

5.05O1I97 

17 

9 

Liability of Customers for Endorsements 

161.598 

16 

3 

) 



Liability of Customers for Acceptances 

178.617 

2 

5 

J 



Bank Premises at Cost, less w/o 

260.000 

D 

0 




Shares in Subsidiary Companies at Cost 

24B.00D 

0 

0 




Shares in Affihated Companies at Cost . 

168, ODD 

0 

D 




Balances with, and Cheques in course 







of Collection on. other Banks . 

224,218 

9 

8 




Investments at Cost .... 

618,357 

14 

9 




Profit and Loss Account — 







Balance ist Jan., 19. ., forward 




128,138 

19 

9 

Interest Received .... 




141,009 

L 4 

2 

Discount Charges .... 




38.461 

2 


Commission Charges 




154,858 

12 

3 

Interest Paid and Allowed . 

42,048 

I 

2 




General Expenses .... 

191,362 

8 

8 




Dividends Received, less Tax 




86,250 

II 

0 

Dividends — 







Interim ..... 

32,188 

9 

2 




Provision for Final 

56,004 

15 

8 





;^ 5 . 598 , 9 I 6 

17 

ID 

^5.598,916 

17 

10 


You are required to prepare a Profit and Loss Account and 
Balance Sheet after taking into account the following adjustments — 

(i) Rebate on bills discounted, £3,271 4s. Bd. 

(ii) £zo,ooo to be allocated to Reserve. 

Items bracketed are to be shown under one heading in the 
Balance Sheet, thus conforming with usual practice. 

Profit and Loss Account 


Dr. FOR THE Year ended 315T December. 19.. Cr. 


To Interest allowed to 


£ 

5 

d 


By Interest eharg^ 


£ 

s 

i 

Customers 


42,048 

I 

2 


to Customers . 


Z4i,[i09 

14 

2 

,, General Expenses 


191,362 

B 

B 


„ Discounts . 


35,189 

x8 

3 

,, Balance tu Profit 





„ ComiiussioDS 


154,858 

xa 

3 

and Loss Appro- 






„ Dividends, lesM 




priationAc count 

c/d 

183,898 

5 

xo 


Tax 


86,250 

IZ 

D 



£417,308 

15 

B 




£417,308 

15 

B 













Dr. Profit and Loss Appropriation Account Cr. 




£ 

5 

d 

To Interim Dividend 


32,188 

9 

2 

,, Provision for Fmal 





Dividend. 


56,004 

15 

S 

,, Reserve 


20,000 

0 

0 

„ Balance 

c/1 

203,844 

D 

9 


1 

£31-1,037 

5 

7 




£ 

X. 

d 

By Balance (ist Jan.) 

b/f 

128,138 

19 

9 

Profit and Loss 





Account . 

b/d 

183,898 

3 

xo 



£312.037 

5 

7 


Note. In the published accounts only the details in the Profit and Loss 
Appropriation Account would be disclosed. 



MERSEY AND IRWELL BANK. LTD. 
Balance Sheet as at 31ST December, ig. 
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Foreign Exchange. In businesses involving numerous transactions 
in foreign currency it is necessary to distinguish those payable in 
sterling (although invoiced in foreign currency) from those payable 
in foreign currency. Hence, the former will be entered in the books 
in the usual way, the foreign currency equivalent where applicable 
entered by way of Memorandum only. As to the transactions 
involving receipts and payments in terms of foreign currency, the 
Day Books and Ledgers will be ruled with two colmnns on each side, 
one for foreign currency and one for sterling. The invoices will be 
entered in the foreign currency column and converted into sterling at 
parity or other suitable rate. Alternatively, the sterling column may 
be completed by insertion of the actual sterhng figure when the pay- 
ment is made. Unless the latter method is adopted there will usually 
be a difference between the sterling figure so converted and that 
arising upon payment, such difference being transferred to a Differ- 
ence on Exchange Account or Profit and Loss on Exchange Account. 

In many instances a trader will enter into a forward exchange 
contract whereby a banker arranges to supply sterling for foreign 
currency or vice versa at a rate of exchange determined, not at the 
time the delivery of the sterling or foreign currency is made, but at 
the time the arrangement is made, e.g. an English trader may have 
sold goods to a French trader, payment for which is to be made in 
three months’ time. The former may assure himself of the precise 
amount of sterling he is to receive at the end of three months by 
entering into a forward exchange contract with his banker im- 
mediately, under which the latter undertakes to acquire French 
francs and supply sterling at the date required at a rate of exchange 
fixed at the date of making the arrangement. 

In order to ascertain the true position in these circumstances 
the trader should convert the foreign currency at the ruling rate of 
exchange as if the position had not been secured by the forward 
exchange transaction; and record the difference arising from the 
forward exchange transaction, thus affording information both 
as to (i) the profit or loss that would have resulted if no forward 
exchange transaction had taken place; and as to (ii) the profit or 
loss on the forward exchange contract. 

Where there are numerous accounts involving foreign currency, 
the provision for loss (if any) may be made by taking the total 
sterling value against the total currency value, thus dealing with the 
situation as a whole instead of considering separately each indi- 
vidual balance. 

Illustration. Addingham sold goods to Montreux Fr^res payable 
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in francs. The invoice amounted to 1,350,000 francs, the rate of 
exchange being 900 to £. Upon remittance the banker credited 
Addingham with the proceeds of the francs, the sterling equivalent 
being £1,55^ 6d., i.e. 1,350,000 francs at 870 to £. 

No arrangement had been made for forward exchange. 

Show the Ledger Account of Montreux Fr^res in the seller's books. 
Dr. Montreux Fr^rks Cr. 




Francs 

Rate 

Sterling 




Francs 

Rate 

Sterling 

To Goods 
„ Profit and 
Loss on 
Exchange 
Account . 


1,350,000 

900 

£ 

1,500 

51 

s. 

0 

14 

0 ^ 


By Remit- 
tance. 


1,350,000 

870 

£ 

1,551 

3 . 

14 

d. 

6 



1,350,000 


£i» 55 I 

if 

6 




1,350,000 


£1,551 

if 

_6 

















Normally, the ultimate difference in exchange will be ascertained 
at the end of the accounting period. 

Illustration. Same facts as above, except that Montreux Fr^res 
pay by two remittances of 600,000 francs at 920 and 750,000 at 890. 

Show the Ledger Account of Montreux Freres in the seller's books. 
Dr. Montreux Fri^res Cr. 




Francs 

Rate 

Sterling 




Francs 

Rate 

Sterling 

To Goods 


1,350,000 

goo 

£ 

1.500 

r. 

0 

a. 

0 


By Remit- 

tan re. 

,, Profit and 
Loss on 
Exchange 
Account. 


boo, ODD 

750,000 

920 

B90 

£ 

((1)652 

(6)842 

5 

s. 

3 

13 

2 

d. 

6 

IX 

7 



1,350,000 


£1.500 

0 

0 




1,350,000 


£1.500 

0 

□ 






1 










If the difference in exchange were transferred on the occasion of 
each remittance, the foregoing account would show (a) a loss of 
£14 9s. rod., and (6) a profit of £9 7s. 3d. Similar principles apply 
where the English trader is a debtor. 

Illustration. The Paris agents of a London firm, having collected 
certain moneys on behalf of their principals from French debtors 
have in hand a sum of 4,500,000 francs. In the London books this 
amount of currency is converted into sterling at 900 to £. 

On instructions, the agents purchase t,6oo French 5 per cent bonds 
of 2,500 francs each (nominal) at 99 J per cent, of which they sell 96 
bonds at 102 per cent, remitting the proceeds to their principals, 
the rate of exchange being 8B0 to £. 

Shortly afterwards the London firm make up their books, the then 
current rate of exchange being 920 to £. Show the accounts the 
London firm would keep to record these transactions, disclosing the 
profits or losses on the investment and on the foreign exchange 
fluctuations. Ignore expenses. 



Paris Agents 


Sterling 

rs ^ 

m 

1 


m 

M 

1 

N ka lo 
N UD VO 
m IS. in 

vg' 

IS 

s 5 


Rate 

D 0 0 

IS cO M 

IB 01 

1 


0 D a 

0 S 0 

o' 0^ 0“ 

> 1 - In 

o 

0 

0 

■i 

'0“ 



c/d 


By Purchase of Bands 

„ Cash 

„ Balance 



1 

\n 


° 'S *2 

In 

1 ”^ 

g M IN. 

Q n IS 

in sT 

i 

m 

so 

m 

Rate 

DO 0 

B (S 

Oms 0 ^ 

Fran^ 

0 Q 

s s 

»n 

0 

Q 

qq 

^o" 

0 

o_ 

•n 

■ 

b/d 

b/d 


Ta Balance ..... 

„ Sale of Bends .... 

„ Pro6t on Exchange 

Ta Balance ..... 

■ 






■ The Det result is a loss of /lo gs. 7d., i.e. 13s. 2d. less 3s. yd. The amount of 1 ^% 13s. zd. is a loss of of 
IS. lad. 

* The proportion of Bonds at cost (ignoring market value), viz. of 3,980,000 francs = 1,592,000 francs. [See Note 3, 
page 1279.] 





If the detail shown on page 1278 is not required, the account may be constructed as follows — 



'2S 


II -s 
•d S 

CJ 
. O 

0“ 

M hN in 

00 -a 

Id - 

cd 

3 

S' S ^ 
i 1.5 - 

* J ^ 

- 

, > D H 

O TS S « 

tn 3 g fa 

S II ^ J 

J-! « S U ^ 


S 9 

g o s iS ^ 

o S B 

a s « 

•n 

; 

S m 2 DO 

S, u ja -g =0 

-M •“ S x *! 

Cd T3 S Oi ™ 

3 g'S ° i 

§ ^ -M 5 

W Cd f5 

o 9 •=»« Sip 2 

r-T ™ W M O 

° 0 L« 

CT' ® ? 9„ ^ 
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. cd o ®*l*n 

^ -^a “ 2 
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9 13 
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13 
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M 


— a ^ 
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^ & 
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a 
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Forward Exchange. If the trader had entered into a forward 
exchEinge transaction with the banker, the position would be modified 
according to the rate so arranged. The accounting entries would 
be the same as previously outlined, together with those necessary 
to record the profit or loss by reason of having covered in advance 
the conversion of his foreign currency. The entries may therefore 
be summarized. 

(i) Debit Foreign Currency Suspense Account in sterling at the 
rate ruling at the date of receipt and credit customer therewith. 

(z) Credit or debit the customer so far as relates to the particular 
remittance to close the account^ transferring the amount to Profit 
or Loss on Exchange Account. 

So far the entries are similar to those outlined in the case where 
the trader has not entered into a forward exchange transaction 
except that in (i) the debit is to Foreign Currency Suspense 
Account instead of cash or bank. 

(3) Debit bank and credit Foreign Currency Suspense Account 
with the proceeds of the foreign currency at the rate of exchange 
previously agreed upon between the trader and the banker w^hen the 
forward exchange transaction was negotiated. 

(4) Close the Foreign Currency Suspense Account to Profit or 
Loss on Forward Exchange Account. 

Illustration. Serra Fr^res owe Johnson 1,800,000 francs, rate of 
exchange upon the date of sale being 900 francs to £. On the same 
date Johnson entered into a forward exchange contract at 880 to £. 
When Serra FrSres remitted the rate of exchange was 910 to Jf. 
Show accounts in Johnson's books. (See page iz8i.) 

Superannuation Schemes. Many businesses now have in operation 
schemes whereby superannuation and pensions are provided for 
when employees retire at a certain age. In order to provide against 
hardship in the case of a person dying or ceasing to be employed, 
arrangements are made for payment of a lump sum to the estate of 
the deceased, or to the ex-employee. 

The schemes vary considerably in detail and in a great number of 
cases arrangements are made with leading assurance offices whereby 
in consideration of an annual premium, the liability for implementing 
the scheme is taken over by the assurance office. 

Where the employer elects to take responsibility himself without 
arrangements with an assurance office the accounting will vary, as 
stated, but the essential principle is the same, viz. by having a 
nucleus fund of income-bearing investments, followed by annual or 
other periodical contributions by both employer and employees, a 
reasonably certain income is derived from which to provide the 
payments and augment the fund. Special arrangements are required 
in the early years of a scheme for the older employees who will not 



Dr . Serra FrEres 



izBi 


Note. The wide differences in exchange given in the question would not obtain in practice. 
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have the opportunity to pay in for a sufficiently long period of 
years to benefit. 

Periodically, a revaluation will be taken of the actuarial risk 
involved (similar to the actuarial valuation of an assurance com- 
pany) and the fund adjusted accordingly. 

The contributions made by employers and employees under, and 
in accordance with, a scheme approved by the Inland Revenue under 
Sect. 379, Income Tax Act, 1952^ will be allowed as admissible 
charges against their respective profits or income for income tax 
purposes. To obtain such approval the main conditions are — 

(1) The Superannuation Fund is created under a Trust that is 
irrevocable and trustees appointed. 

(2) The sole (or main) object is to provide superannuation for 
employees (widows, children, or dependants). 

(3) The employer contributes to the fund. 

(4) The scheme is recognized both by the employer and employees. 

Application for official approval must be made in writing by the 
trustees of the fund before the end of the year of assessment, sup- 
ported by a certified copy of the Trust Deed and two copies of the 
rules agreed thereunder. Investment income of an approved fund 
is exempted from Income Tax. 

Illustration. Under the rules of the Engee Company Staff Super- 
annuation Fund a member, when he becomes superannuated, is 
entitled to an annuity, based on the amount standing to his credit. 

The Annuity and General Funds are kept separate, and interest 
received on investments is apportioned between the funds in pro- 
portion to the mean of the opening and closing balance for the year 
[before crediting such interest). Any surplus (or deficiency) on the 
Annuity Fund enures to (or has to be borne by), the General Fund, 
and for this purpose a valuation of the liabilities for the annuities 
is made every three years. 

From the following data show the Annuity Fund and General 
Fund for the years 1952 and 1953. 


Ignore Tax deductions or repayments. 

1952 

1953 


L 

L 

Balance at 1st January, 1952 — 

Annuity Fund, /g.ooD 

General Fund, ;^B7,ooo 

Interest on Investments ...... 

5,000 

5.40D 

Contributions of Employer and Employees . 

9,000 

8,200 

Payments to Annuitants ...... 

1,000 

1,200 

Amounts standing to the credit of Employees who became 
superannuated during the year .... 

3,000 

2,200 


A valuation was taken on 31st December, 1952, and showed the 
liability for current annuities at 3^12,000. 

^ Previously Sect. 32, Finance Act, 1921. 
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Df, Annuity Fund Cr. 


To Cash — Anouitants 
„ Balance, per Valua- 


£ 

1,000 

1952 

Jan. X 
Dec. 31 

By Balance 
„ General Fund, re 

b/d 

£ 

9,000 

tion 

c/d 

12,000 

Employees Super- 
annuated . 


3,000 






„ Interest on Invest- 






ments (/,J . 


300 





„ General Fund for 






Deficiency . 


500 



£13.000 




£13,000 

To Cash — Annuitants 


1, 200 

1953 

Jan. I 

By Balance . 

b/d 

xa,Doo 

,, Balance . 

c/d 

13,600 

Dec. 31 

„ General Fund, re 





Employees Super- 
annuated 


2,200 





„ Interest on Invest- 






ments (|) . 


600 



£14,800 




£14,600 




1954 

Jan. I 

By Balance . 

b/d 

13,600 


Dr. General Fund Cr. 


195a 
Dec. 31 

To Annuity Fund — 
Transfer thereto 
for Superannuated 
Employees . 

„ Annuity Fund — 
Transfer re De- 
ficiency 
„ Balance. 

c/d 

£ 

3,000 

500 

97,000 

1952 

Jan. 1 
Dec. 31 

DyBalancr. 

„ Contributions 
„ Interest on Invest- 
ments 

b/d 

£ 

67,000 

9 ,DoO 

4,300 




£100,500 




£100,300 

1953 
Dec. 31 

To Annuity Fund — 
Transfer thereto 
for Superannuated 
Employees . 

,, Balance. 

c/d 

2,200 

107,600 

1953 

Jan. 1 

Dec. 31 

By Balance 
„ Contributions 
,, Interest on Invest- 
ments . 

b/d 

97,000 

B ,200 

4,600 




£iio,odo 




£110,000 





1954 

Jan. I 

By Balance. 

b/d 

107,600 


Note. Apportionment of Irierest — 

Annuity Fund General Fund 


Opening. 

Closing (9,000 
+ 3,000-1,000) 

1952 

£ 

. 9,000 

. 11,000 

1953 

£ 

12,000 

(l 2 ,ODO - 1 - 2 ,ZDD (87,000 -f 9,000 

- 1, 200) 13,000 - 3, odd) 

i 952 

£ 

87.000 

(97,000+ 8, 

93.000 - 2,2Do) 

1953 

£ 

97,000 

200 

1 □ 3,000 


2)20, OOD 

2)25,000 

2)iBo,odo 

2)200,000 

Mean 

. £io,ood 

£12,500 


£90,000 

£100,000 


(fl) 

ic) 


[b] 


1952. Interest. 


= — ^ X 5 .DDO 
a 0 

Interest 

“ 4-6 ^ 5 .OO 0 




= X 5,000 

IDO 


■= — X 5,000 - 

lOO 

£4.500 

I 953 > Interest. 


^ ^ 

c -1- a 

Interest 
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Illustration. The Superannuation Fund of Elbee Co., Ltd. 
commenced in 1946 under an approved Trust Deed. All employees 
thereunder are to benefit. In order that due recognition should be 
given to length of service prior to the formation of the fund the 
company undertook to form a Reserve Fund to provide a nucleus 
for claims arising through death or retirement of members who had 
been in the company’s employment prior to 1946. The estimated 
liability on this account at ist Januarj^ 1953, was £7,000. 

The following balances appeared in the books at 31st December, 


1953- 

Contributors’ Account (Balance, ist January, 1953) ■ 2,340 

Employees’ Contributions ....... 740 

Company's Contributions ....... 560 

Amount contributed by Company from Reserve Fund in respect 

of deceased employees’ services prior to 1946 .... 330 

Claims and Withdrawals . . . .410 

Interest on Investments (less Tax at 9s.) . 88 

Printing and Stationery ........ zo 

Revenue Account (Cf.), ist January, 1953. .... 100 

Investments at Cost ........ 3,600 

Cash at Bank ......... iz8 


Interest on employees’ balances amounting to £95 is to be pro- 
vided out of Revenue Account ; company’s contributions of £60 in 
respect of employees who have left are to be surrendered and credited 
to Revenue Account under the scheme. Provision is to be made for 
audit of £21. Ignore tax charged at J standard rate on withdrawals. 

(1) Calculate the company’s liability on Reserve Fund as at 
31st December, 1953, after crediting interest amounting to £275 on 
the balance of the account at the commencement of the year. 

(2) Prepare Revenue Account and Contributors’ Account for the 
year to and Balance Sheet as at 31st December, 1953. 

(i) In Company’s books — £ 

Reserve Fund, ist Janua,^3^ 1953 ..... 7,000 

Add Interest thereon ....... 275 


7.275 

Less Contribution to 5ux)(3rannuation Fund . 330 

Balance, 31st December, 1953 ..... ^6,945 



By Balance . 


3.595 
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Revenue Account Cr. 


1953 

Dec, 31 

Td Printing and Station’ry 
„ Contnbu tors' Account 
Transfer thereto for 
Interest. 

„ Audit 
„ Balance 

c/d 

£ 

30 

95 

21 

1B4 

lO'iS 

Jan. 1 
Dec. 31 

By Balance . 

,, InlPFPst on Invest- 
ments — Net 
,, Tax recoverable; 

£iOd at gs in £ 

„ Con tiibu tors' Acet. — 
Transfer therefrom 
for Contnbutions 
surrendered . 

b/d 

£ 

ZOO 

68 

72 

60 




£320 




£32° 





1934 
Jan. 1 

By Balance 

b/d 

104 


Balance Sheet as at 31ST December, 1953 


Contributors' Account 

£ 

3.595 

Investments at Cost . 

L 

3 , 6 ao 

Revenue Account 

Reserve Fund . 

184 

6.945 

[Market Value?] 

Inland Revenue 

72 

Provision for Audit . 

21 

Cash at Bank . 

128 



Company 

6,945 

^ID.745 


Illustration. The Rules of a Staff Superannuation Scheme are — 

(1) Equal contributions by emplo3^er and members (to be credited 
to members' accounts) . 

(2) The payment to a member, on retirement through age or 
infirmity, of an annuity actuanally calculated to be of a value equal 
to the amount standing to his credit at the end of the year in which 
he retires. 

(3) The payment, to the personal representatives of a member who 
dies in the service, of the amount standing to his credit at the end 
of the year in which the dcaih occurs. 

(4) The payment to a contributor who leaves for any reason other 
than age or infirmity, of the amount of his contributions up to the 
time he leaves and interest thereon credited up to end of the 
preceding year; and the transfer of the balance on the account of 
such a member to the Stabilization Account. 

(5) The interest earned in each year to be credited to the indivi- 
dual members' accounts and the Annuity Fund in proportion to the 
balances thereof at the beginning of the year. 

(6) Fluctuations in the value of investments to be ignored, but 
profits and losses realized to be carried to the Stabilization Account. 

(7) The actuarial valuation of current annuities every three years 
and a transfer from (or to) the Stabilization Account to (or from) 
the Annuity Fund of the amount, if any, by which the valuation 
exceeds or is less than the Annuity Fund. 

(8) A supplementary contribution to the Stabilization Account of 
the amount, if any, required by that account to enable any neces- 
sary transfer to be made to the Annuity Fund. 
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The Trial Balance of the scheme at 31st December, 19. . is — 



£ 

£ 

Contributors' Accounts (ist January, 19. .) . 


121,000 

Annuity Fund ........ 


1 1,000 

Contributions of Employer and Members 


13.388 

Investments (value at 31st December, 19. ., /i45,22i) 

144,000 


Balance at Bank ....... 

4,989 


Interest ......... 


4.752 

Profit on Realization of Investments .... 


109 

Payments to Annuitants ...... 

1,260 




;^I5D.249 


A valuation as on 31st December, 19. showed the liability for 
current annuities to be £12,600. 

The credit balances included in Contributors’ Accounts on ist Janu- 
ary, 19. . and members’ contributions during the year of (i) members 
who became entitled to annuities; (ii) members who died in the 
service and; (iii) members who left the service for reasons other 


than age or infirmity were — 


Members’ 

Balances, 

Contributions 


1st January, 

during 


19.. 

Year 

(i) . 

£ 

£ 

1.55° 

30 

(ii) . . . . 

640 

32 

(iii) . . . . 

BBo 

48 


No payments had been made in respect of (ii) or (iii) by the end 
of the year. Prepare the draft Annual Accounts of the scheme for 
the year ended 31st December, 19. ., and Balance Sheet as at that 
date. Ignore Tax and make calculations to nearest £. 


Dr. Contributors' Account Cr. 


Td Annuity Fund fur 
retired Members: 
BaL, ist Jan. ,19. 
Interest - 

Coutributiuns 
during year 


£ 

i, 55 D 

56 

60 

£ 

1,666 

727 

4B8 

32 

4H8 

135,343 

ig. . 
Jau. I 
Dec. 31 

By Balance 
,, Contributions 
„ Interest (3-6%) . 

b/d 

£ 

IZ 1 ,DOO 

I3.3B8 

4.356 

,, DciXiased Members: 
Bal., 1st Jan. ,19. 
Interest (3-6%) ■ 
Contributions 
during year 


640 

23 

64 





,, Ex-employee Mem- 
bers : 

Contributions 
during year 
Bal., ist Jan., 19. 

,, Stabilization A/c: 
Interest on {Blio 
^( 3 - 6 %) 
Employer s Con- 
tributions 
,, Balance 

c/il 

48 

440 








£138,744 

19. . 
Jan. I 



£138,744 





By Balance 

b/d 

135,343 
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Dr , Annuity Fund Cr. 


19. . 



1 

ig. . 



£ 

Dec. 31 

To Cash — Annuitants 
,, Balance per Valua- 
tion 

c/d 

1.260 

12,600 

Jan. 1 
Dec. 31 

By Balance . 

„ Interest, 3-6% 

,, Transfer from Con- 
tributors' Acets. . 
,, Transfer from Stab- 
ilization Account , 

b/d 

11,000 

398 

1,666 

79B 




£13,860 




£13,860 





19. . 
Jan. I 

By Balance. 

b/d 

12,600 


Dr . 


Stabilization Account 


Cr . 




£ 

19. . 

To Transfer to Annuity Fund 


798 

Del. 31 



£798 



Dy Profit on Sale of Invest- 
ments 

„ Transfers from Con- 
tributors’ Aoinunts . 

„ Employer's Siipplp- 
mentary Contribu- 
tions (due) 


L 

109 

520 


169 

£708 


Balance Sheet at 31ST December, 19. . 


Contributors' Accounts 

£ 

135.343 

Investments (Market value. 

£ 

Annuity Fund (per Valua- 


144,000 

tion) .... 

12,600 

Employer — 

Creditors — 

Deceased Members 


Suppl ementary Contribu- 
tions 

169 

Ex-employee Mem- 


Cash at Bank . 

4,989 

bers . . . 4B8 

1,215 

58 


;£i 49 .i 5 B 






Note. There are three calls on the Fund — 

(a) An annuity to each normally retiring member (the main object of 
the scheme) ; 

(&) A payment out to the representatives of each deceased member, 
not an annuity, but a lump sum cash payment; 

(c) A payment out to an employee who leaves his employment (otherwise 
than by age or infirmity). 

Obviously the least advantage will be to members of Class (c), who have 
returned to them (with interest) only their own contributions. 

Clearly, the Annuity Fund dealing with class (a) must be administered on 
strict lines (hence the necessity for a periodic revaluation of the liability for 
current annuities) ; the Contributors' Accounts will be used for dealing with 
classes (&) and (c) without affecting the Annuity Fund; as to new lialjilities 
under class (a), these must be credited to the Annuity Fund (swelling the 
opening balance), the actual payments of annuities being debited against the 
Fund. The balance of this Fund will, pending the revaluation, be carried 
forward to the succeeding year. 

On the revaluation, it may be that the balance is not adequate to meet the 
liabilities for current annuities, and therefore in case it is not (as in the ques- 
tion), a draft has to be made upon the Stabilization Account [in effect, a 
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Suspense Account). If the Fund exceeds the liability, the benefit is carried to 
the Stabilization Account. The Stabilization Account is built up by special 
gains and the amount of the employer's contributions not repaid when members 
leave (Class (c) ) ; but this account itself may prove insufhcient to meet any 
draft on it for the Annuity Fund, hence calling for a supplementary con- 
tribution from the employer. 

The Interest is £4,752, which is 3-6 per cent on the opening balances of the 
Contributors’ Accounts and Annuity Fund (i.e. £121,000 -|- £ii,odo=£i 32 ,ooo) 
calculated as follows — 


X 100 = 1^" = = 3.6% 

132,000 1,320 55 

Interest to Class (a), 3-6% x £1,550 = £56 
Interest to Class (&), 3-6% x £640 = £23. 

The Contributors' Account is a "total" account and there would be 
separate accounts for each contributor. 


Solicitors' Accounts. From the examination point of view this 
subject may be dealt with under three heads, viz. — 

(1) Treatment of Uncompleted Work. 

(2) Disbursements for Clients. 

(3) Segregation of Clients' moneys. 

(1) The work that is on hand is analogous to Work-in-Progress in 
Manufacturing Accounts and will be incorporated into the accounts 
by a credit to Costs or Fees Accoimt, brought down as a balance and 
shown in the Balance Sheet as an Asset, unless the Debtors and 
Uncompleted Work are eliminated by 100 per cent Reserve or 
Provision to reduce earned profits to cash profits. 

(2) Disbursements. There are two methods in use, viz. — 

(i) Upon payment, the amount is entered on the credit side of 
the Cash Book and debited direct to the client on whose behalf tlie 
outlay was made. The disbursements, therefore, in this method 
merely become merged in the debit balances of the clients and will 
not appear further as a distinctive item. 

(ii) The pa5anents made for clients are debited to a Disburse- 
ments Account. The charge to the client in respect of a disburse- 
ment on his behalf wiU not be made till the Bill of Costs is 
rendered to him, when the disbursement charge will be added to 
the bill. 

In system (ii) the Costs Book, Bills Delivered Book, nr Bill of 
Costs Journal (being the alternative descriptions for the book in 
which outgoing invoices are entered) will be ruled with Ihe usual 
columns for dates, etc., and three main columns (i) Costs (or F^ees), 
(2) Disbursements, and (3) Total. The postings to the clients will 
be made from the Total column and after columns (i) and (2) 
have been added, the total thereof will be posted to the credit of 
Costs (or Fees) and Disbursements Account respectively. 

In the ordinary course of events, there will be no recoupment for 
outlay for clients until (at the earliest) the Bills of Costs have been 
rendered to the client. The balance on Disbursements Account will 
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be shown in the Balance Sheet as an Asset, being disbursements not 
yet charged, but recoverable from clients. 

Alternatively in method (ii) a Disbursements Ledger is opened 
and the disbursements debited therein against the client for whom 
the payment is made — an account being opened for each client. 
When the Bills of Costs are rendered, the amounts recoupable in 
the Bills will be dealt with in the Costs Book as mentioned (and the 
postings made from the Disbursements column of the Day Book to 
the credit of the clients’ accounts in the Disbursements Ledger), or 
the total may be posted to the credit of Disbursements Account 
(precisely as mentioned) and transfers made from the clients’ 
accounts in the Disbursements Ledger to the debit of Disbursements 
Account, 

Where small sums are paid for clients, e.g. sundry postages, 
stationery, if the clients are to bear the cost of them it is necessary 
to debit Disbursements Account and credit the nominal account, 
thus reducing the ultimate charge to Profit and Loss Account. Alter- 
natively, an additional column may be utilized in the Costs Book 
for sundiy payments and the total thereof posted at tne end of the 
accounting period to the credit of sundry payments accounts. 
(See Illustration on page 1299.) 

It may be mentioned that it is usual to describe the "all in" 
charge as costs, but the charge purely for work done as profit costs. 

(3) Segregation of Clients’ moneys. 

Under the Solicitors Act, 1933, Sect, i, and the Solicitors' Accounts 
Rules, 1945, and the Solicitors' Trust Accounts Rules, 1945, made 
thereunder, rules are laid down for tlie keeping of clients' moneys 
separate from a solicitor’s own moneys. 

Thus, every solicitor in practice must keep such books and ac- 
counts as may be necessary to show all his dealings with (i) clients’ 
moneys held and received from and paid to them, and (ii) any other 
money dealt with by him through a client's account ; and to distin- 
guish such moneys held, received or paid by him on account of each 
separate client and to distinguish such money from other moneys held, 
received or paid by him on any other account. 

The rules are somewhat elaborate, but briefly they require that — 

(1) Moneys received from and paid to (or on behalf of) each client 
be distinguished from 

(2) Moneys received and paid on the solicitor's own account. 

(3) Clients’ moneys must be dealt with through a separate banking 
account in the name of the solicitor and the word “client" speci- 
fically employed in connection with that account. 

(4) Apart from recouping costs and disbursements, such 
account can only be dealt with for the proper utilization of the 
client's money by payment to him or on his behalf or on his instruc- 
tions and the withdrawal must not exceed the amount attributable 
to that client. 

Several exceptions occur for correcting receipts and payments 
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inadvertently dealt with in or through the wrong account, and any 
client can make an agreement with his solicitor to dispense with 
the necessity of keeping intact his moneys, but if such moneys (in 
pursuance of this agreement) are, in fact, paid into the Clients' 
Banking Account, they must be regarded as belonging to that 
particular chent and no other. 

To that end it is necessary to keep and write up a separate 
banking account for dealings in clients' moneys in the name of the 
solicitor, specifically designated Client Account, although it is not 
necessary to open a separate cash book. For this purpose, a solicitor 
must not treat himself as a client of himself or his firm. Thus, two 
Bank accounts will be employed — own and clients, or office and 
clients. 

Only clients’ moneys may be paid into the Clients' Account and 
withdrawn only for proper payments made to or on behalf of clients 
and for correction of any error in paying inadvertently to Clients' 
Account (e.g. amounts covering fees) and for withdrawal of moneys 
paid in to the bank for the purpose of opening the account : but in 
all cases there can be no withdrawal from Clients’ Banking Account 
of a sum exceeding the amount standing to the credit of a particular 
client for the object is to keep intact in Clients' Banking Account the 
exact sum necessary to discharge immediately all balances due to 
clients. Therefore, it is not sufficient merely to have in the Clients' 
Banking Account the sum equal to the total of Clients' accounts 
unless all are in credit. If a solicitor, for simplicity of illustration, 
has three clients A, B and C whose balances are A (Dr) £10, B (Cr) 
£2 and C (Cr) £12, the amount of net indebtedness is £4, but the 
amounts in credit are £14 and this is the figure required in the 
Clients' Banking Account. The solicitor cannot witlidraw from 
Clients' Banking Account, e.g. more than £z lor fees and for disburse- 
ments on B's account, because if he did he would be using some of 
C's money. 

Hence it is insufficient compliance witli the Rules merely to have 
in Clients' Banking Account sufficient to meet the “net" Clients' 
balances, that is the excess of the credit balances over the debit. 
In other words, the transfer from Clients' Bank to own Bank is 
permissible only to tlie extent that it does not exceed a particular 
client's money. 

Subject to the rule above-mentioned, a solicitor will recover his 
fee and outlay chargeable to a client by debiting own (or office) 
Bank and crediting Clients' Bank, but only in so far as it represents 
that particular clients' money. If the credit balance of the client is 
insufficient to meet the fee and outlay it will be necessary for him to 
pay in the ordinary way, whereupon the receipt wiU be dealt with by 
the solicitor by debiting own (or office) Bank and crediting the client. 

Two Column Ledger Method. Two columns are employed on each 
side of the ledger corresponding with those in the Cash Book, i.e. 
“Office" and “Clients," and all records for and against clients are 
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made in “Office,” except those which must relate to the Clients' 
column in the Cash Book i.e. — 

(1) Receipts from or on behalf of clients, except for costs and 
disbursements, 

( 2 ) Pa5niients to, or on behalf of clients out of clients' moneys. 

(3) Transfers of money in Bank in clients’ column for discharge 
of costs and disbursements (or so far as such money belonging to the 
particular client will permit). 

When the transfer is made, it is just as if the client literally with- 
drew the money and then handed it back to the solicitor in settle- 
ment of costs and disbursements, i.e. — 

(i) Debit Client (Client column) Credit Bank (Client column). 

(z) Debit Bank (Office column) Credit Client (Office column). 

Care must be taken to debit Fees against Clients in the Office 
column [not Clients' column). 

This procedure will have the advantage of proving in “total” the 
correspondence of the balances due to clients with the cash at bank 
(Clients column) and will result in giving a "clearance” to one set of 
columns on payment by the client or transfer of moneys in settle- 
ment of the account from bank (Clients’ column). 

Illustration. A solicitor has the following transactions — 

Work performed per Costs Day Book — 


19. . 




Client 

Amount 






i 

Jan. 1 




X 

30 

5 




Y 

17 

II 




R 

2 

14 




X 

4 

16 




W 

7 

30 




s 

II 


Receipts — 

19. . 

Jan. I. X pays in /8do for purchase of property, completion taking place 
on iith January and settlement (iTJo) by cheque on that day. 

5. R pays in lor general investment £600, of which the solicitor, with 
R’s approval, invests on mortgage /55D on 25th January. 

ID. Solicitor collects for Safe Insurance Company premiums and 

pays the Company on 14th January, the difference being 

commission due to solicitor, 

15. Solicitor realizes £1,200 due to estate of J deceased, of which W is 
the sole beneficiary, and on the 29th remits to W the balance 
due to him, less costs and disbursements (per Petty Cash Book), 
and after transferring to S, on instructions, £i,ddd, being loan 
on mortgage by W to S, 

24. X pays his bill of £4. 

30. Y pays on account. £5. 

Payments (in addition to those mentioned above) — 

19- . 

Jan. I. Petty Cash, £20. 

13. Disbursements out of clients’ moneys for R, £id. 

ig. Pett^' Cash, £30. 

26. Petty Cash, £20. 
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Petty Cash Payments — 

19.- I 

Jan. 4. Disbursements W. . . .3 

12. Disbursements Y . . . .2 

14. Disbursements S . . .6 

30. Wages . . .21 

31. General Expenses. ... 7 

Drawings . . . -15 

The opening Balances were — £ £ 

Cash at Bank — Office . . 720 

— Clients . . 160 

Fixtures . . . . 150 

Capital ..... 870 

Clients — B .... 150 

— Y .... 10 


Prepare accounts and draw up Trial Balance at 31st Jan., ig. . . 


Costs Day Book 



19. . 


£ 


Jan. I. X 


. 30 


5 - Y 


■ 17 


10. Safe Insurance ('0. 

3 


11. R| 


2 


14. X 


4 


jb. w 


7 


30. S 


II 




/74 

Private Ledger 



Dr. 


Capital 

Cr. 



ig. . 

£ 



Jan. I 

By Balance . . Byo 

Dr. 


Fixtures, Etc. 

Cr. 

ig. . 


1 ^ 


Jan. I 

To Balance 

150 


Dr. 


General Expenses Cr. 

ig.. 


£ 


Jan. 31 

To Cash. 

7 


Dr. 


Wages 

Cr. 

ig. . 


£ 


Jan. 31 

To Cash. 

21 
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Drawings 


1293 

Cf, 


19. . 

To Cabh. 


£ 

15 





Dr. 


Costs (Fees) 



Cr. 





ig . 

Jan. 31 

' By Sundrie 




Clients' Ledger 

Dr. B Cr. 





Office 

Clients 


By Balance 

— 

Office 

Clients 





19. 

Jan. I 


~£~ 

150 

1 

Dr. 



Y 



Cr. 




Office 

Clients 




Office 

Cheats 

19. . 



£ 

£ 

19 . 



£ 

£ 

I.m. 5 

To Costs 


17 


Jan. I 

By Balance 

b/d 


ID 

> 

„ ta<ih -Transfer 



TO 

5 

„ Cish -Transfer 


TO 


12 

„ DisbuiSLiiientb 


2 


30 

„ Lash OIL ai r ount 


5 







31 

„ Balance 

c/d 

4 





£19 

£10 




jfi 9 


1 eb. I 

To Balance 

b/d 

4 








Dr. X Cr. 





Office 

Clients 




Office 

Clients 

19.. 



£ 

£ 

19 



£ 

£ 

Jau. I 

To Costs . 


30 


Jau. I 

By Cash 



Boo 


,, Cash^-lransfir 



70 

,, Lash— Transfer . 


30 



„ Settlement . 



770 

Z4 

,, Cash . 


4 


14 

„ Costs . 


4 










£^4 

£flDO 




£34 

_£Bog 













Dr. R Cr. 





Office 

Clients 




Office 

Cheats 

Jan. II 
13 
25 

31 

To Costs . 

,, Disbursements 
„ Cash — Mortgage . 
,, Cash — Transfer 
„ Balance 

c/d 

1 

2 

£ 

ID 

55 D 

2 

38 

ig.. 
Jan. 5 
35 

By Cash . 

,, Cash — Transfer . 


£ 

2 

£ 

600 




£z 

£6do 




£z 

£ 6 do 






Feb. I 

By Balance 

b/d 


38 
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Dr. W Cr. 





Office 

Clients 




Office 

ClienU 

19.. 
Jan. 4 
16 

39 

To Disbursements 
„ Costs . 

„ Transfer to S on 
MortgajfB [See 
Note at end] 

,, Cash — Transfer 
„ Cash — Settlement . 


£ 

3 

7 

£ 

1,000 

JO 

I90 

ig. . 

Jan. 15 
ap 

By Cash . 

,, Cash — Transfer . 


£ 

To 

£ 

1,200 





1 £i,20D 




£io 

£i,2DO 




1 







Dr. S Cr. 




1 

Office 

Clients 




Office 

Clienls 

ig. . 
Jan. 14 

30 

31 

To Disbursements 
„ Costs . 

,, Cash — Transfer 
,, Balance 

c/d 

£ 

6 

II 

£ 

J 7 

9B3 

ig.. 
Jan. 39 

30 

By Transfer from W 
on Mortgage . 
„ Cash — Transfer . 


£ 

J 7 

£ 

1,000 




£17 

£i,odo 




£17 

£1,000 






Feb. I 

By Balance 

b/d 


981 


Dr. Safe Insurance Co., Ltd. Cr. ^ 





Office 

Clients 


1 


Office 

Clients 

ig . 
Jan. ID 

14 

To Costs . 

,, Cash — Transfer 
„ Cash 


£ 

3 

£ 

3 

43 

ig.. 
Jan. 10 
^4 

By Cash . 

,, Cash — Transfer 


£ 

3 

£ 

46 




_£3 _ 

£46 




£3 

_i 4 fi 




1 1 1 







Dr. Cash Book (Bank) Cr. 





Offlre 

Clients 




Office 

Clients 

ig.. 



£ 

£ 

19. . 



£ 

£ ' 

Jan. I 

To Balance 

b/d 

720 

i6d 

Jan. I 

By Petty Cash. 


20 



„ X — Transfer. 





,, X — Transfer 



30 


„ X 



Boo 


„ X — Settlement . 



77 D 

5 

„ R 



600 

5 

„ W — Transfer 



JQ 


,, y — Transfer. 


10 


13 

„ R . 



ID 

10 

,, Safe Insurance Co. 



46 

14 

„ Safe InsuranceCo. 




^4 

,, Safe Insurance Co. : 





Transfer . 



3 


Transfer . 


3 



,, Safe Insurance Co. 




15 

„ W . . . 



1,200 


Settlement 



41 

*4 

X . . . 


4 


19 

,, Petty Cash. 


30 


^5 

„ R — Transfer 


3 


25 

„ R — Mortgage 



550 

ap 

,, W — Transfer 


JO 



,, R — Transfer 



2 

30 

„ 5 — Transfer . 


n 


36 

,, Petty Cash. 


30 



„ Y on account 


5 


3 p 

„ W— Transfer 



JO 







„ W — Settlement . 



19D 






30 

„ 5 — Transfer 









31 

„ Balances 

c/d 

731 

I,17> 




£ 3 oi 

£2,806 




£Bdi 

£2,iA 

Feb. 1 

To Balances 

b/d 

731 

1,117 
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Dr. Petty Cash Book Cr. 





. 


Total 

Ex- 

penses' 

Draw- 

ings 

Fol. 

Ledger 



£ 

19.. 


£ 

£ 

£ 


£ 

Jan. I 

To Cash ■ 

2U 

Jan. 4 

By W . 

3 




3 

19 

„ Cash. . 

3D 

12 

.. Y . 

2 




2 

z6 

„ Cash. 

20 

14 

s 

6 




6 




30 

„ Wages 

21 

21 







31 

„ General Expenses . 

7 

7 








„ Drawings 

J 5 


15 








54 

£28 

£15 


£il 





oalance c/d. 

i5 







£70 



£70 





Feb. I 

To Balance b/d 

16 









Dr. Trial Balance, 31ST January, ig. Cr. 



Office 

Clients 


Office 

Clients 


£ 

£ 


£ 

£ 

Clients' Ledger — 



Clients' Ledger — 



Y . 

4 


B . . . 


I5D 

Bank 

731 

1,171 

R . . . 


38 

Petty Cash 

16 


S. . . . 


983 

Private Ledger — 



Private Ledger — 



Fixtures 

150 


Capital . 

B7O 


Drawings 

15 


Costs . 

74 


Wages . 

21 





General Expenses 

7 






£944 



£944 

£1.171 


Notes, (i) The transfer from W to S (^i,ood) may be made through the 
Journal or Cash Book (on each side. Clients’ column). 

(ii) A separate Trial Balance exists for each column — Office and Client. 

(iii) In addition, a Total Clients’ Ledger Account may be built up. 

Where it is desired to know at any time what is due to clients, this 
may be achieved by several methods the most important of which 
are — 

(i) Double Column Method. The procedure is — 

[а) The Clients' Ledger, Office Cash and Bills Delivered book will 
all be ruled with two columns (own and clients). 

(б) Pajnnents made for and fees charged to clients who have cash 
on hand will be entered in the Chents’ column of the Office Cash and 
Bills Delivered books. 

(c) Where cash is received from a client for whom payments have 
been made out of office moneys, it should be split up between clients' 
and office monies, accordingly. 

Thus the balance at Bank (Clients' column), less the total of pay- 
ments shown in Clients' column of Office Cash, and the total of Fees 


^ Analysed columns for each main type of expenditure. 
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entered in the Clients' column of Bills Delivered Book will equal the 
Clients' Ledger credit balances. 

(d) These totals at the end of each suitable period will be trans- 
ferred from Clients' to Ofl&ce columns in the Bank and Cash Accounts, 
and the totals of Clients' colunms in the Cash and Bills Delivered 
Books will be extended into the main columns of these books. 

Illustration. A. B. Stract commences to practise as a solicitor on 
the 1st January with cash capital of ;f2,ooo, the amount being paid 
into Office Bank Account. 

The following transactions arise in January — 

ig. . 

Jan. 3. Paid by cheque ^200 for Office Furniture. 

Drew £100 for general cash. 

5. Received /l,5oo from client Porter and paid deposit of ;£ido for 

purchase of house by Porter, costing ;^i,ood. 

6. Collected insurance premiums for Insurance Co., ;f8o, remitted next 

day to Company, less Commission of 2^ per cent. 

Paid Estate Duty by cheque, ;£i7o, on account of executors of 
Walter, deceased. 

Received Sundry Costs, banked, 

8. Received Sundry Costs, not banked, £1. 

12. Received from National Bank, ;f8oo, being the balances standing 

to the credit of Walter. 

13. Paid debts, etc., of Walter, deceased, £11^. 

14. Paid by cheque ;f4o deposit on purchase of house (costing £^o^) by 

Dyke. 

15. Paid out of office Cash, disbursements for Lake, £6. 

iB. Completion of purchase of house by Porter, drawing cheque in 
settlement after paying duties in Cash £1^ and charging costs 
of £i^. 

24. Sundry receipts for legal costs, banked £’]. 

31. Paid all general expenses by cash for month, £'2.'^. 

Drawings by cheque, £^o. 


The following bills had been rendered — 

I 

Jan. 15. Lake . .11 

30. Brown -13 

Undehvered Costs are j^go. 

Write up the books and prepare Trial Balance as at, and Profit 
and Loss Account to, 31st January. [The records are to be such that 
a separate Trial Balance of clients' moneys can be extracted 
at once.] 
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Cr. 


■Dr. Cash Book (Bank) 





Clients 

Office 



Clients 

Office 

ig.. 
Jan. X 

To A. B. Stract — 


£ 

£ 

19 . 

Jan. 3 

By Office Fumituie . 

£ 

£ 

200 

Capital 



2,000 

„ Office Cash . 


Xoo 

5 

„ Porter . 


1,500 


5 

„ Porter: Dextoslt 



6 

„ Insurance Co. Pre- 




on Purchase of 






So 



House 

100 



„ Sundry Costs 



4 

6 

„ Exora. of Walter, 


12 

„ Exors. of Walter, 





deceased; 




deceased— Trans- 





Estate Duty . 


170 


fer gf Balances : 




7 

„ Insurance Co.: 



Reimbursement 





Premiums 




of Estate Duty 
paid 



170 

• 

Collected £8a 
Less 2 \ % 
Conmnssion 2 




Balance. 


630 





24 

„ Sundry Costs 


7 




7B 


31 

„ Transfer per Contra 



35 

• 13 

„ Exon, of Walter, 








deceased: 









Debts, etc. . 

IIO 



* See note 2 on page 




14 

„ Dyke : Deposit 




1301 





on Purchase of 
House 


4D 






iN 

,, Porter: Balance 








of Purchase 
Pnce of House 

goo 








„ Porter: Bal- 








ance of ac- 









count . £500 
Lr£s Costs 16 









„ Duties 15 









— 33 



> 







467 







31 

,, Drawings . 

„ Transfer to Offii::e 

4 D 








Dank : 









Papnents from 
Cash . 

15 








Dills delivered 

20 








„ Balances . 

c/d 520 

1,666 




£2,210 

£2.216 



£2,210 

£2,216 

^pb. I 



To Balances 

b/d 

520 

1,666 






Dr. Office Cash Cr. 


19.. 




£ 

ig.. 



£ 

£ 

Jin. 3 

To Cash from Dank . 



loo 

Jan. 15 

By Lake — 




8 

„ Sundry Costs 



1 

iB 

Disbursements 
„ Porter 


13 

6 






31 

„ General Expenses 



23 







„ Balance 

c/d 


57 





£101 





£101 

1 pb. I 

To Balance 

b/d 


57 







CLIENTS' LEDGER 


Dr. Executors of Walter, Deceased Cr. 





Clients 

Office 




Clients 

Office 

ig.. 
Jan. 6 

13 

31 

To Estate Duty paid . 
„ Debts, etc., paid . 
„ Balance 

c/d 

£ 

110 

520 

£ 

170 

19.. 
Jan. 12 

By National Bank 


£ 

630 

£ 

170 




£630 

£170 




£^ 






Feb. I 

By Balance 

b/d 

520 
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Dr. Porter Cr. 





Clients 

Office 




Glents 

ig.. 
Jan. 5 

iB 

To Deposit : Cheque 
paid to Venoor, 
10% of Purchase 
Pnee of House 
of £],ooo . 

„ Cheque ; Balance 
□f Purchase price 

„ Cash Disbursem'ts. 

„ Costs . 

„ Cheque settlement 


£ 

loo 

goo 

15 

iB 

467 


19.. 
Jan. 5 

By Cash . 


£ 

1,500 




£1,500 





£Ii5od 











Office 


Dr. Insurance Company Cr. 





Clients 

Office 




Clients 

Office 

19.. 
Jan. 7 

To Cheque — 

Settlement 
„ Costs . 


£ 

7 B 

2 


ig.. 
Jan. 5 

By Premiums re c'ved 


£ 

Bo 


£Bo 

£8d 




Dr. Dyke Cr, 





Clients 

Office 




Clients 

Office 

19.. 
Jail. 14 

To Deposit; Cheque 
paid to Vendor, 
10% of Purchase 
Price of House, 
£400. 



£ 

40 







Dr. Lake Cr. 





Clients 

Office 




Clients 

Office 

19. . 
Jan. 15 

To Cash — 

Disbursements . 
„ Costs . 



£ 

6 

11 







Dr. Brown Cr. 





Clients 

Office 




Clients 

Office 

19.. 
Jan. 30 

To Costs . 



£ 

13 
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NOMINAL LEDGER 


Dr. Capital Cr. 


19.. 
Jan. 31 

To Cheque 
p, Bailee 

c/d 

£ 

40 

2,083 

19 ■ 

Jan. X 

31 

Bjr Cash 
p, Profit 


£ 

2,000 

123 




£2.123 




£3,133 





Ffib. I 

By Balance . 

b/d 

3,083 

Dr. 


Office Furniture 

Cr. 

19.. 
Jan. 3 

To Cheque — Purchases . 


£ 

200 






Dr. General Expenses Cr. 


19.. 
Jan. 31 

To Cash .... 


£ 

23 

19. . 
Jan. 31 

By Profit and Loss A/c . 


£ 

23 

1 


Dr. 


Costs Account 

Cr. 

19.. 



£ 

19.. 



£ 

Jan. 31 

To Profit and Loss A/c 


146 

Jan. 6 

By Cash — Costs . 


4 





B 

,, Cash — Costs 


X 





24 

„ Cash — Costs 


7 





31 

„ Sundries per Bills De- 








livered Book 


44 






,, Undelivered Costs 

c/d 

90 




£146 




£146 

Feb. I 

To Undelivered Costs 

b/d 

90 






Bills Delivered Book 


ig. . 



£ 

£ 

Jan. 7 

Insurance Co. — Commission .... 


2 


15 

Lake ........ 



11 

16 

Porter — Conveyance ..... 


18 


30 

Brown ....... 



13 




£20 

20 





£44 


Trial Balance, 31ST January, ig. 




£ 

£ 

Capital ........ 



1,960 

Office Furniture ....... 


200 


Costs ........ 



56 

General Expenses ...... 


23 


Office Bank ....... 


1,666 


Office Cash ....... 


57 


Clients' Bank ....... 


520 


Clients' Balances — 




Dyke ........ 


40 


Lake ...■■••• 


17 


Brown 


13 


Walter 



520 



. 4 ? l 536 _ 

4*153.6 
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Dr. 

Profit and Loss Account 

FOR THE Month ended 31ST January, 19. . 

Cr. 


To General Expenses . 

i 

23 

By Costs (^44 +£i2+£90) 

i 

146 

„ Profit to Capital 

123 

/146 


^146 


Balance Sheet at 31ST January, ig. 




i 


£ 

£ 

Capital Introduced 

2,000 


Office Fixtures 


200 

Less Drawings 

40 


Undelivered Costs 


go 




Sundry Debtors (Clients) 




1,960 


Lf4D + ;^I7 + £^i\ ■ 


70 

Add Profit 

123 


Cash at Bank — 





2, 033 

Clients 

520 


Clients' Balances 


520 

Office 

1,666 







2,iB6 




Office Cash . 


57 



:i2,6o3 



/2.603 


(2) Control Accounts Method. This method requires the opening 
of two reciprocal accounts, viz. — 

[а) Clients' Ledger Control Account in the Nominal Ledger and, 

(б) Nominal Ledger Control Account in the Clients' Ledger. 

The procedure is — 

(1) All disbursements made on behalf of clients out of solicitor's 
own moneys — Bank and/or Cash, and all costs charged to clients 
will be debited to Clients' Ledger Control and credited to Nominal 
Ledger Control Account. 

(2) At intervals, a clearance of these accounts will be made so as 
to leave the balances on the reciprocal accounts equal to the debit 
balances against Clients, and at the same time similar transfers 
will be made in the Bank Accounts, thus involving the ascertainment 
of the balancing figure and the making of the following entries — 

(i) Debit Nominal Ledger Control Account and credit Clients' 

Bank Account. 

(ii) Debit Office Bank Account and Credit Clients’ Ledger 

Control Account. 

Illustration. Using the same facts as in the preceding illustration 
write up the Control Accounts; and prepare Trial Balance. 


Clients' Ledger Control Account (in Nominal Ledger) 


19. . 



£ 

*9 - 



£ 

Jan. 6 

Td Walter — Cash . 


170 

Jan. 31 

By Transfer to Office 



7 

,, Insurance Co. — Costs . 


z 


Bank . 


ao5 

M 

,, Dyke — Cash 


40 


,, Balance . 

c/d 

70 

15 

,, Lake — Cash 


6 






,, Porter — Cash 


15 






„ Lake — Costs 


11 





iB 

,, Porter — Costs 


IB 





30 

,, Brown — Costs 


13 








£^75 




Jeii. 

Feb. I 

To Balance 

b/d 

70 
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[Followed by reciproc^ account in Clients’ Ledger headed Nominal Ledger 
Control Account, with items on reverse sides, showing net credit balance 
of ;£7D-] 


Nominal Ledger Trial Balance, 31ST January, 19.. 



£ 

£ 

Capital 


1,960 

Office Furniture. ....... 

200 


Costs (Cash, £'1‘2.\ Clients, £44) ..... 


36 

General Expenses ....... 

23 


Clients' Ledger Control Account ..... 

70 


Office Bank ........ 

1.666 


Office Cash ........ 

57 



^2,016 

;^2,DI6 


Clien ts* Ledger Trial Balance, 31ST January, 19.. 


Walter . 

Dyke 
Lake 
Brown 

Clients' Bank 
Nominal Ledger Control Account 


40 

17 

13 

520 


4590 


I 

320 


70 


;t590 


Notes (i). It will be seen that eliminating the reciprocal items of £yo, the 
resulting Trial Balance is the same as in the preceding illustration. The final 
accounts will be as in the preceding illustration, after adjusting for 
undelivered costs. 

(2) The transfer of /205 in the Control Account Corresponds with the total 
of the entries in the preceding illustration of ;^i7o and £^^. (See items marked • 
on page 1297.) 

Illustration. P. Leader, a solicitor, submits to you the following 
figures extracted from his books at 31st December, 19. . . 


£ 

P. Leader (credit) 1,250 

Rent .......... 250 

Salaries ......... i,ooo 

Amounts received from Clients on account of matters pending 615 

Sundry amounts owing (credit) ..... 25 

Office Expenses . . . . . .560 

Furniture and Library ....... 650 

Amounts owing by Clients for Bills of Costs delivered. . 820 

Clients’ Disbursements . . r . . . 317 

Bank (Clients) (debit) .... • ■ 

Bank (Office) (debit) . . . . . . .820 

Profit Costs 3.077 


Disbursements specifically made for clients are debited to a 
general Clients' Disbursements Account. The Bill Book is ruled 
with three columns for Profit Costs, Clients' Disbursements, and 
Total. Each item in the Total column is posted to the debit of the 
respective client's account, and each month the totals of Profit 
Costs and Clients' Disbursements columns are posted to the credit 



1302 


ACCOUNTANCY 


of Profit Costs Account and Clients' Disbursements Account 
respectively. Included in the Bills of Costs sent to clients are 
sundry small disbursements, e.g. postages, debited in the books to 
Office Expenses Account. 

On 31st December, 19.., items on the debit side of Clients* 
Disbursements Account amounting to £"^^7 had not been charged 
to Clients in Bills of Costs. Of this amount £15 had been received 
from clients and credited to their accounts. 

Prepare Profit and Loss Account for the year ended 31st Decem- 
ber, 19. ., and Balance Sheet at that date. 

Profit and Loss Account for the Year ended 31ST 

Dr. December, 19. . Cr. 


To Rent .... 
,, Salaries 
,, Office Expenses 
„ Net Profit to Capital 
Account . 


i 

250 

1,000 

490 

1,337 


By Profit Costs . 




£i,o 77 





Balance Sheet as at 31ST December, ig. . 



£ 

£ 


£ 

£ 

Capital Acronnt — 



Fumiturp and Library 


630 

Balance ist Jan., 19. . 

X.250 


Debtors for Costs Rendered 

Bao 


Add Net Profit from Profit and 



Clients' Disbursements Account. 

373 


Loss Account . 

*,337 




1,192 



2,587 

Cash at Bank — 



Sundry Creditors 


25 

Own ..... 

B20 


Clirnti' Accounts 


6od 

Clients .... 

55 ° 







1 . 37 D 



£3,212 



£3,212 








Notes, (a) No amount is shown for Drawings. 

(b) The credit balances on Clients' Accounts should agree with the 
appropriate Bank balance. 

(c) A transfer is necessary to the extent of ^70 representing small 
disbursements — at present appearing in Office Expenses Account — 
making the total chargeable disbursements ^^38 7. 

(d) The item as indicated in the question, has been received 

already in payment of disburseinimls. so that a transfer is necessary 
to adjust the position. 

The foregoing transfers are — 






£ 

£ 

(i) 

Clients' Disbursements Account 

. Dr. 


70 


To Office Expenses 

. 


70 

(ii) 

Clients' Accounts .... 

. Dr. 


15 


To Clients’ Disbursements Account 




15 


Clients' Disbursements Account will now appear as follows — 

Dr. Clients' Disbursements Account Cr. 


To Balance (per T.B.) 

„ Office Expenses 


£ 

317 

70 


By Clienta’ Accounts . 

,, Balance 

c/d 

£ 

15 

372 



£387 




£387 

To Balance 

b/d 

373 
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The use of the single column (although not recommended) is 
shown below. 

Illustration. The following is a schedule of balances of a solicitor 
at 1st January, 19. Cr 



From the above, and from the following details, write up the books 
and prepare Trial Balance. Ignore Drawings and Expenses. 

(l) Received from D £150 to be later invested on instructions, 
fz) Work done for Clients : A, £70 ; B, /120 ; C, £85 ; D, £to ; 
E.£3o; F, £i7-Total, £332 

(3) Disbursements for A, £30; B, £65; C, £15. 

(4) D agrees to lend to E £100 on Mortgage, the Solicitor trans- 
ferring such sum to E. 

(5) B pays the balance of his account ; C, £30 on account. 

Dr. Ledger Accounts Cr, 






C 

D 

E 

F 



A 

B 

c 

D 

E 

F 



i 

£ 

£ 

£ 

£ 

£ 



£ 

£ 

£ 

£ 

£ 

£ 

To Balanre 

b/d 





15 


By Balances 

b/d 

120 

160 

40 

3DO 



,, Disburse 








,, Cash 





150 



ments . 


30 

63 

13 




„ Transfer 






100 


,, Costs 


70 

120 

B5 

ID 

30 

17 

„ Cash 



25 

3D 




Trarisfer 





100 



,, Balances 

c/d 



30 



17 

,, Bailees 

c/d 

20 



34D 

55 












£120 

1C1B3 

^XDO 

£430 

£icki 

7T7 



£i2d 

£185 

£xdo 

£450 

£100 

£ *7 

< D Balances 

b/d 



3D 



17 

By Balances 

b/d 

20 



340 

53 



Dr. Bank Cr. 




Office 

Clients 




Office 

Clients 



£ 

£ 




£ 

£ 

To Balancn 

b/d 

350 

6zd 


By Disbursements — 




,, D . . . 


15D 


A . 



3 D 

,, Transfers from 
CHerUs' Bank — 





B . 



63 





C . 



15 

A .. . 


70 



„ Transfers to Office 




B . . . 


>53 



Bank— 




C . . . 


25 



A . 



70 

D 


10 



B . 




E . . . 


45 



C . 



25 

,, B . 


*3 



D . 



10 

M C . 


30 



E . 

r7d 


45 





„ Balances 

650 

415 



£650 

£ 77 d 




£630 

£770 

To Balances 

b/d 

630 

413 







^ See footnote on page 1304. 
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Trial Balance 

Dr, 

Cr. 


£ 

£ 

Bank (Office) ...... 

650 


Bank (Clients) ...... 

Clients' Accounts (as on page 1303) 

415 


47 

415 

Sundry Assets ...... 

loo 


Capital ....... 


465 

Costs (per Costs Book) ..... 


33* 


£t,2I2 

£1,212 


BUILDING SOCIETIES* ACCOUNTS 

Building Societies are bodies formed for the purpose of raising 
funds to be employed in making advances of money to members to 
assist them in acquiring freehold or leasehold property, such property 
forming the security for the advances. 

Most Building Societies are bodies corporate formed under the 
Building Societies Acts, 1874 and 1894, and to a certain extent con- 
trolled by the Registrar of Friendly Societies. 

The members, therefore, are (a) investors and (6) borrowers and 
the interest charged to the latter will exceed that granted to the 
former, thus forming the main source of income out of which the 
society meets its expenses. Over a period of years the main Building 
Societies have accumulated large reserves, the income on which 
forms a considerable portion of their yearly revenue. 

The published accounts of Building Societies are in the form laid 
down by the Registrar of Friendly Societies and in practice follow 
the form set out in the Schedule to the Building Societies Act, 1894, 
with certain recent modifications. 

The main headings are — 

(i) Receipts and Payments Account ; 

(z) Revenue and Expenditure Account ; 

(3) Liabilities and Assets Account. 

Certain details are required in connection with mortgages; and 
certain mortgages must be excluded in arriving at the statutory 
borrowing limits of a Building Society (not to exceed two-thirds of 
the amount secured to the society by "active” mortgages); the 
latter are all mortgages other than those which must be shown in the 
following schedules — 

(1) Mortgages where the repayments are not upwards of twelve 
months in arrears and where the property has not been upwards of 
twelve months in possession of the Society and where the present 
debt exceeds £5,000. 


^ £95 1^ the maximum sum transferable in respect of Costs because the 
credit balance of B’s account is that sum only [;^i6o less ;£65], so that were 
the Solicitor to transfer a greater sum he would be utilizing other clients" 
balances. 

All transfer items are in italics. 
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(2) Property in possession of the Society for upwards of twelve 
months. 

(3) Mortgages where the repayments are in arrear for upwards of 
twelve months and the property has not beeji in the possession of 
the Society for upwards of twelve months. 

Receipts and Payments Account. This is a summarized copy of 
the Cash Book of the Society. 

Revenue and Expenditure Account. This is made up of five sub- 
accounts: a Shareholders' Account, Deposit and Loan Account, 
Mortgages Account, Profit and Loss Account, and Appropriation 
Account. 

Liabilities and Assets Account. This is the equivalent of the Bal- 
ance Sheet of a trading concern and is set out in skeleton form. 
It is headed and “ Cr” with the prefix “ To" on the left-hand 

or " Dr" side and " By” on the right hand or " Cr” side. 

The following points should be noted — 

(1) The liabilities to shareholders, depositors and loan creditors 
are shown separately from the interest accruing thereon, the total 
liability being extended into the main column. 

(2) Each class of Shareholding is shown separately and the 
combined figure extended into the main column. 

(3) Liabilities to Depositors are similarly subdivided (and ex- 
tended) according to the terms of repayment. 

(4) The remaining items on the liabilities’ side of the "Account" 
comprise the undivided profits, general reserves and reserves or 
funds for specific purposes, separately shown and the total extended 
into the main column. 

(5) The main and first asset item is "Balances due or outstanding 
on Mortgage Securities" and is classified as laid down by the Building 
Societies' Act 1894. 

Separate totals appear as to Mortgages on property of which the 
Society has been in possession for upwards of twelve months or 
when repayments are upwards of twelve months in arrear. 

(6) The next item is the Investments held, classified according to 
the Building Society Act, 1894. 

(7) The next item is Premises and other assets, except the above 
and (8). 

(8) Lastly, separate inset amounts for Cash on hand and Cash at 
Bankers, the aggregate of which is extended into the main column. 

Illustration. From the following Trial Balance of the Manford 
Building Society prepare Profit and Loss Account, Revenue Account, 
and T labilities and Assets Account. 
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Trial Balance, 3ist December, 19.. 


Management Expenses ..... 

£ 

Dr. 

65.105 

£ 

Cr. 

Interest on Deposits and Loans — 

Deposits ....... 

25.560 


Home Safes ...... 

62 B 


Bank Commission ..... 

394 


Income Tax ....... 

99.591 


Profits Tax ....... 

4,906 


Staff Superannuation Fund .... 

734 


Amounts written off Mortgages 

1.650 


Insurance Commission ..... 


6,634 

Interest from Borrowers .... 


320,608 

Interest and Dividends from Investments 


40,446 

Rents Receivable (Office Premises) . 


3.015 

Sundry Fees, Fines, etc. .... 


910 

Subscription Shares Interest .... 

127.524 


Paid-up Shares Interest. .... 

24.450 


Profit on Sale of Securities .... 

6,d8d 

Profit on Sale of Property .... 


147 

Property and Contents ..... 

60,772 


Balance Due or Outstanding on Mortgages 

8,687.665 


Investments ....... 

1,803,054 


Balances at Bankers and on hand 

249.993 


Due to Shareholders, including Interest — 
Subscription Shares ..... 

6,854,884 

Paid-up vShares ...... 


1,461,509 

Creditors for Deposits : Home Sale and Loans . 


1,903,229 

Other Liabilities ...... 


74.824 

General Reserve ...... 


420,000 

Contingencies Reserve ..... 


43.021 

Appropriation Account ..... 


16,719 


^11,152,026 

/^ii, 152, 026 


Provide for accrued interest on investments £9,602; transfer 
£30,000 to General Reserve; write off £1,050 from the Society's 
Property and Contents. 

MANFORD BUILDING SOCIETY 

Statement of Accounts for the Year ended 31ST December, 19.. 

(A bridged) 

Dr. 5. Profit and Loss Account Cr. 


Expendiiure 

£ 

Income 


Management Expenses 

Interest on Deposits and Loans — 

Deposits ..... 
Home Safes .... 

Bank Comnoission .... 
InDome Tax ..... 
Profits Tax ..... 

Stdff Superannuation Fund 

Losses on Realization and Amounts 
written ofi Mortgages 

Balance carried down to Account, 
No. 6 

65,105 

25,560 

628 

394 

99.591 

4,906 

734 

1,650 

182,647 

Interest from Doirowers . 

Interest from Investments 

Rents from Letting of Office Premises. 
Sundry Fees, Fines, etr. . 

Commission (Fire and Life Insurance) . 

£ 

320,606 

50,046 

3,015 

giD 

6,634 


£381, *15 


£381.215 
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Dr. 6. Appropriation Account Cr. 


Expmiilurw 


Income 


Subscription Shares Interest 

Paid-up Shares Interest 

Amount written off Society’s Pro- 
perties 

Transfer to General Reserve 

Balance carried forward 

£ 

127.524 

24,450 

*,050 

30,000 

22,569 

Balance brought forward . 

Balance brought down from Account, 

No. 5 

Profit on Sale of Securities 

Profit on Sale of Property 

£ 

16,719 

182,647 

6,d8o 

147 


£205,593 


£203,593 


Dr. 7. General Reserve Account Cr. 


Expenditure 

£ 

Income 

£ 

Balance at end of year 

450,000 

Appropriation from Account No. 6 
Balance at beginning of year 

30,1100 

420,000 


^450,000 


iC45d,doo 


Dr. ja. Contingencies Account Cr. 


Expenditure 

£ 

Income 

£ 

Balance at end 01 year 

£43.021 

Balance at beginning of year 

£ 43,021 


8, Balance Sheet (Liabilities and Assets Account) 


Liab\l‘Uies 

Dub to bolders of Shares, 
Includin^Interest, viz. 
Subscription Shares 
Paid-up Shares 

Home Safe Deposits and 
due to Creditors for 
Deposits and Loans 
(other than Loans 
from Banh] [classified) 

Other Liabilities (classi- 
fied). 

Reserves — 

General Reserve 
Contingencies Reserve 
Unappropriated 
Profits per Account 
No. 6 . 




AssHs 


£ 

£ 

Balance due or outstanding on 

£ 

6,854,884 

1,461,509 

8,316,393 

Mortgages, not including prospec- 
tive interest (classified under 
S.i4,Duilding5ocietie5 Act,iB94, 
and Schedules 11 and 111 thereof) 

8,687.665 



Investments, including Interest 



accrued (classified) . 

Head and Branch Offices and Con- 

1,812,656 


1.903,229 

tents ..... 
Balances at Bankers and Cash in 

59,722 


hand ..... 

249,993 


74,824 



450,000 




43,021 




22,569 

515.590 







£10,810,036 


£10,810,036 






[Certificate of Auditors] 


CO-OPERATIVE SOCIETY ACCOUNTS 

The procedure in respect of official returns and accounts is laid 
down by Sect. 14 of the Industrial and Provident Societies Act, 
1893 as amended by Sect. 3 of the Industrial and Provident Societies 
Act, 1913. Briefly stated the accounts are — 

(i) Cash Account. This is a summary of the Cash (and Bank) 
transactions for the year and includes, in addition to the usual 
receipts and payments of a revenue nature, share receipts and 
repa5mients, Purchase and Sale of Investments, Savings Deposit 
transactions, etc. The balance of Cash and Cash at Bank (or Bank 
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overdraft) will agree with the corresponding item in the Balance 
Sheet. 

The special requirement is, therefore, that the summary of cash 
transactions be published. 

(ii) General Expenses chargeable to Trade. For practical purposes 
this statement is similar to an ordinary Profit and Loss Account, 
disclosing the usual expenses and certain income; the balance is 
carried to the Trade Account. 

The special feature is that in ordinary accounts the Trading results 
are carried to the Profit and Loss Account, but here the transfer is 
from this account to the Trade Account, virtually a Trading account. 

(iii) Investments Revenue Account. This is a special "non- 
trading” Income and Expenditure Account, the balance of which is 
carried to the Profit and Loss Account (virtually an Appropriation 
Account) ; it consists of investment and property income, less 
appropriate expenses (and not being Trade Expenses). 

(iv) Trade Account. This is made up of Opening and Closing 
Stocks, Purchases and Sales, together with the balance of General 
Expenses (ii). The balance is carried to Profit and Loss Account. 

(v) Profit and Loss Account. Virtually an Appropriation account. 

(vi) Balance Sheet. This is in elaborate detail and the main 
headings are illustrated below. 

An examination candidate will not be expected to know every 
detail of the accounts of concerns under the Industrial and Provi- 
dent and the Building Societies Acts. 

Illustration. Specimen Balance Sheet (in main outline) of — 


BIGGDIV CO-OPERATIVE SOCIETY, LTD. 
Balance Sheet as at 


Capital and Liabilities 

£ 

£ 

Assets 

£ 

£ 

Shares, Members' Claims, With- 



Stock 


9,000 

drawal Shares . 


3 D.DOD 

Land and Buildings used in 



Savings Bank Deposits 


3,000 

Trade .... 


B,5do 

Loans ..... 


lb,DoO 

Fixtures and Fittings used in 



Creditors for Goods . 


1,500 

Trade .... 


2,700 

Reserves — 



Plant and Machinery used in 



General Reserve Fund . 

10,000 


Trade ..... 


i,Bdo 

Education Reserve Fund 

300 


Rolling Stock. 


900 

Dividend Equalization Fund. 

2,D00 


Investments — 



Death Benehts Reserve Fund 

1,000 


Land and Buildings . 

1,000 


Plate Glass Insurance Reserve 



House Property. 

6,000 


Fund .... 

4DO 


Industrial and Provident Socie- 






ties — 



Amount appropriated for Share 


13,700 

Shares . £17,000 



Interest, not yet credited to 



Loans 3,000 

20,000 


Share Capital 

6do 





Profit Unappropriated 

3,100 


Other Securities — 






Shares . £2,000 





3,700 

Loans . 3,300 

5,500 







32,500 




Accounts owing to the Society. 


9OD 




Cash at Bank 

9,6od 





Cash in hand 

2,000 







ii,6oo 



£67,900 



£67,900 








[Certificate of Auditors.] 
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FARM ACCOUNTS 

Several special features arise in farm accounts, although in 
practice many farmers' accounts are very crude and unreliable. 

The chief points are — 

(1) Separate “departmental" accounts for different activities, 
e.g. Dairy, Crops, Fruit and Livestock rearing (subdivided as 
required). 

(2) Systems of transfers as in commercial activities, e.g. as in a 
garage. Typical are — 

Debit to Wages and Credit to Rents of Cottages for rent free 
occupation of labourers' ; 

Debit to Wages and Credit to Milk, etc. Accounts for subsistence 
of labourers; (and family of occupier if they assist in the farm 
activities)' ; 

Debit to Drawings and Credit to Milk, etc. Accounts for subsis- 
tence of occupier. 

Debit to various crop accounts and Credit to respective Field 
Accounts for cost of crops raised; 

Debit to Calves Account and Credit to Cows Account for calves 
produced (similar for sheep, pigs, poultry). 

The system of rotation of crops resulting ir a number of fields 
lying “fallow," occasionally sown with “fallow crops," means that 
a number of fields are not in full production and, as there are expenses 
incurred in a fallow year, these are carried forward to the producing 
years less realization of fallow crops (if any). 

Where, as is customary, many transactions are on a semi-barter 
or set-off system, an exchange register with supporting invoices 
(rarely given) is required to show the true “gross," e.g. a heifer 
and two pigs might be exchanged for a bull, either without cash 
passing at all or for a net payment or receipt. 

Highly organized farms keep statistical data and registers, but the 
typical small farmer does not trouble to keep these, except as required 
by law, e.g. Milk Marketing Board, etc. and Agistment Register. 

Occasionally, heavy expenditure may be incurred on seeds and 
fertilizers whicli will be spread over a period, whilst equipment will 
be dealt with in the usual manner. 

Other special features exist, e.g. subsidies, valuation of live stock, 
compensation for loss in cases of destruction of animals ordered on 
account of disease, e.g. foot and mouth disease, cost of pest control. 

Particular attention must be paid to adequate insurances, some 
of which are of especial importance to farmers, e.g. anthrax, loss of 
cattle through straving, etc. Some farmers do not (because of the 
high premium) insure horses, but place to Reserve a certain sum 
each year to cover losses. 

Two technical features of farm accounting are valuation of 

^ If fcLrnL is in charge of bailiff, similar entries would be made; and also 
analogous entries for Heat and Light (debit Wages; credit to Farm Heat 
and Light Account). 
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livestock and manurial rights, but these are for farm valuation 
experts. 

Illustration, 

Dr. Cattle Trading Account for the Year ended Cr. 


To Opening Stuck 
„ Purchases 
„ Births >691 

Lcji Stillborn 3 

„ Foodstuffs — 

Opening Stocks 
Concentrates 
Hay (transferred) . 

Crop and Pasture (trans- 
ferred) 


Las Closing Stocks 
Balance . 


To Labour ( transferred) 

„ Grinding. 

„ Repairs . 

„ Depreciation . 

„ Insurance 

„ Allocation of General Ex- 
penses .... 
„ Profit on Cattle for Year 
to General Profit and 
Loss Account 


c/d 


No. 

300 

230 

66 

£ 

£ 

4,200 

2,700 

By Sales .... 
„ Cattle Slaughter (Sales 
of Meat) . 

„ Sales of Hides 
„ Sales of Offal 


No. 

190 

6d 


Bo 

120 

270 


„ Sale of Carcases . 

„ Closing Stock 


4 

362 


320 






99 ° 

90 

900 

1,027 




B16 


£B ,827 



Bi 5 



190 

3D 

40 

35 

15 

By Balance 

b/d 




2DO 






517 






£1,027 











2,400 

420 

360 


I 

5,630 


S.iBq 

17 

T 


0,827 

1,D27 


Notes, (i) Labour transferred — credited to Wages. 

(2) Repairs, Depreciation, and General Expenses transferred — credited to 
the respective accounts; this should include proportion of Rent, even if 
farm owned by the occupier. Rent Account will be debited in the first instance 
with the total rent, credit landlord, if rented ; if not, the credit will be to 
owner-occupier, with basis of a fair letting value. (In fixing this figure, 
regard will be had to whether the farmer as "tenant” is charged with cost 
of Repairs, Rates, etc.) 

(3) There should be a subsidiary account, if number and size of trans- 
actions warrant it, in respect of Sales of Meat, etc., a transfer being made to 
the debit representing the cost of cattle slaughtered. A further subdivision 
of Calves, Cows, etc., could be made, a transfer being necessary to debit of 
Calves, credit of Cows on birth. 

(4) Hay is transferred from Hay Account, except to the extent of Hay 
purchased. 

(5) Insurance is either transferred from General Insurance, or, as is likel3^ 
if separate insurance, directly charged. 

MONEYLENDERS' ACCOUNTS 

The chief features of moneylenders' accounts are — 

(l) Unless the contrary is proved, interest of more than 48 per 
cent per annum will be considered harsh and excessive and will not 
be upheld by the Court. The Court may also reopen the transaction 
even if the interest does not exceed this figure if it is satisfied that 
the interest charged is excessive (Moneylenders Acts, 1900, Sect, i, 
and 1927, Sect. 10). 
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(2) The method of treating interest. There are three methods — 
{a) where no interest is taken into account until the instal- 
ments repayable (which will actually include interest) have 
covered the principal sum lent ; 

(6) where interest is taken into account on each instalment ; 

(c) where interest is calculated per period of instalment, the 
amount repaid discharging principal and interest rateably, the 
former increasing and the latter decreasing with each instdment 
(on the same principle as Building Society repayments). 
Illustration. M, a moneylender, commenced business on ist 
January, 1952, and made the following loans — 

1952 

Jan. I. TdX, ;£i2d plus Interest ^24, repayable in twelve equal monthly 
instalments, commencing ist February, 1952. 

Mar. I. To Y, ;^26o plus Interest ^^40, repayable in thirty equal monthly 
instalments, commencing ist April, 1952. 

Show how these transactions would be dealt with in the books of M for the 
year ended 31st December, 1952. 

Method (a). 

Loans Journal 




Principal 

Interest 



£ 

L 

1952 




Jan. I 

X . . . 

120 

24 

Mar. I 

Y . 

260 

40 




^64 



(Credit to 

(Credit to 



Bank) 

Interest 




Suspense) 


Dr. 


Bank 


Cr. 


ig^z 



L 

19')2 


(Feb. I- 
Dci:. 1 ) 

TdX . 


132 

Jjn. I 

ByX . 

(Apr. I- 
Dec. i) 

.. Y . 


90 

Mar. I 

„ Y . 


Dr. X Cr. 





Prin- 

cipal 

In- 

terest 

1 



Prin- 

cipal 

In- 

terest 

1952 
Jan. I 

To Loan 


i 

130 

£ 

24 

1952 

Feb. I- 
Dec. I 
Dec. 31 

By Cash 

„ Balance. 

c/d 

£ 

120 

£ 

13 

13 




£120 

£24 




£130 


,1953 

Jan. I 

To Balance . 

b/d 


12 
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Dr. Y Cr. 





Prin- 

cipal 

In- 

terest 




Prin- 

cipal 

In 

terest 

1952 

Mar. I 

To Loan 


□ 

i 

4u 

1952 

Apr. I- 
Dec. I 
Dec. 31 

By Cash 

„ Balance. 

c/d 

£ 

90 

I7D 

£ 

40 




£260 

£40 




£260 

£40 

1953 

Jan. 1 

To Balance . 

b/d 

I^D 

40 







Dr. Interest Suspense Cr. 


1952 
Dec. 31 

To Profit and Loss . 

,, Balance 

c/d 

£ 

12 

52 

1952 
Dec. 31 

By Sundries 


£ 

64 




£64 




£64 





Jan. I 

By Balance . 

b/d 

5 * 


The Balance of this account will be offset against the balances of clients' 
accounts, as shown in the Interest columns (i.e. X, /12; Y, 


Method (b). 

Journal, Day Book and Bank as in the previous method. 


Dr. X Cr. 





Prin- 

ripal 

In- 

terest 




Prin- 

cipal 

In- 

terest 

1952 
Jan. 1 

To Loan 


£ 

120 

£ 

24 

1952 
Feb. I- 
Dec. I 
Dec. 31 

Ey Cash 

,, Balance. 

c/d 

£ 

no 

Xo 

£ 

Z2 

2 




£i2d 

£24 




£120 

_£h 4 _ 

1953 

Jan. 1 

To Balance . 

b/i 

10 

2 






Dr. 









Cr. 




Prin- 

cipal 

In- 

terest 




Prin- 

cipal 

In- 

terest 

1932 
Mat. 1 

To Loan . ■ 


£ 

260 

a 

1952 
Apr. I- 
Dec. I 
Dec. 31 

By Cash 

„ Balance 

c/d 

£ 

79 

xBz 

£ 

12 

2B 




£260 

£40 




£260 

£40 

1953 

Jan. I 

To Balance . 

b/d 

1B2 

28 








Dr. 
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Interest Suspense 


195a 

Dec. 31 

Tu Profit and Loss . 

„ Balance 

c/d 

£ 

34 

30 

1952 

Dec. 31 

By Sundries 


£ 

64 




<64 




£64 





1953 

Jan. I 

By Balance . 

b/d 

30 


Method (c). 

The Cash lent would be entered in the usual way on the credit side 
of the Cash Book, but usually no interest would be brought into 
account until the end of the financial year of the moneylender. 

The Ledger would be ruled as follows — 

Dr. X Cr. 


Date 


1 Loan 

1 

Date 

Principal 

Interest 

Cash 

Monthly 

Balance 

1952 


£ i. d. 

1952 

£ 

r. 

d. 

£ 

s. 

d. 

£ 

5 . 

d. 

£ d. 

Jan. I 

To Cash. 

120 D 0 

Feb. 


B 

9 

ID 

3 

IQ 

2 

12 

D 

D 

Ill ID 2 




Mar. 


B 

14 

ID 

3 

5 

2 

12 

□ 

D 

102 15 4 




Apr. 

May 


B 

19 

ID 

3 

0 

2 

12 

D 

0 

93 13 6 





9 

5 

2 

2 

14 

ZD 

X2 

D 

□ 

H4 ID 4 




June 


9 

10 

6 

2 

9 

6 

12 

0 

D 

74 19 ID 




July 


9 

16 

3 

2 

3 

9 

12 

D 

□ 

63 3 7 




Aup. 


ID 

I 

XI 

I 

iH 

I 

12 

0 

D 

53 I B 




Sept. 


10 

7 

ID 

I 

12 

2 

12 

0 

0 

44 13 10 




Oct. 

5 

ID 

13 

IZ 

1 

G 

I 

12 

D 

D 

33 19 II 




Ndv. 


II 

D 

2 


19 

ID 

12 

D 

D 

22 19 9 




Dec. 


II 

5 

7 


13 

5 

12 

D 

0 

II 13 2 



^120 D □ 



fioB 

6 

ID 

£23 13 

2 

£132 

D 

D 



[a + ft = c + d] 

(a) 





(d 

[d) 


The total of the interest received will be entered in the Interest 
Journal, the total of which will be posted to the Credit of Interest 
on Loans Received account at the end of the year. 

If thought desirable, the monthly figures may be entered instead 
of waiting till the end of the year. 

Alternatively, the balance of interest accrued for December may 
be brought into account, bringing the accounts to an “Earned" 
basis, subject to suitable provision for default. 

The rate of interest is 35.1 per cent with monthly rests. 

The last instalment payable ist January, 1953. c>f £12 is made up 
of principal £11 13s. 2d. and interest 6s. lod. The latter is arrived 
at as follows — 


X 233-25 X — shillings = 
IDO 12 


_ 6s. lod. 
1,200 " ^ ■ 


[The rate of interest is just over yd. in the ^ per month, as 5 per cent is id. 
in £ per month, therefore 35 per cent is yd. in £ per month. The interest in 
the Interest column can be checked, e.g. ist August, Interest £\ i8s. id. is 
yd. in £ on £^^ 3s. yd. = £1 i8s. + X £\ i8s. = id., total £\ i8s. id.] 

The account for Y will be similarly constructed. The form of 
Ledger in method [a) and (6) will, in practice, be that indicated in 
method (c). 
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VENDOR’S GUARANTEES OF DEBTORS AND CREDITORS 
TAKEN OVER BY PURCHASER 

A vendor may guarantee to the purchaser that — 

(а) Debtors taken over will not produce less than a certain 

minimum sum and/or that 

(б) Creditors taken over wiU be settled at a certain maximum 

sum. 

The interpretation of such a guarantee is a legal matter (a fact 
that a candidate should always state) requiring guidance from a 
legal adviser. Subject to indicating this point, the candidate should 
work out the problem according to the following generally accepted 
principles — 

(1) If the guarantee is contained in one document, the inference 
is that it must be taken as a whole so that the purchaser cannot 
obtain benefit from (a) by reason of receiving more than the mini- 
mum and charge up the loss arising in (&) by reason of the creditors 
being settled at a higher figure, and vice versa. 

(2) Where a person is included in both the Debtors and Creditors 
and a part settlement arises by set-off, the sum set off must be 
regarded, as the case may be, as a receipt or payment, e.g. — 

X is a debtor for £50 and a Creditor for £2,0, paying on account 
£25 ; if the £20 is used as a set off, the transaction is regarded as a 
receipt from X (debtor) £45 and a payment to X (creditor) ^^20, 
leaving a net balance as a Debtor of £5. 

(3) As, in general terms, a creditor may in absence of agreed 
appropriation, set off a payment against any particular item owing 
by a debtor, even a statute-barred debt, the purchaser would natur- 
cdly credit receipts to debts incurred since the purchase of the busi- 
ness and not to the debt taken over, so that the guarantee should 
embody some safeguard to the vendor of the business in this respect, 
as well as in respect of bad debts by reason of negligence in collection. 

Where the old ledgers are continued by the purchaser, schedules 
should be prepared showing precisely the amounts involved. 

There is no need to separate cash received from (or paid to) 
debtors and creditors, but discounts, allowances, bad debts, etc. 
must be so kept. 

A difficulty arises where a provision for bad debts and discounts 
exists, as the purchaser may choose to make a provision differing 
from that made by the vendor, but this is not logical, the true 
provision being the excess of book debts transferred over the guaran- 
teed amount. (The nominal amounts of book debts in the Sales 
Ledger will not be disturbed.) Similar principles apply to creditors 
in respect of discounts. 

Illustration. Vendor on selling his business undertook (in one 
agreement) that the debtors per the Sales Ledger amounting to 
£4,500 would realize £4,100, and the creditors per the Purchase 
Ledger amounting to £3,600 would be settled for £3,500. 
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The accounts revealed that the bad debts, discounts, etc., allowed 
to debtors were 1’ ^uid allowed by creditors £160. 

State the amount due by the vendor in respect of his guarantee. 

It is assumed that, in all respects, the purchaser of the business 
has carried out his part of the bargain, and that all the taken over 
debtors and creditors have been fully dealt with, i.e. no outstandings 
remain. 

The vendor is liable for £80, being the excess of the bad debts, 
etc,, over the provision of £400 (£^,S^o-£^,ioo ) ; but can claim the 
gain of £60 in respect of the profit on settlement of the creditors. 

£ 

The purchaser has lost by Bad Debts, etc. : ^4 ,ido - :£4,o2o . = Bo 

the latter being cash received {£4,5^0 — ;^48d] 

The purchaser has gained by Discounts ; ;£3,5do - ;f3,440 . . = 6 d 

the latter being cash paid 1^3,600 - £it6] 

Net ..... £2q 

If there were separate agreements (assuming they did not provide 
for the vendor claiming a gain on settlement of debtor-^ or creditors), 
the vendor would be liable for £00 loss on debtors without being able 
to set off the gain on creditors. 


INTERPRETATION OF ACCOUNTS 

By interpretation of accounts is meant the explanation and 
amplification of, and translation into clear and simple form of the 
data presented by the Profit and Loss Account and Balance Sheet of 
a business; to make such deductions and draw such inferences as 
may be possible therefrom as to its operations, financial position, 
and prospects. 

The examination of the Profit and Loss Account and Balance 
Sheet may arise — 

(i) For a special objective, e.g. for the purpose of agreeing profits 
for taxation purposes or to enable an intending lender, e.g. a banker, 
to decide whether or not to lend. 

(ii) For a restricted objective, e.g. criticism of form, content and 
conformity to law of published accounts. 

(hi) To assess and interpret results of one year's operations. 

(iv) To assess and interpret results for a period of years — 

{a) broadly, by way of further explanation of (iii), and 
(&) in detail, with some special object in view. 

In practice, the most frequent form of interpretation is that 
arising under (iii) where the professional accountancy and financial 
periodicals make analyses and give interpretations of them, although 
the professional accountancy publications lean more to criticism of 
content and form rather than attempting interpretation. 
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The financial periodicals do not confine themselves necessarily to 
the requirements of (iii) and often attempt a very broad interpreta- 
tion under (iv). 

It will be recognized that in many instances full and complete 
detail will be available which will enable a comprehensive analysis 
and interpretation to be given, and problems that arise in the 
examination comprise those where considerable detail is available 
(although not necessarily complete) and those where full detail is 
not available (as in published accounts). 

The main headings are now dealt with separately. 

(I) Special Objective. Emphasis will be laid on the particular 
points relative to the inquiry and purpose. 

The circumstances involving such inquiries arc — 

(1) On sale of a business. 

(2) On the admission of a partner. 

(3) On a potential investor being desirous of purchasing a block 
of shares. 

(4) On the proposed acquisition by a company of a business. 

(5) On a creditor or potential creditor, including a banker or a 
debenture-holder, being desirous of ascertaining what security is 
available for the advance or liability. 

In circumstances (i) and (2), naturally the inquiry is chiefly dir- 
ected to ascertaining to what extent the true position is actually better 
than the Balance Sheet disclosure, e.g. existence of secret reserve. 

In circumstances (3) and (4) affecting a buyer, the reverse position 
obtains, the inquiry being weighted in ascertaining to what extent 
the true position is actually worse than the Balance Sheet disclosure, 
e.g. over-valuation of assets, including inadequate provision for 
depreciation. 

In circumstance (5) the adequacy of the security is the chief 
consideration, particularly as to the likely position in the case of a 
forced realization of those assets that are "free"' and those mort- 
gaged or charged in favour of other creditors, so that he can 
measure the risk involved if he has to take secondary security or 
rank with unsecured creditors if no security is available. 

Included in the enquiry will be, in cases (i) to (4), a consideration 
of earning capacity and goodwill ; whilst in (5) it will be the capacity 
to earn sufficient income to pay the interest (or other reward) on the 
loan, and it would obviously not be sufficient unless the amount so 
required was covered by a very ample margin. 

In all cases regard will be had to the liquid position, security of ten- 
ure, and the general trend of the company’s profit and achievement. 

Analysis of Components of a Balance Sheet. It is important that 
a student should be able to analyse and break down each component 
element in a Balance Sheet, that is, to consider it in detail and in 
relation to other items. The analysis (in summary form) of each 
item is now considered in the case of a limited company. 
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LIABILITIES SIDE 

(1) Share Capital. Class of shares; issued at par, premium or 
discount ; uncalled up capital ; paid up Capital. Calls in advance ; 
calls in arrear; interest and security for latter, Redeemable prefer- 
ence shares ; rate and redemption (when and at what price) ; 
arrears of preference dividends; expropriation rights. Founder's 
shares. Forfeiture of shares ; profit on reissue of forfeited shares. 

Table A (Articles) re dividends; position as to dividends and 
winding up and generally respective rights and priorities; Lien; 
Nominal capital; uncalled Capital (charged). Reserve Capital, 
form (shares with distinctive numbers, stock, units of stock) ; 
expenses of issue. Share capital is not synonymous with real capital 
employed. 

(2) Deheiitures. Nature; naked; charged (fixed and/or floating 
— ^if so, on what). Issued at par, premium or discount and how 
treated. Redemption by drawings, by purchase in open market or 
fixed date or piecemeal — ^when and what price ; treatment of profit 
or loss on redemption. Sinking Fund; convertible, when and how. 
Interest; cover; margin of security. Own debentures redeemed 
reissuable ; company's borrowing powers. 

(3) Creditors. Trade; expenses (accrued and accruing). Lien; 
set-off; statute-barred. Discounts and other deductions. Class; 
secured or unsecured — former shown separately — details of 
charge. Loan creditors. Subsidiary companies separate. Taxa- 
tion provision separate; also Bank and other short term borrow- 
ings separate. Contingent liabilities. 

(4) Bills Payable. Separate; accommodation bills; maturities. 

(5) Bank Loans, Overdrafts, etc. Separate. Security; interest. 
Purpose. Repayment. Limits on borrowing. If Cash in same bank, 
terms re set off. Rates of interest. 

(6) Reserves. Purpose. Segregate from provisions. Whether re- 
presented by earmarked, readily realizable securities (Reserve Fund). 
Increase and source; decrease and how utilized. Capital Reserves 
separate from Revenue Reserves. 

(7) Capital Redemption Reserve Fund. Consistent with nominal 
amount of preference shares redeemed without use of proceeds of 
new issue. Bonus shares. 

(8) Provisions. Purpose; commitments, contingencies, diminu- 
tion- of assets; ascertainable specific requirements. Taxation 
provision, with basis, separate. 

(g) Profit and Loss Account. Connect with balance forward; 
addition of current profit or deduction of current loss. Dividends, 
Reserves and other appropriations; taxation. Transfers from 
Reserves. Profits earned in relation to (a) share capital and (&) 
capital employed and comparison thereof with previous years. 
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ASSETS SIDE 

(1) Land and Buildings. Valuation; revaluation. If leasehold, 
unexpired years ; amortization; dilapidations; renewal; compen- 
sation. Location; site factors; size and capacity. Treatment of 
additions ; improvements. Free or secured. 

(2) Plant and Machinery. Cost ; additions ; sales. Depreciation ; 
obsolete plant. Reconciliation with plant register. Free or secured. 

(3) Patents, Trademarks, etc. How acquired; origin or transfer. 
Life. Effectiveness (reflecting true value). Depreciation. Fees. 

(4) Loose Tools. Revaluation. 

(5) Fixtures and Fittings. Cost ; additions ; sales. Depreciation. 
Renewals. 

(6) Stock. Subdivision : Raw materials, work in progress, finished 
goods, stock out on consignment, sale or return; in Transit. 
Expenses stock (e.g. advertising material). Stock records; valua- 
tion ; consistent treatment ; by, when, or how taken, valued and certi- 
fied. Free or Secured. Elimination of unearned profit on sale — price 
variations (e.g. Branches, goods from subsidiaries, etc.). No profit 
on finished goods or work in progress, and on latter, reasonable 
loading for overheads. On long term contracts, treatment according 
to proximity of completion; contract terms. Conservative treat- 
ment of old and "sticky" stock. 

(7) Debtors. Total accounts. Home or foreign ; if latter, currency 
or sterhng debt ; forward exchange contract. Nature. Realizability. 
Provision for bad and doubtful debts; discounts; set-offs and 
contras. Exclusion of "internal" debts: Proprietor, directors. 
Branch accounts. Loans to directors separate. Loans to subsidiary 
companies separate. Security; interest; repayments. 

(8) Bills Receivable. Amounts and maturities; parties to Bills; 
provision for dishonoured Bills. Contingent Liability for Bills 
discounted. Nature and purpose. 

(9) Investments, Subsidiaries separate. Trade Investments 
separate. General investment policy. Dividends. Purchases and 
sales cum or ex div. Recent sales or purchases. Earmarked for 
special purpose (e.g. sinking fund) ; dividend accruing to the fund or 
other special purpose. Free or secured ; degree of realizability. 
Fixed or current asset. Quoted or unquoted. Valuation. Con- 
tingent liability for uncalled capital. Tax reserve certificates separate 
as current asset ; interest accruing only when certificate surrendered 
before Balance Sheet is signed. 

(10) Goodwill. Purchase. Valuation consistent with profit capacity. 
Write-offs, how dealt with ; write-backs, how dealt with. No Balance 
Sheet inclusion for " created" as distinct from purchased goodwill. 

(11) Fictitious Assets. Expenses of issue of shares and debentures, 
discount on same. Separate items. 

Banker and the Balance Sheet. The Banker in lending must aim 
at protecting the amount he lends and the interest payments, so 
that the dominating factors are the security and realizability of the 
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loan and the borrower's ability to pay regularly the interest ; hence 
the purpose and duration of the loan and the security available are 
of prime importance, as well as the standing, integrity and business 
record of the borrower, and the inherent soundness of the business. 

In examining the Balance Sheet of a business to which he proposes 
to lend money he will consider — 

(1) The reliability of the Balance Sheet and the extent to which it 
is truly representative of the financial position. 

(2) Fixed and current assets — exclusion of fictitious and intangible 
items, and to what extent “free" or “encumbered." 

(3) Working Capital. 

(4) Amount and realizability of investments; such as may be 
considered “quick assets," like British Government securities, 
may be considered as falling under (3). 

(5) Particulars of all liabilities, including taxation not only in 
respect of the current year’s liability, but that arising on current earn- 
ings; whether and to what extent and under what conditions 
liabilities are secured on specific assets. 

(6) Consideration of specific assets, e.g. debtors, stcck, work in 
progress. 

(7) The amount of drawings, if a sole trader or partnership, or 
directors' fees and dividends if a limited company. 

(8) Existence and nature of contingent liabilities, e.g. calls on 
shares, forward purchases, etc. ; secret reserves. 

(g) Depreciation provision (the condition and modernness of the 
plant, etc., but this, as such, would not be ascertainable from the 
Balance Sheet). 

(10) Profit earning capacity of the business. 

As distinct from a prospective buyer of the business or of its 
shares, the Banker will pay close attention to the estimated “break- 
up" value of assets in a forced realization rather than “fair value 
as a going concern.” 

The Balance Sheet submitted would have to be “up to date" 
reflecting the position at the time of the loan negotiations. 

Illustration. Field and Meadow, Ltd., desires to obtain from its 
bankers a loan of £20,000. The Balance Sheet representing the cur- 
rent position is as shown below. 

You are asked by the bankers to investigate and report. 


Balance Sheet 


Authorized and Issued Share Capital . 

1 

Cash on hand ..... 

i 

IDO 

5o,doo Shares of {,1 each, fully paid. 

6d,odo 

Sundry Debtors, less Provision for . 


Profit and Loss Account . 

1,550 

Bad and Doubtful Debts 

* 3.750 

5 % Debentures (Redeemable) - 


Stock and Work in Process 

6,300 

i8d of jfioo each .... 

iR.ooo 

Investments and Loans (at Cost, less 


Sundry Creditors .... 

iB,ooo 

Provision) ..... 

14,100 

Bank Overdraft . . . ■ 

2,000 

Plant and Machinery (at Cost, f&sj 



JC99.550 

Depreciation) .... 

Leasehold Premises (at Cost) 

GoodwiU 

8,300 

22 . 0 00 

25.000 

£99.550 
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Show the basic features of a report on the position, including 
those matters on which it is desirable to have fuller information. 

It may be assumed that the bankers are satisfied about the general 
prospects of the business and the purpose of the proposed loan. 

The main headings of the Report would be — 

(1) The net asset position is £36,550, excluding goodwill and 
depreciation of the leasehold premises. 

(2) Assuming that the investments and loans are not such as can 
be counted as liquid or near liquid assets, the working capital at 
£12,150 appears to be adequate, notwithstanding the unsatisfactory 
cash position. The size of the stock and work in progress is low as 
compared with the debtors, which seems to indicate either an ex- 
ceptionally low level of stock, or that the company does not require 
heavy stocks, or that tlio debtors position is unsound by reason of 
overdue accounts, or by long credit facilities given by the company. 

(3) No provision by way of sinking fund is being made for the 
redemption of the debentures, and, although there arc investments 
and loans, these fall short of the debenture debt and do not provide 
a satisfactory basis for ensuring debenture redemption, although 
assuming their reasonable liquidity, they would at the current date 
partly meet the redemption, but in that event the item would be 
ruled out of the category of current assets. 

(4) The amount standing to the credit of the Profit and Loss 
Account is small and no general reserve exists ; this may signify a 
low earning capacity (which may be attributable to a weak liquid 
position which it is intended to remedy by the loan now asked for) 
or an abnormally high distribution of profits signifying a disregard 
lor careful husbanding of resources. 

The specific detailed inquiry would be directed to the following 
matters — 

{a) Analysis of the recent (Manufacturing) Trading and Profit 
and Loss Accounts with particular attention to turnover, gross and 
net profit, directors' fees, dividends. 

(&) The date of redemption of the debentures, and the price of 
redemption; inspection of debentures, nature of charges (if any) 
they carry on the company’s assets. 

[c) Detailed particulars of investments and loans ; in respect of the 
former whether or not they are fully paid; present market value 
of investments; in respect of loans, to whom and on what terms; 
when repayable. Realizability of both investments and loans. In 
view of the poor liquid position why loans should be made by the 
company. 

[d) The date and terms of the lease, including the tenure. 

[e) General condition of the plant and machinery; whether any 
obsolete. 

(/) Separate examination of Stock (there should be both Raw 
Materials and Finished Goods) and work in progress ; its valuation, 
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particularly as to whether work in progress and finished goods 
include profit (not yet earned) or selhng and distribution charges. 

[g) Examination of schedule of book debts to see if there are any 
debts irrecoverable and if the provision is adequate. 

(A) Examination of the schedule of creditors with particular 
regard to the period of credit, overdue liabilities including any which 
may be pressing by reason of actual or contemplated legal proceed- 
ings ; whether it includes all liabilities, including adequate provision 
for taxation and arrears of debenture interest. 

(i) General examination of the recent trend in relation to avail- 
ability of labour, supplies of goods and continued likelihood of sales 
being maintained or increased. 

Subject to the information arising from the above inquiries being 
satisfactory and proper security being given by the company 
(together with personal guarantees by the directors), the Report 
would be sufficiently favourable to enable the Bank to view 
sympathetically the request for a further loan of £20,000. 

[In practicr, the numerous inquiries would be m^dc and dealt with prior 
to the drafting of the Report, so that a firm conclusion could be arrived at. 
In examinations, in tlie absence of exact data, the general principles should 
be stated and the queries set out; but it will not usually be possible to do 
more than suggest a tentative recommendation. It is sometimes objected 
that all the detail should be given, enabling the canrlidate to come to a firm 
conclusion; but, apart from considerations of space, a candidate's knowledge 
of the subject can be best tested by the setting of the "inexact" question.] 

(II) Restricted Objectives. As this calls for criticism of form, 
content and conformity wath law, it will be necessary to apply a 
knowledge of accounting principles and company law, which subjects 
have already been dealt with elsewhere in this book. 

(III) Results of One Yearns Operations. The interpretation of the 
results of the year's operations of companies from published accounts 
must be confined to the necessarily abridged detail contained therein, 
without access to, or means of obtaining further information, 
except that given in the Chairman's review. Such interpretation 
will take the form of explanation of and comment on the past 
year's results and the financial position at the end of the year, with 
such deductions as are possible in relation to the profit trend of the 
past few years. 

In this connection, the usual comments in the press are confined 
to summarizing the year's profit, tax, allocation to reserves ; stating 
the chief Balance Sheet changes ; rate of profit earned and dividends 
declared ; and broadly commenting thereon. 

Where the published accounts are drawn up clearly, reliable 
interpretation is possible and the true profit, its disposition and its 
resultant influence on the Balance Sheet can be ascertained. 

The Profit and Loss Account must show the normal trading results, 
abnormed and unusual items, income from trade investments, 
depreciation, auditors' and directors' remuneration, provision for 
taxation and transfers to and from Reserves. Where a holding 
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company is concerned, a group Profit and Loss Account built upon 
similar lines is required, subject to certain exceptions. The informa- 
tion given in the Profit and Loss Account is g^enerally insufficient to 
reveal anything as to efficiency, turnover, and detailed overheads. 

The Balance Sheet must show certain minimum detail (see page 
799), (including, where applicable, a Group Balance Sheet, subject 
to certain exceptions), and the following matters will usually be the 
subject of comparison and comment — 

(1) Adequacy of the working capital, and arising therefrom the 
strength or weakness of the cash position. 

(2) The relative proportions of the fixed and liquid assets. 

There are frequently some special or unusual matters requiring 

comment, e.g. charging to Profit and Loss Account items properly 
belonging to Profit and Loss Appropriation Account, e.g. Debenture 
Redemption Fund Contribution; or charging to the latter account 
items being neither charges to, nor appropriation of, profit, e.g. 
payments made to an Amortization Policy. 

(3) The adequacy of the provision for depreciation. 

(4) The provision for taxation including that based upon the 
current year’s results. 

(5) The existence of and alterations to general reserves. 

(6) Consistency of accounting methods. 

(7) The general overall picture of the current Balance Sheet. 

In aU the above, comparison with preceding years’ accounts will 
be made, together with such inferences arising therefrom as may be 
possible, reflecting management ability and policy. 

(IV) Interpretation of Results over a Period of Years. In a long 
term interpretation the line of approach is to explain the broad 
trends of the business, without giving undue attention to yearly 
variations, except where special circumstances otherwise demand. 

From the inferences that can be made reliably, some measure of 
forecast is usually possible, but allowance will have to be made for 
those factors which might affect appreciably a short term comparison 
(e.g. transition from war to peace production) as distinct from tliose 
factors which might aflect appreciably the long term position. 
The long-term factors may be deep-seated and fundamental, so as 
to exercise a permanent influence on the earning capacity of the 
business ; or merely superficial and not sufficient to alter materially 
former earning power. 

Even in the most comprehensive set of published accounts much 
conjecture is inevitable, often involving contradictory interpreta- 
tions by commentators, but many points of obscurity are often 
clarified and explained by the Chairman’s review, particularly 
those factors which cannot be revealed by an examination and 
analysis of the published accounts. 

The following are the general inferences to be drawn from the 
examination of a series of yearly pubhshed accounts — 

(i) Depreciation written off approximating to capital expenditure 
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— a fair inference is that fixed assets are being maintained, but 
factors lacking in coming to a definite conclusion are (a) ade- 
quacy of rate, (&) depreciation method adopted, and (c) degree of 
obsolescence. 

(2) If profits do not vary considerably from one year to another a 
fair inference is that the business is stable, but factors lacking are 
[a) whether so called stability arises from dehberate policy of using 
or creating secret reserves ; (6) the volume of sales and rate of gross 
earnings ; (c) the consistency of stock valuations. 

(3) A progressively increasing amount of fixed assets without a 
corresponding increase in net profit — a fair inference is that the 
assets are not paying their way, either because selling prices have 
not been adjusted to cover their enhanced cost, or through lack of 
full employment of such assets, e.g. short time, or assets employed 
with a short life witli frequent replacements (particularly in periods 
of rising prices, e.g. second-hand vehicles). 

(4) Where short-term liabilities, e.g. Bank Loans or Bank over- 
draft, do not decrease or actually increase, a fair inference is that 
the company's position continues to be sufficiently unattractive 
to support a “funding" operation by tlie issue of shares or deben- 
tures; if related to a constant or growing amount of fixed assets, 
and not compensated for by a corresponding increase in liquid 
assets, the company's position is likely to become vulnerable. 
Reference will have to be made to the profits earned, and, unless 
these are declining, the position may reveal a tendency to over- 
distribute dividends or to the utilization of the major part of 
retained profit in extending the acquisition of fixed assets or the 
increasing of the volume of credit business (or extended period of 
credit to customers) in extent greater than the financial position 
warrants. Other changes in policy may be indicated, i.e. transference 
from cash or normal credit sales to hire purchase sales (itself often 
evidence of financial weakness). The position may be reflective of 
continued decline in profit capacity (or actual losses) but this would 
be apparent from the examination of the published accounts. 

(5) Where trade creditors (including adequate provision for taxa- 
tion) are increasing as compared with debtors, a fair inference is 
that the company is overtrading. Where, in the past, under the 
heading of creditors w^ere included "Credit balances" (like General 
Reserves), the practical effect was to create a secret reserve which 
might (and often did) cover periods of declining profits. 

(6) Capital issues should normally, after due time for their 
utilization, be reflected in a corresponding increase of net profit and 
volume of business. If not, a fair inference is that the financial 
position is deteriorating, unless the issue is mainly for "funding" 
short-term liabilities (if for reducing liability to Bank, the issue 
Would be followed by the elimination of the charge for Bank Interest 
or redeeming wholly or in part debentures and/or other prior charges, 
by the elimination or reduction in Debenture and/or Loan Interest). 
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(7) Where dividend rates are maintained, with regular and reason- 
able appropriations to Reserve, a fair inference is that the business 
is being conducted on sound lines, particularly if there appears to be 
adequate provision for depreciation, and the fixed assets are not 
being unduly increased and the ratio of liquid assets to current 
liabilities is maintained.^ 

(B) Where the working capital is declining, a fair inference is that 
the business is dechning, or, if the fixed assets are unduly increasing, 
that the business is becoming "top heavy" and unstable on its 
foundations. 

(9) Should the liquid assets and profit be increasing consistently, 
it may be fairly inferred that the business is expanding (but it 
may have been financed by borrowing on Loan or Share Capital so 
that the rate of dividend might not be correspondingly increased). 
If, however, the profits are increasing without a rateable increase in 
the liquid assets it may indicate any or all of the following factors — 
[a) higher profit margins ; (6) quicker rate of turnover ; (c) quicker 
discharge of current liabilities, or a utilization of profit for expansion 
of fixed assets or reduction of long term liabilities. 

When a Holding Company's accounts are published, they now 
have to be supported by Group Accounts of such Holding Company 
and its subsidiaries, so that much of the guesswork of the past is 
now avoided. Recent publications of Group Accounts have dis- 
closed for the first time the real position of the group as a whole 
particularly as regards combined profits, directors' renumeration 
and combined assets and liabilities. Apart from the disclosure of 
the main facts, the compulsory consolidation of group accounts (at 
one common terminal date) has eliminated many abuses, e.g. where 
one holding company (which drew up its accounts at a date different 
from that of its subsidiary) borrowed £4,000,000 from its subsidiary 
and repaid it to the subsidiary the day following the terminal date 
of its own accounts, so that the Balance Sheets both of the holding 
company and its subsidiary showed the same amount (approxi- 
mately) of " Cash at Bank." In certain circumstances, an examination 
of the Balance Sheet together with the Profit and Loss Account will 
be required, not merely for formal and legal correctness, but for the 
purpose of ascertaining the real content (viewed from a particular 
angle according to the objective in question). 

This work of examination will usually be undertaken in detail, 
going further than that of dealing with the normal pubhshed 
accounts of companies ; and therefore much that is surmise in the 
latter will be classified and explained as a result of inquiry and 
investigation of the actual accounts. 

Working Capital. It is essential that at any time a business should 
be in a position of stabilized solvency, that is, in a position to pay 
its debts as they arise, and in addition to take advantage of such 

* The rate must be considered in the light of any Bonus Share issue, e.g. 
if a Bonus Share issue has been made in ratio of “1 for z" and the old rate 
was 15 per cent, the equivalent rate after the Bonus issue is 10 per cent. 
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business opportunities as may occur and to meet any contingencies 
that may be reasonably visualized. 

It will be realized in this connection that a business may have a 
large surplus of assets over liabilities, but if such assets are in the 
main fixed, there will probably be great difficulty in finding the 
ready cash to meet current liabilities without having recourse to 
borrowing (on the security of the fixed assets). 

Working capital may be defined as the excess of current and 
liquid assets over current liabilities requisite in a business, having 
regard to reasonable provision for contingencies, so as to enable it 
to conduct its operations normally and free from financial embar- 
rassment, and to avoid losses consequent upon incurring com- 
mitments beyond its capacity in the ordinary course of events. 

The definition must be construed very broadly ; many businesses 
are conducted quite successfully on a very small margin of working 
capital, indeed in some cases there is a deficiency, i.e. more current 
liabilities than current and liquid assets. The facts and circumstances 
of each case must be considered. Thus, it vdll be possible to carry 
on business with a small margin or even a deficiency in a case 
where goods are sold for cash, whilst being bought on credit 
terms, or where the sale credit period is shorter than the purchase 
credit period. 

On the other hand, the position may be the reverse to such 
favourable circumstances; and the gap may be covered by short- 
term financing, bank overdrafts, and bills of exchange. Yet, merely 
having the advantage of a credit period or being able to finance 
sales does not necessarily bespeak the existence of working capital. 
As long as there exists a reserve of strength in the form of assets 
which can be converted into cash witliout undue delay or loss, a 
lack of working capital will not be detrimental to the business. 
Many businesses, particularly small ones, work "from hand to 
mouth," but without the reserve of strength required to meet 
special circumstances. 

The assets which are included in working capital may be briefly 
classified as follows — 

(1) Liquid — Cash in hand, cash at bank, readily realizable 
investments. 

(2) Near liquid — Bank deposits where long notice of withdrawal 
is required, investments which are not so readily realizable as 
those in (i). 

(3) Other current assets w^hicli may be classified under (i) or (z) 
according to the particular facts — debtors, bills receivable, stocks. 

Any investment or cash which is held for a specific purpose must 
be excluded, for instance, where part is a sinking fund or pension 
fund. Moreover, the investments should be such as are convertible 
into cash without undue difficulty, i.e. those which are quoted or 
dealt in on the Stock Exchange and enjoy a reasonably good 
market; investments in private companies, trade investments, 
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investments in subsidiaries could not be included in the constitution 
of working capital. Similarly, bills of exchange should be readily 
convertible and should be short term in tenor and such as are 
received as normal payments from customers (and not substitutions 
for normal cheque payments). 

From these “working" assets will be deducted the current lia- 
bilities and commitments of a short term nature, including creditors, 
bills payable, bank overdrafts, current expenses and tax including 
P.A.Y.E. Provided that the tax liability is, as it ought to be, 
included. Tax Reserve Certificates are quite properly regarded as 
part of the working capital, since in effect so much of the tax 
liability as is covered by these certificates can be regarded as having 
been discharged. 

In attempting to estimate the amount of working capital required 
in a business, the following points will be considered — 

(1) The normal average period of credit given to and allowed by 
the business. 

(2) The amount of stock that is required to feed the business. 
The rapidity of turnover will be a vital element, e.g. normally a 
motor car vendor might have to hold a car in stock for say three 
months, but a retail tobacconist would be likely to hold his stock 
for no more than a few days. Hence it is desirable to compute the 
cost of estimated sales for the year and divide by the estimated 
number of times the stock is likely to be turned over. 

(3) Provision for meeting the peak load of expenses, having 
regard to the amount of cash in hand or at bank, or other credit 
facilities available. In this connection the differential period of 
credit given and allowed is an important factor. In certain parts 
of the year heavy expenses, e.g. tax, will have to be paid (out of 
proportion to the average expenses) so that the marginal credit 
position cannot be ignored. If, for instance, debtors are allowed 
three months credit, but creditors allow only fourteen days, the gap 
must be provided for, particularly if at the same time heavy expenses 
coincide with payments for goods bought in a “buying" season, 
i.e. where the purchase of goods cannot be spread evenly. This gap 
will be even wider if a period of time must elapse before these 
heavy purchases are translated into actual sales, e.g. because of 
time required in manufacturing the finished product, and even 
more so if extended credit is given to customers. 

(4) The running expenses of the business will have to be estimated 
and, subject to factors contained in (3), spread over the year. 

(5) The credit-worthiness of the business will be a great factor in 
covering any gap in the working capital, as upon this will depend 
the extent to which recourse can be had to short term borrowing, 
e.g. through a temporary overdraft. 

It is therefore important to examine the effect of the year's 
operations, not merely from the angle of the variation of the total 
capital structure but from that of the working capital structure. 
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An examination not only of the Balance Sheet, but of the Trading 
and Profit and Loss Account (and Appropriation Account) must be 
made to connect the opening and closing working capital. 

The build up will be the opening working capital, plus- — 

[a) Profit, before the debits of a non-financial nature, such as 
depreciation, loss on sale of fixed assets and transfers to General 
Reserve, and before credits of a similar nature such as profit on 
sale of fixed assets and transfers from General Reserve to Profit and 
Loss Account. 

(&) Increase of loans, debentures, share capital and realizations of 
fixed assets from which will be deducted 
(c) Reductions of items indicated in (&). 


Illustration. 

1951 

f 

1952 

r 

Net Liquid Resources . 

h 

5, 200 

£ 

5.9D0 

Fixed Assets 

. 3,000 

2,8oo 


£8,200 

£».7oo 

Share Capital 

5,000 

5,000 

Profit and Loss 

3,200 

3,700' 


£8,200 

P.yoo 

• After Depreciation, £200. 




The increase in the Net Liquid Resources (£5,9O0-£5,2oo) of £700 is 
made up of (a) profit of £500 tf3,7oo-£3,2oo) plus depreciation £200. 

In general terms, any capital expenditure in that year should, in 
order to maintain working capital, be confined to ^700, any addi- 
tional expenditure being by way of permanent financing (share 
capital) or long term borrowing. 

The foregoing illustration serves merely as a guide to the general 
principle. The composition of the item net liquid assets is important 
because [a) the assets themselves will not necessarily be mainly cash 
on hand and at Bank, as they will also comprise debtors, stock, etc., 
and (&) there will be current liabilities falling to be deducted, so 
that there may result a minus "'cash'' position. 


Illustration. 

1951 

1952 

+ or — 


£ 

£ 

£ 

Stock . . . . . 

4,200 

5.70D + 

1.500 

Debtors . . . . . 

7,900 

8,300 -h 

40D 

Bank . . . . . 

1,000 

— - 

1. 000 


13,100 

14,000 -|- 

90D 

Current Trade Tdabilities . 

8,300 

7,100 — 

1,200 

Bank Overdraft. 

— 

6od -h 

6do 


/4>SpO ;f6.3DP -h ;il,5DD 


Assuming there were no non-financial transactions, except a depre- 
ciation charge of ^400, the profit after such charge would be £1,100. 
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The "Cash" position may be tabulated as follows — 


I I 


Increase of Stock and Debtors . 

. ii 90 o 

Decrease of Current Trade Liabilities . 

1,200 


3.100 

Net Profit .... 

I,IOD 

Depreciation .... 

400 


1,500 

Decrease of "Cash" Resources . 

;£i,6do 


This is reflected in the conversion of the opening item Cash at 
Bank £i,Ooo into the closing item Bank Overdraft £600. 

Illustration. 


Trading and Profit and Loss Accounts 




1951 

1952 



1951 

1952 



£ 

£ 



£ 

£ 

Td Stock 


21,000 

24,000 

By Sales . 


137,000 

162,000 

„ PurchascB 


93,000 

107,000 

pp Stxk . 


24,000 

28, ODD 

„ Gnisi Profit 

c/d 

47,000 

59,000 







j^i6i,ooo 

£190,000 



£161, DOO 

£190,000 

To General Expenses 


31,000 

38,500 

By Gross Profit . 

b/d 

47,000 

59,000 

„ DepreciatiDn . 

c/d 

4,000 

3,300 




„ Net Profit 

12,000 

17,000 







£47,doo 

£59,000 



£47,000 

£59.000 

To Taxation 


9, 600 

12,000 

By Balance 

b/f 

4,200 

1,000 

„ General Reserve 


3,000 

1,000 

,p Net Profit . 

b/d 

12,000 

17,000 

„ Dividends 


2,000 

3,000 




„ Goodwill written off. 


600 

400 





p, Balance . 

c/f 

1,000 

1,600 







£16, 200 

£18,000 



£l 6,200 

£iB,ooo 










Balance Sheets 



1951 

1952 


1951 

1952 

Issued Capital 

Profit and Loss 

General Reserve 

Debentures .... 
Cunent Liabilities . 

Provision for Taxation 

£ 

50.000 
1,000 
4,500 

20.000 
23,000 

£ 

50,000 

i,6do 

5,500 

*5,000 

29.500 

17.500 

Fixed Assets 
Additions . 

6DflOO 

2 , ODD 

£ 

£ 

58,100 

14,400 

£ 

Depreciation 

62,100 

4,000 

58,100 

46,500 

1.000 

5.000 

72,500 

3.500 

6 (),nao 

54,500 

I,OD« 

4,60c 


Current Assets . 
Preliminary Ex- 
penses 

Gc^will . 




£110,600 

£129,100 



£iid,6oo 


£129, ion 










Set out the variations in Capital and Surpluses, showing the 
connection between the two. 
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Summary of Change during 1952 — 




1951 

1952 

£ 

54.500 + 
47,000 + 


Liquid Assets. 

Current Liabilities . 


L 

46,500 

35.100 

£ 

8,000 

11,900 

Net Liquid Resources 

- (a) 

^11,400 

^ 7 ;^ - 

£3.900 

Fixed Assets . 
Debentures 

. 

58,100 

20,000 

69.000 H- 

25.000 -f- 

10,900 

5,000 

Net Fixed Assets 

• (6) 

/38.10D 

+ 

£5.900 

Capital Employed . 

■ (<*) + (6) 

M 9 , 5 PO 

£5^,500 + 

£2,000 


Reconciliation — 


Issued Capital . 
Profit and Loss 
General Reserve 


Less Preliminary Expenses 
,j Goodwill 


1951 

1952 


£ 

£ 

£ 

50,000 

50,000 

— 

I.DOD 

i,6od + 

6do 

4.500 

5.500 + 

1 ,DDD 

55 . 5 DD 

57,100 -h 

1,600 

I.DOD 

1,000 


5,000 

4,6do - 

400 

£49.500 

£51.500 + £2,000 


Statement of Source of Increase of Capital — 

Increase of Credit Balance of Profit and Loss 
General Reserve ..... 
Goodwill w/o ...... 


Less Dividend 
Increase . 


3,6do (d) 

I. ODD 

400 

5,000 
3, ODD (c) 


Statement of Source of Decrease of Net Liquid resources — 

i £ 

Addition to Fixed Assets ..... 14.400 

Dividend 


Less Increase of Credit Balance of Profit 

and I.x)S 5 ..... 3,6do (d) 


General Reserve 

. 


. 1,000 

Goodwill w/o. 



400 

Debentures Issued . 


. 

- 5.000 

Depreciation . 

. 


■ 3.500 


3, ODD (c) 
17,400 


Decrease. 


[The Increases of Profit and Loss shown in the Balance Sheet is the excess of (i) over (e).] 
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Changes in Assets — 


£ 

IncreasB of Liquid Assets 

. 

8,000 

Increase of Fixed Assets 


10.900 

Total Increase of Assets 

■ 


Source of Increase — 

Creditors : 


£ 

Liquid (Current) Liabilities 

11,900 

Fixed (non-Current) Liabilitii‘s . 


5,000 

Total Increase in Creditors 

Profits : 

Increase of Profit and Loss 

General Reserve .... 

Goodwill w/o ..... 

. 3,6dd 

. I, ODD 

400 

5,000 

16,900 

Less Dividend .... 

■ 

2,000 


^i8,9dd 


Thus, additions to fixed assets of £10,900 have used up the 
additional loans of £5,000, and have been financed by (a) an increase 
of current liabilities of £3,900 (as below) ; and (6) the profit of £z,ooo. 

The additions to the liquid assets are £8,000 reflected in an increase 
of £11,900 in current liabilities, thus leaving an increase of £3,900 to 
finance partially the fixed assets. 

The fixed assets increase (before depreciation) is £14,400 which is 
compensated by the addition of depreciation of £3,500 in the 
schedule of profit. 

Preparation of Working Capital Statement. The question of work- 
ing capital, with emphasis on the liquid cash position, is particularly 
important in the early stages of a business, as there will probably be 
rapid expansion until normal factors operate. 

A schedule will be prepared to estimate the monthly or weekly 
inflow and outflow of cash, the former comprising cash sales and 
receipts from debtors, the latter cash purchases and payments to 
creditors and of overheads. The payments to creditors are likely to 
be abnormal for a short period by reason of the necessity for building 
up minimum stocks (subject to any extended credit given by sup- 
pliers), but unless the business is working at a loss or expansion is 
too rapid, the liquid position will improve. 

If there is a deficiency in any week or month, that is, an excess of 
payments over receipts and cash in hand and at bank, its amount 
is the minimum working capital required, and where there is a 
deficiency in more than one period, the highest individual figure 
will be taken. 

In dealing with the foregoing, due regard must be had to con- 
tingencies and to periodical payments such as taxation. Unless 
these are considered a busine.ss may be showing an apparent ampli- 
tude of working capital which ma)^ be unjustifiably used for 
further development. 
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Illustration. X, Y and Z are considering the formation of a com- 
pany for manufacturing and selling a certain commodity and 
submit the following information to you — 

(a) Cost of Factory £32,000; the vendor agreeing to accept one- 
quarter of the purchase price in 4J per cent Mortgage Debentures in 
^e proposed company. 

(6) Cost of installing Plant, etc., expected to be £9,000, all payable 
in cash within one month of the formation of the company, 

(c) The prime cost of the commodity produced expected to be 5s. 
for labour and los. for materials, the latter being purchased on terms 
for payment in the month following delivery. [In the first month 
the labour charge worked out at los. instead of 5s., but the seUing 
price was not amended, the extra cost being regarded as abnormal.] 

(d) The selling price expected to show 33 J per cent gross profit on 
prime cost, and sales expected — 

Units Units 

First month 2,400 Third month . 3,200 

Second month 2,800 Subsequent months 3,200 

One-quarter of such sales expected to be for cash, balance on 
credit for settlement month following sale. 

(e) It is estimated that a stock of raw materials, totalling £6,000, 
and 1,600 units of finished goods will be required at the commence- 
ment of trading and these levels will be maintained. 

(/) Overhead charges expected to be £400 per month payable in 
cash during the month, increasing at the end of the third month 
by 25 per cent. 

(g) A margin of £1,000 is to be allowed over and above the mini- 
mum cash requirements (to nearest even thousand pounds), it being 
assumed that the credit terms wiU be strictly adhered to and no 
short term finance will be used. 

[h) Preliminary expenses expected to be £i,Boo payable in cash 
immediately the company is formed. 

(t) The share capital to be in the proportion of four-fifths in 
ordinary shares of £i each (issued at 24s. payable in full on allot- 
ment) and one-fifth in 6 per cent redeemable preference shares of £i 
each at par (payable in full on allotment) and redeemable at par by 
equal annual drawings over 16 years. 

In consideration of services rendered, etc., an allotment is to be 
made to X, Y and Z equally at par to the extent of one-sixteenth of 
the ordinary share capital to be in issue. 

(7) Preliminary expenses are to be written off against share 
premium. You are required (i) to compute the capital required and 
its division into the various classes ; and (ii) to submit a pro forma 
Balance Sheet (showing how you arrive at the figures you use), 
assuming the foregoing arrangements have been carried out and the 
estimates realized, as at the end of six months’ trading (which 
commenced immediately the company was formed) . Ignore taxation 
and depreciation. 
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Capital require — 

Factory. ....... 

Less 4^% Mortgage Debenture 

Installation ....... 

Preliminary Expenses . . . . . 

Stock : Raw Materials . . . . . 

Finished Goods, i,6qo units at, say, 13s. 


I £ 

32,000 

8,000 

24,000 

9,000 
I, Rod 

6,000 

1,200 

7,200 


42,000 

Working Capital ....... i.ooo 

Add Margin ....... 1,000 

2,000 


; g44,ooo 

Division — " 

I 

6% Redeemable Preference Shares ..... 8,000 

30,000 Ordinary Shares of £1 each issued at 24s. per share. 36,000 
[Premium on shares, /6,odo; Ordinary Share Capital, 

;£3o,ood.] 

Dr. Cash Cr. 


Td Receipts of Share Capital 
„ Trading Receipts. 

£ 

44,000 

15,600 

By Payments — 

Capital per Schedule 
„ Trading Payments 
„ Balance 

£ 

43,DDn 

15,200 

2,400 


£59,600 


£5^, (too 






Dr. Ordinary Share Capital Cf. 




By Cash ...... 

„ X, Y, and Z 

£ 

30,000 

2,DDU 




£32,000 


Dr. 


To Cash . 

„ Share Capital 


Preliminary Expenses Cr. 


£ 

i,Bod 

2,000 

By Share Premium .... 

£ 

3, Boo 

£3,800 


£3.800 





Cr. Share Premium Cr. 



Dr. Trading and Profit and Loss Account Cr. 


To Costs — (See page 1333) 

Cash .... 
Creditors 

£ 

15,200 

i,6do 

£ 

16,80a 

iBo 

1,020 

By Sales — 

Cash .... 
Credit*^ 

Debtors* . 

£ 

11,100 

2,400 

£ 

4,500 

„ Mortgage Interest 
„ Net Profit 


13,500 






£iB,ooo 



£iB,doo 






. 


^ Months 1-5, Cash received. ” Month 6, receivable in Month 7, 



Statement of Working Capital 


Surplus 
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X. Y, AND Z, LTD 
Prd Forma Balance Sheet at 



1 

£ 

£ 


Authoiized Share Capital 




Fixed Assets, at Cost — 

luued Share Capital — 




Factory 

B,doo G% Redeemable Pre- 




Installation 

fereace Shares of £i each. 





fully paid (redeemable 




Liquid Assets — 

by equal annual draw- 




Cash 

logs over i6 years) 

8,000 



Debtors 

52,000 Ordmary Shares of 




Stocks 

£i each, fully paid 

32,ooo 






40,000 



Share Premium Account 

6,000 




Less Prehnunary Ex 





penses written off 

3,Boo 






2,200 



Profit and Loss Account 


1,020 






43 i 22 a 


4i% Mortgage Debentures 





(secured on Fixed Assets) 



B,doo 


Current Liabilities — 





Trade Creditors 


l,6oa 



Interest on Debentures 


iBo 






l,7Bo 





£53.000 



£ 


32,000 

9,000 


4> Doo 


2,400 

2,400 

7,200 


12 DOC 


£^ DOO 


The number of shares taken up by X, Y, and Z is z,ddo, being onc-sixteenth 
of the shares in issue, 32,000 If the shares to be taken up are one-sixteenth 
of the shares already in issue, the number would be ^ of 30,000 = 1,875 


Illustration. From the particulars given below prepare Quarterly 
statement of X, Co. Ltd — 



30th June 

3Dth Sept 

31st Dec 


L 

£ 

i 

Freehold Premises 

5 odd 

5,000 

5,000 

Plant and Machinery 

4,200 

4.500 

4.500 

Fixtures and Fittings 

1,800 

i,8do 

i,8do 

Motor Vehicles 

8od 

800 

800 

(Godwin 

3 ODD 

3,000 

3,000 

Cash at Bank 

1,050 

850 

1,460 

Debtors 

4,200 

5.400 

4 840 

Stock 

8,100 

9,250 

8,560 

Current Liabilities 

J 700 

3.100 

I.SOD 

Bank Loan 

2,000 

2,000 

2,000 

Taxation 

2,300 

(see below) 

(see below) 

Mortgage on Freehold Premises 

2,000 

2,000 

2,000 

Additional Plant 


300 


Purchases 


17.150 

13.710 

Sales 


20,000 

i8,dod 

Depreciation — 




Plant and Machinery 


160 

60 

Fixtures and Fittings 


40 

40 

Motor Vehicles 


20 

20 


Taxation to be built up at iis in (estimated to Cover Income Tax an 
Profits Tax) on profit for each quarter. 
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X Co., Ltd. Quarterly Statement 



30th June 

+ 

- 

3Dth Sept. 

+ 

- 

31st Dec. 


£ £ 

£ 

£ 

£ £ 

£ 

£ 

£ £ 

Fixed Capital — 








Freehold Premises 

5,000 



5,000 



5,000 

Planl and Ma[:hinery. 

4,200 

300 

i5o 

4,34° 


60 

4,280 

Fixtures and Fitting 

1,800 


40 

1,760 


40 

1,720 

Motor Vehicles . 

Boo 


20 

780 


20 

760 

Goodwill .... 

3,000 



3,000 



3,000 


14, Boo 

300 

220 

14,BBd 


120 

14,760 

Less Mortgage on Free- 








hold Premises 

2,000 



2,000 



2,000 


£i2,Boo 

£300 

£220 

£i2,BBd 


£x2d 

£ 12,760 

Working Capital — 








Cash and Bank. 

1,050 


200 

B50 

61 0 


1,460 

Debtors .... 

4,200 

1,200 


5,400 


560 

4,840 

Stock .... 

B,ioo 

1,150 


9,250 


690 

6,560 


13,350 

2,350 

200 

15,500 

6id 

1,250 

X4,B6 o 

L»r Current Creditors 

1,700 

1,400 


3,100 


i,Boo 

1,300 

„ Bank Loan 

2,000 



2, ODD 



2,000 

„ Taxation 

2.300 

456 


2,756 

572 


3,328 


6,000 



7,856 



6,628 


£7,350 

£494 

£200 

£7,644 

£38 

550 

£8,232 

Summary — 








Net Fixed Capital 

iz,Boa 

300 

220 

iz,B8o 


120 

12,760 

Working Capital 

7,350 

494 

ZOO 

7.644 

38 

559 

8,232 


£20,150 

794 

£420 

£ 20,524 

38 

£430 

£20,992 



420 



430 


" ■“ 

[See Note re Taxation] . 



1 


+ £468 




Calculation of Stocks — 

£ 

Opening Stock 8,100 

Purchases ..... 17,150 

Gross Profit (25% of Cost of Sales) 

(20% of Sales) (0) 4,000 


Net Sales lor Quarter 
Estimated Stock at end of Quarter 

(0) * X (29,250-9,250) 


£ £ 

9i*5o 
I 3 , 7 ID 

(6) 3,600 

29,250 26,560 

20,000 iB,ood 


= iC4,0oP (6) i X (22,960-8,560) — )C3,6oo 


Taxation. 


(i) Quarter ended 3Dth September. Increase of ;^456 (£2,756 - £2,300). 

(ii) Quarter ended 31st December. Increase of £572 (£3,328 -£2,756). 

(i) £456 = V X £374 or (374 -I- 456) = H X £830. 

(ii) £572 = V X £468 or JJ (468 + 572) = H X £1,040- 


Balance Sheet Interpretation by Comparative Columns. In order 
to obtain useful results it is advisable to compare a present Balance 
Sheet with those drawn up in the past ; and this is usually and most 
conveniently done by tabulating the main groups of figures and 
converting them into index figures. Therefrom will be deduced the 
Various changes and their significance, such changes being reconciled 
with the yearly amount of profits (or losses) disclosed in the pubhshed 
Balance Sheets. The question of interpretation has already been dealt 
with and this paragraph is confined merely to ratios and indices. 


43— (B.tojH) 
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The general principles may now be demonstrated by the employ, 
ment of the following two Bdance Sheets in abridged form. 


Balance Sheet as at 31ST December 



1951 

1952 


1951 

* 95 i 

Share Capital — 

£ 

£ 

Fixed Assets — 

£ 

£ 

Preference 

12,500 

13.500 

Goodwill 

6,000 

6,000 

OrdMaiy .... 

10,000 

IO, 0 OD 

Buildings 

9,000 

8,700 

General Reserve . 

Profit and Loss Account 

10,000 

B,200 

11,030 

Plant and Machinery 

5,000 

7,200 



20,000 

21,900 






40,700 

44,050 

Current Assets — 

Debentures (secured on 

Stock .... 

2,000 

9,000 

Building) 

B,ooo 

5,000 

Debtors .... 

12,100 

7,700 

Current Liabilities — 


Prepayments . 

300 

200 

Creditors; Trade 

17,00a 

iB,ooo 

Investments — 


Expenses 

300 

250 

Government Securities . 

B,40o 

4,700 

Bills Payable 

2,000 

4,500 

General 

Cash in Bank . 

B,doo 

7,200 

12,OOD 

11,300 




Development and Research 




Acfx»unt 

10,000 

5 , ODD 


£6B,odo 

£71,800 


£ 6 B, 0 f]O 

£71, Bod 








Show (i) Comparative Balance Sheets in tabular form. 

(2) Variations in the main groups of Assets and Liabilities. 


Comparative Balance Sheets as at 31ST December 







Increase or 



1951 


1952 

Decrease o( 

Current Assets* — 

£ 


£ 


£ 

Bank ..... 

7,200 


11,300 



Debtors .... 

12,100 


7,7do 



Prepayments 

300 


200 



Stock ..... 

2,000 


9,000 



Investments* 

16,400 


16,700 





38,000 


44,900 

+ 6,900 

Less Current Liabilities — 






Creditors: Trade 

17,000 


18,000 



Expenses 

300 


250 



Bills Payable 

2,000 


4,500 


+ 3,450 



19,300 


22,750 

Fixed Assets — 


18,700 


22,150 

+ 3.450 

Buildings .... 

£9,000 


£8,700 



Less Debentures 

8,000 


5,000 






3,700 



Plant and Machinery 

5,odo 


7.200 





6,000 


10,900 

+ 4,900 

Net Tanrible Assets 

Intangible Assets — 


24,700 


33.050 

+ B,35d 

Goodwill . . . . 

6,000 


6,000 



Development and Research 






Account . . . . 

10,DOD 


5,000 





16,000 


11,000 

- 5iOoo 



£40,700 


£44,050 

t£3,35o 








Represented by — 


Capital — 

Preference Shares . 

£ 

12,500 

£ 

£*3,300 

1 

£ 

Ordinary Shares 

10,000 


10,000 



Undistributed Profits — 


22,500 


23,500 

+ 1,000 

Reserve .... 

10,000 


£ ii,doo 



Profit and Loss Account 

B,200 


9.550 





iB,aoo 


20,550 

+ 2.350 



£40,700 


£44,050 

+£3.350 


^ These may be further subdivided into liquid and non-liquid assets. 
* Assumed that the general investments are marketable. 
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The foregoing variations may be expressed in the following 
form — 

Current Assets and Current Liabilities 


Li^biUties 

Surplus Deficiency 





[The variations in fixed assets and fixed liabilities may be similarly shown.] 

The variations may be shown in terms of a ratio of the surplus of 
current assets over current liabilities (or conversely), thus — 

Wafin Index 

[using 1931 as loo] 


1951 

197 

38,000 

I.e. X IDO 

19,300 

IDO 

1952 

197 

44,900 

1.0. X IDO 

22,750 

IDO 

ri...i22x 


The ratio and index in 1953 would be, assuming that the current 
assets and current liabilities were £33,140 and £21,500, as follows — 

.. Index 

[using 1951 as loo] 


154 i.e. — =- X 100 

^ 21,500 


L 197 J 


The ratios and indices in 1954, 1935, 1956, and 1957 would be, 
on the basis of the following figures, as below — 


Current Assets 
Current Liabilities . 


Ratio 
i 9 d i.e 

203 i.e 

149 i.e. 


1954 

£ 

1955 

£ 

1956 1957 

£ £ 

39,500 

42,200 

35, ODD 32,150 

22,000 

20,750 

23,500 27,000 



Index 



[using 1951 as lOo] 

39,500 

22,000 

X lOD 

91 

r 1 

l.B. X 100 

L 197 J 

42,200 
■ 20,750 

X IDO 

103 

L 1,7 J 

35,000 
■ 23,500 

X 100 

76 

fu-ii? X iDol 




1957 


32,150 

I IQ I.e. — X IDO 

27,000 
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BALANCE SHEET CRITICISM 

Problems are frequently set in connection with limited company 
Balance Sheets calling for criticism, in so far as they relate to the 
proper compliance with legal requirements. Such criticisms call for a 
thorough knowledge of what may be termed the " published accounts 
provisions” of the Companies Act, 194B. The questions put before 
the student may contain, in addition, points that are common to 
all Balance Sheet questions, e.g. heading, sequence, and classifica- 
tion of items : construction and interpretation. 

The Balance Sheet on page 1338 is such a problem. 

Suggest such suitable amendments as you consider are required, 
assuming that there is no question as to the accuracy of the figures 
presented. 

[Actually, there is an error of £9,000 in the addition of the lia- 
bilities side of the Balance Sheet — a fact which must be noted in 
the answer. 1 

[Institute of Chartered Accountants* Final.) 

(1) Form — 

(а) Heading should be Balance Sheet at, as at, or as on, 31st 
December, 19. . . 

(б) The layout of the Balance Sheet requires amendment to 
accord with the Companies Act. Assets and liabilities should be 
grouped under appropriate headings, e.g. Fixed Assets, Current 
Assets, etc. The general headings “Assets” and “Liabilities” are 
then unnecessary. 

(c) Sundry debtors should not include sundry debit balances, 
as these may be purely fictitious assets, and in any case may 
be of such a nature as to require disclosure under the Companies 
Act, 1948, whilst deducted therefrom should be the provision for 
debtors now merged with the item “Sundry creditors, including 
reserve for debtors.” 

(d) Calls in airear are usually deducted from share capital. 

(e) The item of creditors includes reserves and credit balances, 
which may be true liabilities requiring separate disclosure and 
classification as to class of creditors and provisions under the Com- 
panies Act, 1948, or may represent part of the undistributed profits 
of the company. No amount is given for future taxation reserve. 

(/) The Profit and Loss Account should be linked up with the 
balance brought forward from the preceding year. 

(2) Legal Requirements — 

[a) Buildings, Plant, Goodwill, Patents, etc. The two latter items 
must be stated separately from the former, provided that their 
amount can be ascertained either from (i) books of the company; 
(ii) contract of sale; or (iii) document relating to stamp duty. 

The basis of valuation of fixed assets must be stated (e.g. cost or 
valuation, less accumulated depreciation). 
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The total amount of Goodwill, Trade-marks, and Patents may be 
shown under one heading (not necessarily separately). 

The items comprised in the "etc.” must be dealt with and, if 
necessary, shown separately. 

(6) Loans to Directors. Illegal unless covered by the exemptions 
laid down by Sect. 190. If advances or repayments have been made 
during the year, the Balance Sheet must show the total advances or 
repayments; and in the case of loans made prior to the period to 
which the accounts relate which are still outstanding, the amount 
thereof must be shown. 

[c) Investments. The law requires to be shown separately (i) 
investments in, (ii) loans to, (iii) loans from, subsidiary com- 
panies, (iv) trade investments, (v) quoted investments, (vi) un- 
quoted investments with the valuations required by Part I of the 
Bth Schedule to the Companies Act, 1948. The amount of £110,250 
will be increased by the loan from the subsidiary company and the 
latter shown separately as a liability. 

[d) Capital. Details of the nominal capital ^re required. 

[e) Redeemable Preference Shares. The earliest date on which the 
company has power to redeem must be stated. 

(/) Calls in arrear, as mentioned, are usually deducted from the 
share capital, although the method adopted in the above Balance 
Sheet does not infringe any legal principle. 

(g) Five per Cent Debenture Stock. The debenture stock should 
be shown at £20,000, and the debenture discount disclosed separ- 
ately as an asset till written off. If the Debenture Stock (as is 
probable) is secured on the assets of the company (unless secured 
by operation of law), this fact should be stated, although there is 
no obligation to specify the particular asset charged. If any deben- 
tures have been redeemed, but are available for reissue, particulars 
thereof must be shown. 

(A) In addition to the criticism made in paragraph (i), the general 
nature of the liabilities should be shown, particularly as regards 
Provisions. 

(i) The Balance Sheet must be signed by two of the directors, 
and the Auditors' Report must be annexed to the Balance Sheet ; 
a Profit and Loss Account is also required. 

(;) Corresponding figures required for preceding year. 

(A) Group Accounts or alternative information on Subsidiaries 
is required. 

In the absence of further information, it is not possible to enter 
into greater detail. Many queries might arise, e.g. included in 
creditors may be a debenture redemption fund represented by 
investments, which may be included somewhere in the assets side 
— possibly in the "etc.” item or even under the investments, 
because the phrase ” Investments and loans in subsidiary com- 
panies” may include investments held otherwise than as a holding 
company. It will be observed that there is a bank overdraft, and 
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possibly the bank holds as security some of the company's assets. 
The fact that the liability is secured on any asset of the company 
must be stated. 

(3) Interpretation — 

Information concerning the profit of the year and the utilization 
of reserves is not disclosed in the Balance Sheet (e.g. as to deprecia- 
tion, provision for tax, etc.) ; nor is the manner of its appropriation 
shown. 

In order to obtain a fair comparison preceding years' Balance 
Sheets and Accounts should be available. 

MECHANICAL AIDS IN ACCOUNTING 

There is a growing use of mechanical devices in accounting 
routine and therefore it is necessary for the student to be familiar 
with those mainly in every day use. The benefits from their use are 
considerable, provided that they are fully efficiently and adequately 
employed. The full benefits will not ensue if — 

[а) they are not operated by properly trained staff ; 

(б) there is insufficient work to keep the machinery fully 
employed ; 

(c) there is no corresponding efficiency in dealing with the work 
of the machines, where the ledger sheets are not arranged in 
proper sequence, or where the work of the operator is interrupted 
by having to replace one ledger by another, or where the material 
to be worked on is not within easy reach of the machine; 

(d) the quantity of work involved is too small to justify the 
considerable outlay, i.e. on the purchase and upkeep of the 
machine, particularly where the labour-saving is trivial; 

(e) there is inefficiency in organization. 

Good organization is required to obviate — 

(«) Dangers arising from the cards or loose leaves being lost, 
destroyed, misplaced or fraudulently substituted. No handwriting 
on the sheets tends to increase the latter risk. 

(&) Original mors being undetected, as such errors will percolate 
automatically through the whole of the records based thereon and 
will not generally be discovered by the failure of one set of books to 
balance with another. 

Office machinery can be divided into — 

[а) Direct machinery, which is employed in the performing of the 
actual accounting entries, including statistical and financial records. 

(б) Indirect machinery, which is ancillary to the direct machinery 
and of great assistance in preparing for or the checking of accounting 
entries. 

(c) Auxiliary equipment, comprising the numerous devices and 
machines of use generally in the office routine. 



1342 


ACCOUNTANCY 


Examples of [a ) : Burroughs posting machines ; National account- 
ing machines, Hollerith (and Powers) tabulating and sorting 
machines, book-keeping typewriters (from which can be prepared in 
one operation, the ledger entry, daybook entry, statement of ac- 
count and other records, c.g. proof sheets for daily balancing). 

Examples of (&) : Elliott Fisher invoicing machines, comptometers, 
adding and calculating machines, carbotypes. 

Examples of (c) : duplicating machines, addressographs, type- 
writers, internal telephones, postal frankers, letter openers and 
sealers, signographs, dictating machines, dictographs, time recording 
machines, cheque protectors, numbering and coin sorting machines, 
photostats.^ 

In addition there can be added the more familiar types of machine 
and equipment like perforating machines, stamp affixers, cash 
registers, filing cabinets, and many others. 

Advantages of Mechanized Accounting, (i) Saving of time and 
labour resulting in reduction of wages for office administration. 

(2) Increase of accuracy in routine work, and elimination of 
errors. 

(3) Greater legibility, neatness, and accuracy of recording. 

(4) Assists division of labour. 

(5) Records can be kept always up to date, enabling quick 
dispatch of invoices, statements, etc., and the speedier preparation 
of periodic and annual accounts. 

(6) Facilitates, in conjunction with total accounts, daily Trial 
Balances and balancing generally. 

(7) Constant flow of subsidiary records (as the slip system or its 
equivalent is used for posting, etc.). 

(8) As original records will be made in duplicate (or triplicate) 
needless effort of time and labour avoided on copy work (and 
"reading over"), thus enabling interested departments to have 
their "copy" in good time. 

(9) In very large concerns the reduction of routine staff will free 
a certain amount of floor space. 

(10) Facihtation of extraction of supplementary data, e.g. 
financial, costing, budgetary, statistical. 

Disadvantages, (i) Too much reliance upon the automatic 
accuracy of some of the direct machinery. 

(z) The danger arising from a mistake of the person using a 
machine for the "original" record, as this will travel right through 
all records and would not be discovered by an "out of balance" 
discrepancy as in manual work. 

(3) The danger of the operator becoming "mechanical" in ways 
and outlook. 

(4) The high initial cost and upkeep. 

^ These machines, which enable photographs of documents — probates, 
wills, accounts, plans, etc. — to be taken quickly and the negatives stored in 
small space, are extremely useful and were invaluable in the last war. 
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(5) Possibility of fraud through fraudulent use of loose leaves 
and substitution of fictitious accounts without any guidance 
through examination of hand writing. 

( 6 ) Waste through inefficient use and neglect of upkeep of 
equipment. 

Objective Accounting. Operations frequently arise involving 
the question as to whether they are to be regarded as part of a whole, 
or whether they are to be regarded as separate. In other words, 
whether the operations are joint or severable. 

Sometimes there is clear external evidence of intention ; sometimes 
no indication is available as to the intentions of the parties involved, 
in fact, in many instances even the parties themselves have no clear 
conception of what their intentions were. 

In the absence of information, treatment should be on the basis of 
reasonable inference, having regard to changed circumstances, 
lapse of time, etc., and where no equal tenable solutions are available, 
the most conservative aspect should be taken. 

The transactions in question may be simultaneous or resultant. 
As examples, the following may be said to give rise to a considera- 
tion of whether they are to be considered as one or several — 

(i) X purchases a business and, in addition, purchases the business 
property. (A simultaneous transaction.) 

(ii) X purchases the business only mentioned in (i) and later 
purchases the property (a resultant transaction). 

(iii) X as in (i) buys the property and adjacent property at the 
same time as the business is acquired. 

(iv) As in (iii) acquiring such property at a later date. 

(v) An undenvriter is allotted shares in part payment of under- 
writing and also acquires shares by “firm'' underwriting. 

(vi) X is a debenture-holder (with others) in a company which 
goes into liquidation. X, with his co-debenture-holders, takes over 
the security and forms a syndicate which later they sell. 

(vii) X is paid a debt in foreign currency which he decides to 
hold, and later acquires further units of that foreign currency. 

(viii) X buys shares in a company and later acquires further 
shares in that company. 

In many cases, in practice, the need for a decision does not arise, 
but when it does, as for instance where there are third party interests, 
all the facts of the particular case will call for consideration. 

In connection with “Objective Accounting" mention may be 
made of the growing tendency to departmentalize the profit or loss 
of a business in order to obtain greater efficiency and cut out 
unprofitable sections. For the profit of the business may be regarded 
in its simplest form as the accretion of net assets over a period, 
while subdivision of the business into separate departments — 
buying, manufacturing, selling, repairing (without going into great 
detail) — ^might reveal a profit in one and a loss in another. 

The Economic Year. The tendency during recent years has been 
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to move the accounting year of businesses from the calendar year 
to the economic year, that is one commencing and ending with the 
business activities at their lowest ebb. 

At the end of such a period the stock will be at the lowest, the 
cash at the highest (unless the period of credit is long) and the peak 
of sales over, thus enabling accounts for the year to be built up 
quickly and accurately. Where the period of credit given to cus- 
tomers is short, say, a month, accounts may be drawn up to the date 
of the expiry of such period. 

The year end will be at the end of a natural period, e.g. the com- 
pletion of a harvest of a farmer; end of the Christmas trade of a 
poultry business or at the end of a period dictated by business 
convenience, e.g. clearance sales after Christmas or Whitsuntide 
sales ; after delivery of fireworks by fireworks manufacturer. 

It may well be that a business may have more than one season" 
or be engaged in several activities with different peaks and slack 
periods. In such cases, a decision will have to be taken on the balance 
of advantage as regards final accounts; but interim accounts may 
be prepared for each relevant period (for each department). 

It \^1 often happen, particularly in manufacturing concerns, 
that the buying season supervenes, so that, although it does not 
weaken the validity of the argument in favour of the accounting 
terminal date being at the end of the peak season, the advantage 
arising through having a peak cash and a nadir of stock will be 
offset by the increase of new stock bought and creditors therefor. 


EXAMINATION HINTS 

The reader who has worked carefully through the text should 
find himself well equipped to deal successfully with the problems 
arising in the examinations. Unfortunately, candidates do not 
spend a sufficient amount of time really mastering one type of 
problem, invariably skimming over the text (and "auditing" the 
illustrations instead of working them out), hoping to "revise" dur- 
ing the last few weeks or days prior to the examination, such work 
usually being carried out in a frenzied effort to cover the whole 
ground again in a very short period, and invariably succeeding 
only in creating a state of mental confusion. 

No amount of exhortation and outlining a long list of rules will 
be of the slightest avail unless, during the period of his study, the 
student has succeeded in acquiring the rules by practice and 
experience. Most candidates have the benefit of the guidance 
afforded them by the several first-class correspondence courses, but 
usually candidates do not avail themselves fully of such help, 
particularly that given both in the study notes and through the 
corrected exercises or tests, which are invariably accompanied by 
carefully prepared models or solutions. 

Hence the rules given below are intended to remind the reader 
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of the more important points to be observed, all of which will have 
been brought to his notice during the course of his study. These 
rules are not exhaustive and merely set out the more fundamental 
points. 

(i) Answers should be outlined in a concise and readily readable 
form. This will be a help to the candidate himself in revising his 
answer (and amending if necessary) and also will facilitate the work 
of the examiner (giving him a chance to award fair marks). The 
judicious use of showing a vital point in block letters will help. 

(z) Read the question carefully; it is not possible to generEdize, 
but often it will help the student if he runs over the question 
broadly to see what the examiner wants the candidate to do, 
before going into the matter in detail. Frequently, the details are 
somewhat involved, and the candidate will often find it easier to 
make a start in the right direction, if he knows what the examiner 
is asking him to do. 

(3) The candidate must always remember that mere copy work 
earns no marks, and as his objective is to gain in the time available 
as many marks as he possibly can in the aggregate, he must rigidly 
avoid wasting time in perfecting work which is not "productive.” 
In this connection the examiner will not object to the employment 
of reasonable abbreviations so long as he knows what they mean. 
It is generally better to aim at the aggregate result, rather than to 
attempt full marks on any one question. 

(4) The problem that always confronts the candidate is how far 
he can leave the answer "in the air,” that is, without a formal 
finish. No hard-and-fast rule can be laid down, but provided always 
that the basis of the answer is given, it is submitted that, once the 
stage has been reached when the candidate could leave the formal 
completion to a junior in the office, then it can be left and another 
problem tackled. 

(5) It is our experience that candidates are singularly lacking in 
their knowledge of quick mental arithmetic, and they show a 
deplorable lack of practice in the exercise of this important factor, 
involving a very serious inroad into the time available to them in 
the examination. Where necessary, reasonable approximation may 
generally be made, but the basis of a computation or calculation, 
Eind the rough workings, must be shown. 

(6) In most examination problems the candidate cannot gain 
anything like full marks unless he gives the necessary assumptions, 
comments and qualifications, and this applies with particular force 
to the "inexact" type of question, where, deliberately or other- 
wise, the examiner is vague and ambiguous in the wording of his 
question. It is at times almost a mental feat to understand what 
is required. No objection can be raised to a question where the 
ambiguity merely relates to the use of a single word, unless its 
employment makes the question difficult to understand, as the 
candidate is entitled in such circumstances to make reasonable 
assumptions and, having stated them, proceed with his answer 
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accordingly. It must also be remembered that, in certain cases, 
the vague question is the best method of testing the candidate's 
ability. In general, however, it is submitted that the candidate is 
entitled to know what is required of him. 

(7) Where a problem involves a purely legal point, the answer 
should give effect to it. If the question gives facts which are 
identifiable with an established point of law (whether arising by 
Statute or Case law) the candidate must proceed accordingly, 
supporting his answer by reference to the Statute or decided case. 
Where, however, the point of law is one that is capable of different 
interpretations (in the absence of authority), the candidate should 
answer according to his view of such particular legal point, but 
emphasizing by way of note other possible solutions and indicating 
that in practice legal guidance might have to be obtained. 

(8) As is known, the examiner gives due credit for style, layout, 
knowledge of English, etc., and, therefore, the candidate should 
make his answers with due regard to these matters. Apart from 
this reason, the candidate should realize that it is in his own interest 
to pay particular attention to alignment and spacing. (Most candi- 
dates persist in placing writing too near to figures. There should 
be ample space, as often the candidate will find during the course 
of his answer that he requires one or more inset columns for his 
figures.) 

(g) In dealing with contentious matters a fair sense of neutrality 
should be observed, calling for a reasoned and balanced marshalling 
of the arguments on both sides, expressed in language that is clear, 
concise, and relevant. 
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Acceptor, see Bills of Exchange 
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partnership, 698 et seq. 
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aliquot parts, 30 
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flat and redemption yield, 36 
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depreciation of, 177 et seq. 
fixed, floating and fictitious, 134 
improvement, 197 
in published Balance Sheet, 959 
life of, 188 

tangible and intangible, 134 
writing off, 190 
Assignment — 

of bill of exchange, 142 
of life policies, 668 
Associated company, iid6 
Associations, accounts of, 265 et seq. 
Assurance accounts, 1172 et seq. 
annuities, 1172 

Balance Sheet, T177, 1178, 11B2 
bonus, 1182, 1183 
claims, 1172, 1177 
classes, 1172 

compulsory winding up, 1186 
consideration for annuities granted, 
1172 et seq. 

dividends and interest, 1177 
fund, 1175 
life policies, 1172 
premiums, T172, 1177 
Profit and Loss Account, 1181 
published accounts, 1175 
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Assurance accounts (contd .) — 
quinquennial valuation, 1182 
reinsurance, 1174 
Revenue Account, 1173 ct seq. 
special provisions in Companies 
Act, 793, 1047 . 1175 
statutory requirements, 1175 
surrenders, 1174 
Valuation Balance Sheet, 1182 
Assurance Companies Act, 1946, 11 86 
Assurance policies, 1172 
Auditors' — 

remuneration, 792 
report, 773, 774, 797, 958, 1047 
rights, 773, 778 
Authorized capital, 868 
increase or decrease, 868 
Average, 38 
clause, 1 1 89 

due date, 52 et seq., 563-6 
weighted, 38 

Bad Debts — 

Account, 7, 77, 78 
amounts recovered, 7 
Provision, 77, 78, 245, 263 
Balance Sheet, 58, 61, 134 et seq., 785 
et seq. 

analysis, 1316 
assets classified, 134 
auditors' report, 773, 774, 797, 958 
Combined, 471 

consolidated, 1049 et seq., 1064, 
1106 

contents of, 134 
contingent liabilities, 156, 196 
criticism of, 1339 
director’s report and, 771 
form of, 135, 137 

limited companies, 799, 958, 

1106 

general survey of, 137 
holding companies, 1049 et seq., 
1106 

interpretation of, 1315, 1335 
limited companies, 799, 958, 1106 
preparation of, 61, 134 
provisions in, 192 et seq. 
reserves in, 192 et seq. 
sequence of items in, 134, 799 
Balancing methods (ledgers), 237 
Bale V. Cleland, 933 
Bank — 

interest, 51, 52 
Pass Book, 18 

Reconciliation Statements, 17 et 
seq. 

Bank Book-keeping, 1267 et seq. 
Acceptors' Book, 126B 
Balance Sheet, 1273 


Bank Book-keeping (contd .) — 

Bills Discounted Ledger, 1267 
final accounts, 1272 
General Cash Book, 1269 
Ledger accounts, 1269 
Paying Cashier's Counter Cash 
Book, 1267 

rebate on bills discounted, 1272 
Received Waste Book, 1267 
Receiving Cashier's Counter Cash 
Book, 1267 
slip system, 1271 

special provisions in Companies 
Act, 786, 793, 1047 
Bankruptcy — 

accounts of Trustee, 1218 
adjudication, 1209 
contingent liabilities, 1207 
deferred creditors, 1209 
Deficiency Account, 1200 et seq., 
1220 

"firm” bankruptcy, 1215 
liquidation, compared, 1221, 1244 
preferential creditors, 1208 
pre-preferential creditors, 1208 
remuneration of Trustee, 1218 
schedules, list of, 1210 
secured creditors, 1209 
Statement of Affairs, izoo et seq., 
1219 

statutory forms, 1218 
unsecured creditors, 1203, 1209 
Barrow v. Barrow, 557 
Base Stock valuation, 88 
Beni-Felkai Mining Co., Ltd., In re, 
1244 

Bill of Costs Journal, 128B 
Bills Delivered Book, 1288 
Bills of Exchange, 141 seq, 
acceptors' books, 146, 130 
accommodation bills, i6d 
Act, i88z, 141, 147, 161 
advances against, 170 
advantages of, 143 
as security, 176 
Bill Books, 167, 169 
Bills— 

Diary, 170 

Discounted Ledger, 1267 
Discounted Register, 169 
Payable Book, 146, 167, 169 
Receivable Book, 146, 167, 169 
Received for Collection Register, 
126B 

Received for Discount Register, 
1268 

book-keeping entries, 143 et seq. 
cheque, definition of, 141 
creditor's books, 148 
days of grace, 147 
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Bills of Exchange (ccmfd .) — 
debtor's books, 146 
definition of, 141 

discounting, 148, 158, 160, 172, 173 

dishonour, 146, 133 

drawer's books, 148 

for collection, 170 

foreign bills. 143, 144 

holder in due course, 142 

inland, 143 

Marginal Deposit Receipt, 171 
noting charges, 135 
promissory note, definition of, 141 
rebate on bills discounted, 173 
retiring, 136 
short, 170 

Special Margins Account, 171 
specimen. 144, 143 
stamp duties, 144 

Bonus share dividends received by 
holding company. 966, 1041 
Bonus shares, 967 

Bonuses (life assurance), 1182, 1183 
Book-keeping to Trial Balance, i 
ei seq. 

bad debts, 7 
recovered, 7 
Cash Book, 3 
detection of errors, 14 
drawings, 3 
Journal, 2 
Ledger, i 

Purchases Day Book, 2 
Purchases Returns Book, 3 
Sales Day Book, 2 
Sales Returns Book, 3 
Trial Balance, 7 

Books, returns and accounts, compan- 
ies, 771 ct scq. 

Branch Accounts, 395 et seq. 
adjustments — 

in Branch and Head Office 
Accounts, 448 
fe price changes, 432 
stock, 411, 448 
sundry, 430 
branch control, 474 
capital expenditure, 473 
charged out at selling price, 410 
seq. 

conversion of foreign currencies, 
434 et seq., 463-5 
debtors system, 396, 398 
departmental method, 396 
depreciation, 429 

difference in balance of stock, 427 
divisions, 395 

double column method, 421 
double entry, 442 
expenses at branches, 413 


Branch Accounts {cantd .) — 

foreign branches, 434 et seq., 471, 
473 

foreign currency conversion, 434 
et seq., 463-5 
goods — 

in transit, 413 
invoiced at cost, 396, 407 
invoiced at selling price, 396, 410, 
422 

handling charges, 417 
head office books, 471 
inter-branch transfers, 447 
memorandum debtors, 405 
memorandum final accounts, 402 
partnerships, 750 
price changes, 432 
profit and loss on exchange, 463 
recording assets and liabilities in 
head office books, 471 
returns, 476 

self-contained accounting, 442 et 
seq. 

stock and debtors system, 396, 407 
stock shortages abroad, 427 
stores accounts, 456 
unrealized profit, 447, 452 
Branches (partnerships), 750 
Brokerage — 
on shares, 1133 
voyage accounts, 223, 224 
Brokers' Accounts, 1132 et seq., 1142 
Drown V. de Tasiet, 557 
Building Societies, 1304 et seq. 

Acts, 1874 and 1894, 1304, 1305 

Calls — 

collection of, 1226 
in advance, 806, 807, 945 
in arrear, B06, 8d8, 945 
interest on, 806, 945 
Table A, B06, 945 
Cancellation — 

of debentures, 632 et seq. 
of shares, 873, 946 
Capital — 

alterations, B67 et seq., 946 
authorized, 868, 946 
called up, 801 
consolidation of, 870, 946 
conversion of, 868, 946 
Fund Account, 267 
increase and decrease, 868, 946 
interest on, 361, 6B9 
interest paid out of, 786, 944, 945 
issued, 801 et seq. 
nominal. Box, 868 
redemption, 870-5 
Redemption Reserve Fund, 871, 
935 
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Capital (contd .) — 

reduction of, 868, 873, 875 
reorganization of, 877 
reserve, 193, 787, 935 
stamp duty, relief from, 1009 
statement, 259 
subdivision of, 870 
subscribed, 801 et seq. 
surplus. 933 
working, 1324 

Capital and Revenue Expenditure, 
197 et seq. 

capital and revenue receipts. 198 
capital expenses. 198 
classification of expenditure, 206 
deferred revenue expenditure, 200 
improvements, 197 
legal expenses, 199 
receipts, I9B 
repairs, 199 
wages, 199 

Carriage inwards and outwards, 91 
Cases, packing, 207 et seq. 
reserve, 210 
trading account, 208 
Cash — 

Book, 3 
discount, 4 
dividends, 964 

received by holding company, 
1038, 1040 
float. 24 
on delivery, 219 
profits, 265, 588 
sales and purchases, 3 
"Cash" Basis, accounts on, 265, 588 
Certificate — 

of Incorporation, 762 
to commence business, 892 
Charges, Register of, 777, 779, 782 
Chartered company, 769 
Chatter ley-Whitfield, re, 1162 
Cheque, definition of, 14 1 
Cheques — 

dishonoured, 6, 20 
uncleared, 17 
unpresented, 17 
Chief rent, 547, 548 
C.I.R. V. Cock, Russell 6- Co., Ltd., 
89 

C.I.R. V. Cranford Ironstone, 308, 
312 

City of Glasgow Bank v. Mckinnon, 

933 
Claims — 

compensation, 1197 
fire, 1189 

life assurance, 1172, 1177 
loss of profits insurance, 1187 
loss of stock. 1189 


Clients' — 

accounts, 1289 

Disbursements Account, 12 89, 1302 
Clubs, accounts of, 265 et seq. 

C.O.D., 219 et seq. 

Coeflicient of dispersion, 1165-6 
Cohen Committee, report of, 769, 

785 

Collateral security, 835 
Collection — 

Accounts, bills of exchange, 170, 
171 

of calls, 1226 

Collins V. Greyhound Racing Associa- 
tion, Ltd., 879 

Columnar Book-keeping, z8o 
Commission — 
address, 223 
agreements, 936 
calculations, 31 
del credere, 337 
directors', 107, 938 et seq. 
manager's, 107, 938 et seq. 
overriding, 879, in8 
shares on, B33 
underwriting, 878, in 8 
Companies Act, 1929, 785, 794, 814 
Companies Act, 1947, 766, 785, 8od 
Companies Act, 1948 — 

Sect. — 


27. 

1072 

28, 

767. 

51- 

801 

53. 

878 

54. 

791 

55. 

768 

5&. 

787-8. 1034 

57. 

814, 862, 1115 

58, 

870, 935 

60, 

774 

6z, 

871 

65. 

944 

66, 

873 

74, 

B31 

86, 

777 

87. 

777 

90. 

635 

95. 

779 

102, 

1234 

no. 

777 

124. 

778 

126, 

778 

127, 

778 

128, 

778 

I2g, 

768, 77B 

130, 

775. 776 

136. 

959 

143. 

768, 869 

145. 

778 

146, 

778 
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Companies Act, 1948 (contd ,) — 

Sect. — 

147. 

771 

149, 

786, 797n,, 1044, 1114 

150. 

1043, 1048 

151. 

1044, I TOO, iin8 

152, 

1043, 1045. 1049 

153 

1036, 1044 

154. 

1035 

155. 

773. 786 

156, 

773. 7B6, 1D47 

157. 

773 

158, 

773 

162, 

773. 774 

163, 

797 

189, 

794. 795 

190. 

793. 1340 

191. 

795 

195. 

779 

ig6. 

774. 795. 797. 960, TD47 

197. 

794. 797. ID47 

2og. 

1010, 1034 

222, 

1186 

283. 

1240 

287. 

1034 

319. 

225, 1224 

322, 

831 

366. 

1233 

367. 

1233 

371. 

1235 

372. 

1234 

373. 

1235 

429. 

550 

434. 

550 

436, 

771 


Eighth Schedule, 774, 787, 788- 
793* 797. 800. 1D45, 1047, 

1048, 1049, 1175, 1275, 1340 
Ninth Schedule, 773, 774, 1047, 
iioB 

Companies — 

and Partnerships, compared, 766 
associated, 1106 
types of, 769 

Comparative Balance Sheet, 1335 
Compensation claims, 1197 
Consideration — 

for annuities granted, TJ72 et seq. 
purchase, 879 
Stock Exchange, 1132 
Consignment Accounts, 336 e/ seq. 
accounts sales, 336, 337 
Lonsignpe's books, 366 
consignor's books, 337 
correction of errors, 356 
cost price method, 339, 355 
del credere commission, 337 
discounts and allowances, 368 
invoice price method, 346, 354 
joint venture with, 374 


Consignment Accounts (cimtd .) — 
loss of stock, 343 et seq. 
memorandum column method, 349 
profit and loss on exchange, 364 
sale price method, 346, 354 
stock, 343, 345. 368 
loss, 343-6 
unsold, 341 
Consolidated — 

Appropriation Account, 1095 et 
seq., 1107 

Balance Sheet, preparation of, 
1049, 1064, 1106 

Profit and Loss Account, prepara- 
tion of, 1095 et seq., 1107 
Construction capital, interest on, 786, 
944 

Contingent liabilities, 15^, 196, 791, 
1055, 1207 
Contingency — 
provision, 196 
reseiVL*, 196 
Contract stamps, 1134 
Contributories, list of, 1237 
Control Account, 234 et seq. 
Conversion — 

of debentures into new debentures, 
B62 

of debentures into shares, 862 
of foreign currency, 463 
of shares into stock, 868 
of stock into shares, 868 
to double entry, 247 
to sterling, rules for, 463 et seq. 
Co-operative societies, 1307 
Correction of Errors, 293 ^t seq. 

consignment accounts, 356 
Cost — 

and selling price, 29 
of control, 1051, 1064 
of sales, 94 

or market price valuation, 88 
prime, 1245 
Costs, bills of, 1289 
Course of Dealing, 550, 551 
Cover for dividend, 1164 et seq. 

Cox V. Edinburgh and District Tram- 
ways Co., Ltd., 931, 934 
Crabtree, in re, 933 
Creditors — 
deferred, 1209 

guaranteed by vendor, 1314 
preferential, 1208 
pre-preferential, 1208 
secured, 1209 
Suspense Account, 907 
unsecured, 1203, 1209 
Cross-holdings of companies, 1004 
Cruikshank v. Sutherland, 552, 649 
Cum dividend, 1135, 1136 
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Current — 
account, 53 B 
assets. 134 

Daily balances, 51 
Day Book — 

C.O.D., 2zo 

combined with Ledger, 289 et seq. 

hire purchase, 496 

purchases, 2 

returns, 3 

sales, 2 

Days of grace, 147 
D eb en tu r e-hol d ers — 

Receiver for, 1233 
Register of, 777 
Debentures, B31 et seq. 
annual drawings, 846 
book-keeping entries, 83 6 
cancellation, 832 
classification, 83 1 
conversion, 862 
definition, 831 
expenses of issue, 790, 833 
fixed and floating charge, S31 
insurance policy method, 844 
interest on, 836, 832 
issue of, 831, 833, 833 
own, 831 et seq. 
premium, 84 8 

purchase in open market, 851 
redemption fund for, 843 
redemption of, 838, 842, 846 
sinking fund for, igo, 838 
tax on interest, 836 
Debtors — 

guaranteed by vendor, 1314 
provision, 275 et seq. 
reserve, 275 et seq. 

Suspense Account, 907 
Decimalization of money, 33 
Deed stamps, 877 
Deferred — 
capital, 1228 
creditors, izog 
payment, purchase by, 324 
revenue expenditure, 200 
Deficiency Account — 

in bankruptcy, izoo et seq., 1220 
in liquidation, 1221, 1241, 1244 
Del credere commission, 337 
Departmental Accounts, et seq. 
administration charges, 379 
allocation of expenses, 379 
objects, 378 
tabular statement, 393 
Trading and Profit and Loss 
Account, 383, 386 
transfers, inter-departmental, 381 


Depreciation, 74, 177 et seq. 
additions during year, 76, 179 
amortization, 183 
annuity method, i Bo 
bases, 1B9 
causes, 177 
definition, 177 
depletion method, 187 
diminishing balance method, 179 
distinction between depreciation 
and fluctuation. 177 
efliciency hour rate, 1B7 
fund or reserve, 181, 1B9 
general, 74 

insurance policy method, 1 83 
legal and commercial view, 188 
life of asset, 1S8 
machine hour rate, 1B7 
maintenance and, 178 
Plant Register, 189 
recommendations of Institute, i8d 
renewals, 188 

repairs, maintenance and depre- 
ciation fund or provision, 1B6 
revaluation method, 185 
sinking fund, 181, 190 
straight line method, 17 8 
Detection of errors, 14 
Directors — 

commission paid to, 107, 937 et seq. 
register of, 777, 77B 
remuneration of, 774, 794, 946, 960 
report, 771, 772 
Discount, 7 9-8 1 

bills, 148, 158, ibo, 172, 173 
cash, 4 

companies, special provisions in 
Companies Act, 793, 1047 
provision, 79 
trade, 3 
Dishonour — 

of a bill, 146, 133 
of a cheque, 6, 20 

Dissolution of Partnership, 708 ei seq. 
Dividends, 961 et seq. 
classification, 961 
cover, 1164 
cum, 1133, 1136 
equalization fund, 9S1 
equalization reserve, 981 
ex, 1133-6 

free of tax, 963 et seq. 
interim, 946, 961 
proposed, 790 

Divisible profits and final accounts. 
932 et seq. 

Doctors' accounts, 286 et seq. 

Double Account system, 1113 et seq. 
Capital Account, 1116 
characteristics of, 1116 
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Double Account system [contd .) — 
depreciation in, 1 1 1 6 
Receipts and Expenditure on 
Capital Account, 1115 
replacements, 1117 
"single account" system con- 
trasted, 1 1 16 
Double entry — 

abridged, z6i et seq. 

Conversion from single entry, 247 
essentials of, i 

Doubtful debts provision, 77 
Drawing a bill, 141 
Drawings, 5 
of partners, 559 
Duty stamps on bills. 144 

Earnings basis of share valuation. 

1151 

Economic year, 1343 
Edwards v. Saunton Hotels, 178, 937, 
94 * 

Efi&ciency hour rate, 187 
Effluxion of time, 177 
Elimination process on acquisition — 
companies, 910 
partnership, 643 et seq. 

Elliott V. Elliott, 664 
Employers’ liability insurance, 120 
Endowment policy, 1 83 
Account, 184 

Epoque method, accounts current, 
41, 42 

E.P.T. post-war refund, 542, ghSn. 
Equalization fund for dividends, 981 
Equity, 1051 

basis of share valuation, 1158 etseq. 
Errors — 

compensating, 14 
correction of, 293 et seq. 
in Trial Balance, 14, 13 
of omission, commission and prin- 
ciple, 14 

Ex dividend, 1135 
Examination — 
hints, 1344-6 
procedure, 99-1 n 
Exchange — 

Control Act, 1947, 785 
foreign, 455, 1276 et seq. 
forward, 1276, 1280 
prohts and losses on consignment 
accounts, 364 

Exempt private company, 768 
Expenditure, classification of, 206 
Expenses — 

accrued and accruing, 69 
preliminary, 877 
prepaid, 65 
stock, 73 


Farm accounts, 1309, 1310 
Fictitious assets, 134 
FIFO, 88 
Final accounts — 
adjustments, 65 
debenture interest, 837 
examination procedure, 99 
functions of, 57 e/ seq. 
limited company, 946 
rules for construction of, 59 et seq. 


Finance Act — 

1921, 

1282 (s. 32) 

1922, 

96B (s. 21) 

19241 

964 (s. 33) 

1927, 

g68, (s. 31-*), 1009 (s. 55) 

1928, 

1009 (s. 31) 

1930, 

1009 (5. 36) 

1933. 

ID09 (s. 41) 

1940. 

767. 1157 (s. 55) 

1942. 

225, 1209 (s. 20) 

1945. 

543 


1157 (a- 47) 

i 947 » 

983 (s. 36) 

1952. 

I 2 dB (s. 30) 

1953. 

537 (a- 19), 543 (a- 3 *) 


Finance, cost of, 122 


Financial statement, 1335 
"Firm" bankruptcy, 1215 
Firm underwriting, 1126 
Fixed assets, 134, 932 
Flat yield, 36 e/ seq. 

Floating assets, 134, 932 
Fluctuating exchange, 455, 460 
Foreign bills of exchange, 143 et seq. 
Foreign Branch Accounts, 454 et seq 
branch records, 454 
capital expenditure, 456 
columnar Trial Balance, 459 
combined accounts, 469 
Foreign Exchange, 1276 et seq. 
consignments, 364 et seq. 

Conversion rules, 463 
currency suspense, 1280 
Difference on Exchange Account, 
1276 

fluctuating, 455, 460 
forward exchange, 1276, 1279-81 
contract, 1276, 1277, 1280 
partnership accounts, 753 
Profit and Loss on Exchange 
Account, 1276 
stable, 455 

use of memorandum currency 
column, 1277 
Foreign — 

remittances, 463 
revenue expenditure, 456 et seq. 
Stores Accounts, 456 
Forfeited shares, 815 
Forward exchange, 1276, 1277, 1280 
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Foster v. New Trinidad Lake Asphalte 
Co., Ltd., 933 

Fractional shares, g6B, 978, 993. 994 
Fractions list. 994 
"Free of tax” dividends, 963 
Fully-paid shares converted into 
stock, 868 
Fund — 

amortization, 183 et seq. 
capital. 266, 270 
depreciation, 181 
life assurance, 1175 
reserve, 195 
sinking, iBi 

Garage accounts, 384 
Garner v. Murray, rule in, 553, 709, 
721. 725. 746 
Garwood v. Poynter, 557 
Gas Consumption Ledger, 2 82 
Gearing, high and low, 1161 
Glyncorrwg Collieries, In re, 1235 
Goods — 
c.o.d., 219 
in transit, 415 
lost, 415 

□n approval, 214 
on consignment, 336 
on sale or return, 214 
sent to branches, 395 
Goodwill, 624 et seq., 663, 880, 893, 
1051 
Gross — 

profit and gross loss, 57 
profit, marginal, 140 
works cost of manufacture, 1246 
Ground rent, 546, 547 
Group accounts, 1035 et seq. 
Guarantee — 

of profits to partner, 59B 
recoupment, 604 
vendor, 1314 

Handling charges, branch accounts, 
417 et seq. 

Head (Henry) i5- Co., Ltd. v. Rvpner 
Holdings, Ltd., 1034 
Head Office, branch accounts, 395 
et seq. 

Hidden reserve, 194 
Hilder v. Dexter, 932 
Hinds V. Buenos Aires Tramways Co., 
Ltd., 945 

Hire Purchase Accounts — 479 et seq. 
accounting methods, 481 
adjustment accounts, 499, 500 
assignment, 521 
Branch method — 
at cost price, 502 
at selling price, 300 


Hire Purchase Accounts (contd .) — 
depreciation. 516 

goods out or stock method, 493 et 
seq. 

advantages and disadvantages 
of, 502 

hire purchaser’s books, 313 
hire vendor's books, 481, 302 
interest suspense method, 484 
Maintenance Suspense Account, 309 
Memorandum Accounts, 493, 498 
Methods in Hire Vendor’s books, 
summarized, 302 
ownership, 479 
“possession,” 479 
post sales services, 309 
Purchaser’s Book, 313 
returns, 506 
Sales — 

contrasted with hire purchase, 
479, 524 
Day Book, 496 
for deferred payments, 324 
method, 481 
with reserve, 492 
stock schedule, 497 
summary of accounting methods, 
302 

Hire Purchase Act, 1938, 480, 324 
Holder in due course, 142 
Holding Companies — 
accounts of, 1043 et seq. 
acquisition entries, 1038, 1030 
advantages, 1033, 1036 
alternative method of presenting 
group accounts, 1102 
arrears of preference dividend of 
subsidiary, 1097 
associated company, 1106 
auditor’s report, 1047 
book-keeping entries, 103B et seq. 
capital reserve, 1032 
Consolidated — 
accounts, 1047 

Appropriation Account, id95 
et seq., 1107 

Balance Sheet, preparation of, 
1049 et seq., 1064 el seq., 1106 
Profit and Loss Account, 1095 et 
seq., 1107 

Consolidation Rules, 104 8-9, 1064 
et seq. 

contingent liabilities, 1033 
cost of control, 1031 
creation of, 1037 
cross-holdings, 1004, 1072 et seq. 
defined, 1033 
disadvantages, 1035, 36 
dividends from subsidiaries, 1039, 
id68 et seq. 
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Holding Companies (contd .) — 
bonus, 1041 
cash. 1040 
equity, 1051 

financial year of Group, 1.136, 1044 
goodwill, 1051 

computation of, 1054 
group accounts, 1043-5 

with more than one subsidiary, 
1069 

inter-company balances. 1055, 1072 
inter-company transactions, 1061 
Journal entries, 1091 seq. 
minority — 
interests. 1056 

proportional method of compu- 
tation, 1057 
shareholders, 1056 
part sale of holding in 5ub5idiar>% 
1087-90 

partial shareholding, 1056 
post-acquisition profits and losses, 
1060 

pre-acquisition profits and losses 
1050 

preference shares of subsidiaries, 
1063, Tog7 

presentation of accounts, 1043 ei 
seq. 

profits and dividends of subsidi- 
aries, lobB 

published accounts, 1106 
rules for preparation of — 

Consolidated BalaT^ce Sheet, 
1040, 1064 et seq., iiob 
Consolidated Profit and LovSS 
Account. 1095, 1107 
shares in, held by subsidiary, 1072 
statutory requirements, summary 
of, 1048 

subsidiary company — 
defined, 1035 

part sale of holding in, 1087—90 
treatment of, in Balance Sheet, 
1038, TO45 

unrealized profits, 1042, loGi, 1097 
Hoole V. G.W.R., 974 
Hotel book-keeping, 284, 285 

Imprest system, 24 
Improvements, 197 
Income — 

accrued and accruing, 72 
and Expenditure Accounts, 26O 
unearned, 71, 72 

ncome Tax in relation to accounts, 
526 et seq. 

acquisition of property, 544 
adjustment of assessments, 526 et 
seq. 


Income Tax (cemtd.)^ 

adjustment of profits, 528, 536 
allocation between partners, 536, 
539 

allowances, 539 
annuities, 327 
bank interest, 534 
basis of assessment, 526 
business profits, 52^ et seq. 
changes of ownership of property, 
544 

chief rent, 547, 54B 
collection of tax, 527 
at source, 527, 532 
current fiscal year, 526 
dividends and interest ,532, 533 
due dates of payment, 527, 541 
E.P.T. post-war refunds, 542. 9680. 
fiscal year, 526, 536 
five schedules, 526 
foreign income, 526 
Income Tax Account, 544, 838, 
957 

interest paid, 527 
received, 532 

limited companies, 536, 541 
net annual value, 530 
partnership, 53(j, 537 et seq. 
patent royalties, 538 
P.A Y.E., 229, 527 
payment of tax, 527 
Profits Tax, 542, o6d, 1170 
recoupment of Income Tax. 530 
rent, 530 

chief, 547, 548 
reserves — 

in limited companies, 341 
in partnership, 537 
royalty and deduction of tax, 306 
Schedules, 526 
split assessment, 536 
tax reserve certificates, 542 
Income Tax Act, 1952 — 

Sect 199, 9O4 

245-64, q68 

379, 1282 

Incorporation of company, 762, 771, 

S77 

Increase of authorized capital, 868, 
946 

Index number, 1335, J337 
Industrial and Provident Societies 
Acts, 1B93 and 1913, 1307 
Inland bill, 143 
Inner reserve, 194 

Institute of Chartered Accountants, 
recommendations of — 
on depreciation, 188 
on profits tax, 960 
on taxation, 342 
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Insurance accounts, 1172 et seq. 
Insurance claims, 11 87 et seq. 
average clause, 1189 
book-keeping entries, 1193 
compensation claims, 1197 
lire loss, 1189 
loss of profits insurance, 1187 
loss of stock claim, 1189 
own insurance, 1195 
rules for loss of profits claim, 1 1 87, 
1188 

sale of property, 546 
salvaged stock, 1193 
"short'" sales, 1188 
Insurance policy — 

method of depreciation, 183 et seq. 
premiums, 1172, 1177 
Interest — 
accruing, 72 

as appropriation of profit, 566 
in investment accounts, 1135 
on calls, 806, 945 
on capital — 
excessive, 578 
omitted, 574, 577, 580 
on construction capital, 786, 944 
on loan, 81-4 

on own debentures, 832 et seq. 
tax on, 527 el seq. 
untaxed, 533 

Interim dividends, 946, 961 
Interpretation of accounts, 1315—38 
Introduction of a partner, 704 
Investment accounts, 1132-50 
Issue of debentures, 831, S33, 835 
as collateral security, 835 
Issue of shares, 801 et seq. 

Johnston v. Chestergate Hat Manu- 
facturing Co., 938, 942 
Joint Stock Company, see Limited 
Company 
Joint Venture — 

Accounts. 31 B 

complete double entry books, 326 
Consignment Account with, 374 et 
seq. 

general rules, 31 8 
interest, 323 

Memorandum Account, 319 
treatment of stock, 319 
Journal, 2 

Goods on Approval, 215, 217, 218 
Share Transfer, 829 
Transfer, 236, 237 
Junior partners' agreements, 600 

Law of Property Act, 1925, 546 (s. 
47), 1233 (ss. 101 and 109) 


Ledger, i, 5, 12 

combined with Day Book, 
seq. 

gas consumption, 2 82 
rental, 282 
visitors’, 284 
Life Assurance — 

accounts, 1172 et seq. 
fund, 1175 
policies, 1172 
LIFO, 88 

Limitation Act, 553, 979 
Limited and ordinary parti- 
contrasted, 73 B 

Limited Companies' Accounts 
769 et seq, 
absorptions, 981 
accounting, change in basis 
acquisition entries, 877, go' 

1314 

agreements for commission, 
allotment, 801 et seq. 
letter, 783 
particulars of, 834 
alphabetic summary, 764 
alterations of capital, B67 et 
amalgamations, 98 1 et seq. 
annual return, 777, 780 
apportionment of shares br 
vendors, 902 

articles of association, 7 64 (5 
Table A) 

assets, 788, 791, 79S, 959 
assurance companies, specia- 
visions, 793, 1047, 1186 
auditors, 773 

remuneration of, 792 
report of, 773, 774, 797, 95^ 
rights of, 773, 778 
authorized capital, 8 67. 868 
Balance Sheet, 785, 958 
circulation of, 773 
contents of, 785, 958 
documents to be attache-^ 
773. 7S6. 797 
notes, 790 

signature of, 773i 7^^ 
specimen, 799 

bank loans and overdraft, 7 85,; 
banks, special provisions, 

1047 

bonus shares, 933. 9^7 

advantages and disadvantJ 
966-9, 977 

dividends on, 966, 967 
books of account and returns, 
et seq. 

borrowing powers, 946 
calls in advance and in arrear, 
945 
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^ Companies' Accounts 
*ontd ,) — 

ita.1 Share Capital) — 
jtmmtments, 791 

distribution of, 933 
^demption Reserve Fund, 871 
^rve, 193* 7^7. 935. 1052 
fc seq. 
lApate — 

Jlncorporation, 762 
> commence business, S92 
:ateral security. B35 
^panies Acts, 1929. i947. and 
$1^8, see Companies Act 
iT^arison with partnership, 766 
i<*istrii9tion capital, interest on, 
36, 044 

W fcents of Balance Sheet, 785 
jiT’ tingent liabilities, 196, 79T 
jss-holdings, in reconstruction, 
^1004-7 

r bentures, 789. 831 et seq. 
^Dok-keeping entries, 836 
Vltocellation of. 852, et seq. 
ctssification of, 831 
^'.Gtmmission, 790 
inversion, 862 
jjscount, 790, B33, 84G 
Vawings, 846 
ifeepenses of issue, 790, 833 
3xed charge. 831 
gating charge, 831 
;^urance policy method, 844 
Interest, 836, 852 
ifeue, 831, B33, 835 
as collateral, 835 
expenses, 833 

mine redemption fund, 867 
premium on, 848 
purchase. 851 

f^demption of, 83S, 842, 846 
by annual drawings, 846 
fund, 839 et seq. 

I issue of redeemed, 787, 789 
jpayment at maturity, B39-42 
nking fund, igo, 838 
;amp duty on, 831 
reciation, 7B8, 792 
Jetors — 

ttendance Book, 778 
noluments of, 774, 794, 795, 
79S, 946, 960 
lans to, 793 
payments to, 794 
Register of, 778 
teport of, 771, 772 
:ount companies, special pro- 
visions, 793, 1047 
id end — 

lank Account, 978 


Limited Companies* Accounts 
{contd .) — 
dividend — 

Equalization Fund, 981 
Equalization Reserve, 981 
dividends, 946, 961 et seq. 

arrears of preference, 791, 1020 
bonus, 933, 966, 967, 977 
book-keeping entries, 969-71, 
974-5 

cash, 964, 977 
forfeiture of, 979 
fractions, 978 
free of tax, 963 
interim, 946, g6i 
on participating preference 
shares, 963 

on partly paid shares, 946, 962 
payment direct to bank, 978 
preference shaieholders, position 
of, 961 

proposed, 790, 792 
scrip, 974, 977 
tax on. 532, 533, 964 
through bankers, 978-81 
divisible profits, 932 et seq. 
commissions, 937-44 
cDiislruction capital, interest on, 
7 86, 944-5 

published accounts, 958 
documents to be filed, 768, 780, 
814, 869, 871, 873, 877 
emoluments of directors, 774, 794 
et seq., 946, 960 
exempt private company, 76B 
expenses, jireliminary, 790 
final accounts, 946-61 
foreign currencies, conversion of, 
79T 

forfeiture of shares, 815, 81 8 
formation, 877 

fractional shares, g6S, 978, 993, 

994 

funds, provisions and reserves, 987 
general principles, 762 
goodwill, 789, 88o et seq. 
holding company, 1035 et seq. 
incorporation, 762, 771, 877 
increase of capital, 867, 868, 946 
interest — 

on calls in advance and in 
arrear, 807 

on construction capital, 786, 944 
introduction, 762 et seq. 
investments, 78 8, 791, 792, 798 
issue of debentures, 831, 833, B35 
issue of shares — 

at discount, 790, 814, 824 
at par, 801 
at premium, 812, 822 
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Limited Companies' Accounts 
(contd .) — 
liabilities, 789 
liquidation, 984-5 

fixed charge, 1221, 1225 
floating charge, 1221, 1223, 1235 
loans — 

to directors and officers, 793 
to employees, 791 
loss prior to incorporation, B94 
members, 763, 777 

competing claims of. 988 
Memorandum of Association, 764 
Minute Book, 778 
nominal capital, 868, B73, 946 
notes to Balance Sheet and 
accounts, 790, 792 
notice convening meeting, 959 
opening entries, 918 
option on shares. 790 
over-subscription, 809 
partnership contrasted, 766 
patents, 789 

payments to directors and officers, 
794 

preference shares — 
participating, 965 
position re dividends, 961, 1020 
redeemable, 870 
rights of, 988 

preferential creditors, 1224 
preliminary expcnsevS, 790, 877 
private company, 767 

contrasted with public company, 
768 

exempt, 768 
Profit and Loss — 

Account, 925, 951, 954, 95^ 
contents, 792 
notes, 792 
specimen, 800 
submission of, 771 
Appropriation Account, 800, 

935. 959 

prior to incorporation, 892, 894, 

897 

proposed dividend, 790 
prospectus, 877 

provisions and reserves, 787, 789, 
792, 798, 935 . 986, 987 
proxy, 959 
public company, 768 

compared with private company, 
768 

published accounts, 956 
purchase consideration, 879 
purchase of partnership business, 
729 

reconstruction, 98 1 e/ seq. 
accounting aspect, 1017 


Limited Companies' Accounts 
[pontd .) — 

acquisition of dissentient 
bers' shares, loion. 
claims of members, 98B 
closing entries onliquidatio 
relief from stamp duty, loi 
underlying principles of. ic 
winding up aspect, 1023 
redeemable preference shares 
870, 972 

redemption of debentures 8^8 
846 ' ^ 

reduction of capital, B73 
Register — 

of charges, 777, 
of debenture holders, 777, ^ 
of Directors and Secretary, 
of Directors' shareholdings, 
of members, 777, 7S1 
of share warrants, 782 
Registrar of Companies, noth 
768, 780, 869. 871, B73, Hy; 
registration of company, 877 
reissue of forfeited shares, 81 b 
remuneration by share of pi 
936 et seq. 

reorganization of capital, 877, 
report — 

auditors', 773, 774, 797, 
J047 

directors', 772 
reserve liability, 774 
reserves — 

and provisions, 787, 789, 
935. 9H7 

dividend equalization, 981 
return — 

annual, 777, 780 
of capital, 875 

rulings and forms, 780 ei seq. 
secured liabilities, 789, 791 
share — 

fractional, 968, 978, 993, 9 
premium, 787, 812, 822 
register, 82 9 
warrants, 782 
register of, 7 82 
share capital — 

allotment, 787, 8 dt 
allotment letter, 783 
allotment sheef. 8 id, 812 
alterations, 8()7, 94^ 
application, 80 1, Bio 
book-kee])inf( entries, 8 di 
calls, Sol, 806, 945 

in advance and arrear, i 

827. 945 

cancellation of, 873, 94^ 
commission on shares, 79°, 
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died Companies’ Accounts 
(ci?n^d .) — 

insolidation of, 870, 94b 
inversion of, into stock, 868, 
946 

lecrease of, 868 

Liscount on shares, “/go, 814, 824 
expenses of issue, 790 
, forfeited shares reissued, 818-26 
forfeiture, 815. BiB et seq. 
increase or decrease of, author- 
] iztid, 868, 946 
interest on calls, 806-.S, 945 
Issue at discount, 814, 824 
^ ,sue at premium, 812, 822 
notice of changes to Registrar, 

‘'Wer-subscription, 809 
i rarticipating preference shares, 

r 965 

'reference shares, g6i, 988, 1020 
^premium account, share, 787, 
812, 823 

redeemable preference shares, 
, 786, 870-1, 972 
redemption of preference shares, 
870 et seq. 

reduction of, 873, 875 
reorganization of, 877, 981 ei seq. 
return of cash to members, 875 
arcs, 801 
calls on, Sob, 945 
hiiancial assistance for purchases 
of, 791 

forfeiture, 815 

into stock, conversion of, 868 

Qumbering of, 830, 83 1 

pption on, 790 

>versubscriptiDn for, 8og 

mbdivision of, 870 

turrender of, 82b 

mp duties, 831, 877, 878 

tements and documents at- 

ached to, 797 

tistical books, 779 

tutory — 

Doks and documents, 777 
eclaration, 877 
of solvency, 1242 
Kceptions for banks, etc., 786, 

793. 1047 

leeting, 774 
port, 774 

quirements (summary), 797 
k, 868, 946 

to shares, conversion of, 868 
lits, 830, 868 

Idiary company in balance 
eet of parent, 790 
inder uf shares, 826 


Limited Companies’ Accounts 
(conid .) — 
surtax, 968 

Table A, 778, 779, 806, 807, 815, 
868, B70, 932, 945, 946, 961 
taxation, basis of — 

in balance sheet, 791, 960 
in profit and loss account, 792 
Taxation Account, 544, 838, 957 
trade marks, 789 
transfer — 
form, 7 84 
register, 781 
types of companies, 769 
unclaimed dividends in, 978 seq. 
underwriting, 878 
commission, 878-9 
unlimited liability, 766 
vendors, 833, 902 

apportionment of shares, 902, 
926 

voting, 946, 1017, 1028 
wmiling up, 981 et seq. 

and liquidation, 1221 et seq. 
aspect of reconstructions, 1023 
et seq. 

closing entries, 984, 985 
Limited partnership, 737 et seq. 

Act, 1907, 553, 554, 737, 738, 766 
Liquidation, 1221 ei seq. 

and bankruptcy contrasted, 1221 
et seq., 1244 

business carried on, 1244 
calls in advance, 1224, 1227, 123I 
closing entries, 984, 985 
collection of calls, 122b 
compulsory and bankruptcy con- 
trasted, 1244 
contributoiies, 1237 
creditors — 

preferential, 1221, 1224 
secured, 1221 
unsecured, 1221 
debenture interest, 1222 
Deficiency Account, 1221 et seq., 
1241, 1244 
Liquidator’s — 

Cash Account, 1224 et seq. 

Final Account, 1224 et seq. 
remuneration, 1225 
preferential creditors, 1221, 1224 
Receiver for debenture-holders, 

1233-5 

secured creditors. 1221 
Statement of Affairs, 1221, 1238 
statutory declaration of solvency, 
1242 

statutory forms, 1240 
unsecured creditors, 1221 
Loading, 347. 1249 
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Loan Accounts — 
interest in. Bi 
of retired partners. 659 
I^ong Acre Press Ltd., in re, 934. 937 
Loose Tools, iiz. 186 
Loss — 

of profits insurance. 1187 et seq. 
of stock claim. 11B9 
prior to incorporation. 894 
Lubbock V. British Bank of South 
America, 933 

Managers' commission. 107. 938 et 
seq. 

Manufacturing Accounts. 1245 et seq. 
discrepancy in quantitative results. 
1247 

function. 1245 

gross works cost of manufacture. 
1246 

managers' commission, 938. 1250 
net Works cost of manufacture. 
1246 

oncost. 1245 
pool accounts. 1256 
prime cost, 1245 
process account. 1258-60 
quantities. 1246. 1247 
Stores Account. 1253 
treatment of profit on unsold stock, 
1249 

unrealized profit, 1249 et seq. 
work-in -progress, 1246 
Marginal deposit receipt, 171 
Marginal Gross Profit, 140 
Marine Underwriting, 1128 
Market price, stock at, 88 
McLeod V. Dowling, 557, 649 
Mechanical aids in accounting, 1341 
et seq. 

Mechanized accounting, advantages 
and disadvantages of, 1342 
Memorandum of Association, 764 
Metcalfe, William, 6- Sons, Ltd., In 
re. g8g 

Mine Redemption Funds, B67 
Minimum rent, royalties, 304 et seq. 
Minority — 

interests, 1056 
shareholders. 1056 
Minute Book, 77 B 

Moneylenders' Accounts, 13 ro et seq. 
Moneylenders Act, igoo and 1927, 
1310 

Murex v. C.I.R., 1009 

National Insurance Act, 1946, izo8 
National Insurance (Industrial 
Injuries) Act, 1946, 120B 
Negotiable instruments. 142 


Nestli Co., Ltd v. C.I.R., ioo< 
Net asset basis in share vaJr 
115B seq. 

profit and net loss, 57 
Nominal accounts, i, 5 

Nominal capital ^ 

decrease, B73, B75 
increase, B68, 

Nominal consideration, transfer 
785 

Nominal Ledger, 5 
Noting charges, 155 

Objective accounting, 1343 
Ollivant's Agreement, m re, Ea 
V. Saunton Hotels, 937* 
Oncost, 12450. 

Ordinary shares, see Limited 
panics' Accounts 
valuation of, 1150 
Outside interests, 1056 
Outside shareholders, 1056 
Outstanding claims, 1177 
Outstanding premiums, 1177 
Overriding commission, 879, n 
Own debentures — 

interest on, B52 et seq. 
purchase of, B51 et seq. 

Packages, 207 et seq. 
reserve, 210 
Trading Account, 208 
Participating preference sliaies, 
Partnership Accounts, 550 et sp 
accounting provisions, 550 ct 
acquisition, 638 et seq. 
adjustment — 

for omission of interes 
capital. 574 et seq. 
of "cash" to "earned" profit 
of new partner's capital ac 
633 et seq. 

of omitted asset, 585 
of outgoing partner's ac 
652 et seq. 

of partner's salary. 5^4 
of profit-sharing ratios, 582 
706 

of remaining partners’ cl 
to new profit ratio, 671— 
admission of partner, 620 et 
capital adjustment on, 633 
during financial period, 6/ 
goodwill, 624, 627 
revaluation of assets anc 
ties, 620-4 

agreements, 550| 55.5. _ 6°° 
alternative profit sharing proj 
596 

amalgamations, 63 B 
annuities, 698 et seq. 
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it^Bhip Accounts (confd .) — 

lefrchase of, 706-7 

|t,ngexnent with creditors, 746 

hts and liabilities — 

i t taken over, 643 

^en over, 715 

^^ment of life policies, 668 

5 debts, adjustments for, 655 ei 

\eq. 

inches. 750-3 

tceUation of excessive interest, 

178 

I'iital Accounts, 557 
l^h" profits, 588, 590 et scq. 
inge in constitution, 704 et seq. 
tnnge in profit ratio, 689, 705 
i^tinuancB of personnel. 68g et seq^ 
iMinuity, 700 

ntribution and purchase of share 
distinguished. 631 
PUrse of dealing, 551, 554 
irrent Accounts. 558, 569 
sath of a partner. 648 
a&nition, 550 
Ssolution, 708, 754 
book-keeping entries. 709-16 
Insolvency of partner, 553, 709, 
721 et seq. 

piecemeal payments, 724-8 
jtinction between contribution 
and purchase of share, 63 1 
'vision of profits, 551, 618-20 
wings — 

Hccount, 559 
estriction on, 634 
uiination of assets not taken 
Jiver, 643 et seq. 

Hott v. Elliott, 664 
iessive interest, 578 
*Bign exchange, 753 
ner v. Murray, 553, 709, 721 et 
,eq. 

Sbral principles, 550 
dwill, 624, 627, 663 
premium method, 628, 629 
temainmg undisturbed, 630 
iLrantee of profits, 598 et seq. 
Ibme tax, 536 et seq. 

^rest — 

Accounts, 559 

fS proportion of profits, 565 
^pcessive, 578 

lieu of profits, 673 
hi'^capital, 561, 689 
m drawings, 559 
to outgoing partner, 659, 673 
ior partner's agreements, 600 
If seq. 

: Balance Sheet and retirement, 

>52 
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Partnership Accounts (conid .) — 
legal points, 550-4, 556 
life policies, assignment of, 66 B 
limited company, partnership com- 
pared with, 766 

limited partnership, 553, 737 et seq. 
compared with ordinary partner- 
ship, 739 

Loan Accounts, 560, 659 
maximum number of partners, 550 
Memorandum Adjustment State- 
ment. 591. 593, 595, 728 
Memorandum Revaluation Ac- 
count, 651, 676, 690 
omission — 

of an asset, from books, 585 
of interest on capital, 574 
outgoing partner, adjustments, 648 
partners' salaries, 361, 584 
partners taking over assets and 
liabilities on dissolution, 715-8 
payment on retirement based on 
profits, 660 

payment to retired partner in lieu 
of goodwill, 663 

piecemeal payments, 724, 727, 728 
premiums — 

on entry of partners, 6z8 
on life policies, 66g 
profit sharing, 556 et seq., 596 et seq. 
ratio, effect of change in, 689 et 
seq. 

readjustment of, 582, 705 
profit to outgoing partner, 652 
profits in lieu of goodwill, 663 
provision for payment to retiring 
partner, 666 
purchase — 

and sale of partnership shares, 

6Bd— 6 

□f annuity, 706 
of Business Account, 645—7 
receipts and expenditure account, 
612 

reconstruction, 746 
recoupment of guaranteed share 
of profits, 604—6 
registration of name, 550 
retired partner's balance as loan, 
659 

retirement — 

adjustment of capital on, 671 
and admission, 674 et seq., 705 
annuities on, 698 
of partners, 648 et seq., 705-6 
payment to retired partner based 
□n profits, 66 d 

share of profits in lieu of good- 
will, 663 
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Partnership Accounts (canid .) — 
revaluation — 

on an admission, 620 ei seq. 
on a retirement, 64S et seq. 
sale of business to company, 729 
apportionment of shares between 
vendors, 902 

vendor's guarantee of debtors 
and creditors, 1314 
salaries, partners', 561, 584 
share of profit — 

in lieu of goodwill, 663 
of outgoing partner, 652—3, 663 
shares of partnership bought and 
sold, 63 o et seq. 
single entry, 614 
summary of legal points, 554 
taking over of assets and liabilities 
on a dissolution, 715 
valuations unaltered on an ad^ 
mission, 623 

withdrawal of goods, 560 
Partnership Act, 1890, 550-4, 557, 
766 

Section — 

19. 551 
24. 551 

42. 552. 557 

43 . 552 

44 . 553 

P.A.Y.E,, accounting entries, 229-33, 
526, 527, 550 

Percentages, 28 et seq., 139-40, 393 
Periodic balance method (accounts 
current), 47 

i^crsonal accounts, i, 5 
Pct^ty Cash Book, 24 et seq. 
as ^double entry, 24, 26 
as imemorandiim book, 27 
imprc’st system, 24 
Plant Registers, 189 
Pool accounts, 125^7 
Pratt, In r^e, 1209 
Preferences* shares, 870, 961, 1162 
participating, 965 
redeemjablp, 870-2, 972 
valuation of, 1162 et seq, 
PreferentJal creditors, 1208, 1224 
Preliminai y expenses, 790, 877 
Premiums' — 
debenture, 848 
life assurance, 1172, 1177 
life assurance, partnership, 006 , 
668 et seq. 

treatment of in partnership 
accounts, 628 
Prepayments, 65 
Private companies, 767, 768 
Private investment accounts, 1145 ct 
seq. 


Process accounts, 1258-60 
Professional men — 
accounts of, 1288 et seq. 

Bill of Costs Journal, 1288 
Bills Delivered Book, 1288 
cash profits, 588, 6iz 
Clients' Disbursements Acf 
1288, 1302 

Disbursements Account, i25 
disbursements for clients, 12 
Fees Account, 1288 
segregation of clients' r 
1288, 1289, 1301 
uncompleted work, 1288 
USB of 100 per cent rcsi ^ 
debtors, 275 

Profit and Loss Account, 57 
(S'cf aUo H[)lding Com 
and I^iiniteil Comi 
Accounts) 
accruals, 69 

consolidated, methods of pi 
tion, 1095 et seq. 
expenses, 6o 
prepayments, 65 
Profit and I .OSS Appropr 

Account, 58, 8do, 935, 95t- 
Profits — 

available for dividends, 932 
divisible, 932 
loss of, insurances, 1187 
prior to incorporation, 892, 8c ■ 
3 'ax, 542, 960, 1170 
Promissory note, 14T 
Property accounts, 544, 1145. ^ 
Prospectus, 877 

Provisions, 192, 195 et seq., 7B7 ' 
792, 798 [see also Reserves 
contingency, 196 
Published accounts, 95 8 
Purchase — 

C.O.D., 221 
consideration, 879 
of business account, 645, RSf 
of debentures in open marl 
Tax, 224 et seq., 550 
Purchases, 90 
Day Book, 2 
Ledger, 13 
Returns Book, 3 

Quarter days, 69 
Quarterly statements, 1334 
Quinquennial valuation, 1182 

Rates, 118 

Real accounts, i, 5 

Rebate on bills discounted, 173 
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iptS 

(1 Expenditure Account, 275, 612 
M Payments Accounts, 265 et seq. 
income and expenditure, 

W * 7 ^ 

xjt-frnTn receipts and expenditure, 

r ^75 

%4uidator's, 1224 
fiJceiver's, 1236 
Piatment of debtors, 275 

,ver for Debenture-holders, 1233 
lb xjunts of, 1236 
istruction — 

ounting aspects, 1017-23 


•thods of, gBi-2 
jictions to amalgamations, 983 
ccts of amalgamations, 981-2 
ISfjnciples of, 1016 
"i^Knding up aspects, 1023—7 
mpment — 

guarantee in partnership, 604 
'income tax from rent, 531 
short workings, 304 
^eemable preference shares, B70, 


972 

^'tlemption — 

debentures, 838, 842, 84G 
•,deld, 36 c/ seq. 
d ink interest, 41, 47 
duction of capital, 873, 875 
tjislrar of Companies, 7G8, 780, 
-^9. 871, 873, 877 
'jistration — 

if Busim'ss Names A.ct, iqtC, 550, 
738. 766 

^f companies, 877 
'{insurance, 1174 
jief- 

from stamp duty, loog 
t)f liability of underwriters, 1124 
ei seq. 

IXnuneration — 
jf auditors, 792 

9f directors, 744, 794, 795, 798, 94^1, 


ii 

jV jwals and replacements under 
* double account system, 1114, 
1117 

snt chief, 547—8 
ntal Ledger, 282 
Organization of capital, 877, gSi 
pairs, 199 

payment of Capital, 875 
port — 

Auditors’, 773, 774, 797, 958, 1047 

Directors', 771, 772 

Iftatutory, 774—7 

Serve — 

und, 195 

iability,'774 


Reserves, 1 92 et seq. 

bad debts, 77 et seq., 245, 263 
capital, 193^ 78 7> 935 
contingent liabilities, reserves and 
provisions, 196, 787. 789. 791, 
792, 798, 986, 9B7, 1055, 1207 
debtors, 275 et seq. 
dehnition of, 192, 787 
discount, 77 

dividend equalization. 9B1 
general, 193 
hidden, 194 
income tax, 537, 541 
inner, 194 
revenue, 193, 787 
secret, 194 
specific, 194 

Retirement of a bill, 156 
Return, Annual, 777, 780 
Revenue — 

Accounts, life assurance, 1175 
and capital expenditure, 197 
reserves, 193, 787 

Rights of members in winding up, 
988, 1017, 1023 
Royalty Accounts, 304 et seq. 
bDoa-keeping entries, 306 
general principles, 304, 312 
Income Tax, 306 
minimum rent, 304 et seq. 
short- workings, 304 
sub-royalties, 3 13 

Salaries and wages, 91, 199 
Sale — 

for deferred payments, 524 
or return, 214 
to limited company, 729 
Sales, 92 

C.O.D., 2lg et seq. 
cost of, 94 
Day Book, 2 
goods — 

on approval, 214 seq. 
on sale or return, 214 et seq. 
Ledger, 5 
Returns Book, 3 
Salvage, 11B9 et seq. 

Samples, 122 

Schemes of Reconstruction, 9B1 et seq. 
Scottish Insurance Corporation v. 
Wilson s &• Clyde Coal Co., Ltd., 989, 
1162 

Scrip Dividends, 974, 977 
Secret accounts, 241 
Secret reserve, 194 
Sectional balancing. 234 et seq. 
Self-balancing ledgers, 234 et seq. 
adjustment accounts, 239, 240 
construction of, 234 
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Self-balancing ledgers (conid .) — 

advantages, 234 

analysis of sub^sidiary books, 233 
Cash Book, 233 
control accounts, 234 
correction of errors, 301 et seq. 
day books, 236 
Journal, 236 

Nominal Ledger Adjustment Ac- 
count, 239, 240 

Purchases Ledger Adjustment 
Account, 240 

Sales Ledger Adjustment Account, 
239 

Secret accounts, 241 
total accounts — 

rules for construction of, 234 
use of, 241 
Share — 

Capital (See Limited Companies' 
Accounts) 

premium account, 787, 812, 822 
Shares — 

and stocks, 34. 1132 et seq. 
bonus, 933, 967 
consolidation, 870, 946 
conversion into stock, 868, 946 
ordinary, valuation of, 1150 
preference, valuation of, 1162 
ships, of, 223 
subdivision of, 870 
Short and Anor. v. Treasury Com- 
missioners, 1156 
Short bills, 170 
Shortworkings, 304 et seq. 

Single entry, 243 et seq. 

abridged double-entry, 261—4 
capital statements, 239 
conversion to double entry, 247 
et seq. 

disadvantages of. 239 
partnership accounts. 614 
popular, 247 
pure, 243, 247 
statement of affairs, 243 
statement of profits, 244 
Sinking Fund — 

debentures, 190, 838 et seq. 
investments, 181. 190 
method of depreciation, iSi 
Slip system, 1271 
Societies, accounts of. 265 et seq. 
Solicitors' Accounts, 12 88 et seq. 

Bill of Costs Journal, 1288 
Bills Delivered Book, 1289 
Clients' — 

Disbursements Accounts, 1289— 
99 

Ledger control Account, 1300 
moneys, 1289 


Solicitors’ accounts (Qontd.)— 

Costs Account, 1289, 1295 
Disbursements Account, 12 
1302 ^ 

disbursements for clients, izfi. 
Fees Account, 1289, 1299 
segregation of clients' mon 
12B9 et seq. 

uncompleted work, 1288 
use of IDO per cent Det 
Reserve, 1288 
Solicitors' Act, 1933, 1289 
Accounts Rules, 1945, 1289 
Spanish Prospecting Company, i\ 
933. 937 

Special Margins Account, 171 
Specific reserve, 194 
Stable exchanges, 455 
Stamp duties — 

bills, inland and foreign, 144 
debentures, 831 
contract of sale, S78, 1134 
limited companies, 766, 767, | 

868, 877, 878, 1009 
limited partnerships, 739 
relief from, 1009 
Standing charges, 139, 140 
Stapley v. Read Bros. Ltd., 932 
Statement — 
of Affairs — 

bankruptcy, 1200 et seq., 121 
liquidation, 1221, 1238 
single entry, 245 
of Profit, 244 

Statistical and Statutory Books 
Forms, 771, 779 
Allotment Letter, 783 
Annual Return, 777 et seq. 
bankruptcy, 1219 et seq. 
liquidation, 1238, 1241 
List of Members, 777, 781 
Minute Book, 77B 
Register — 

of Charges, 782 
of Directors and Secretary, 7 
of Directors' Shareholdings, 7 
of Members, 777 
of Share Warrants, 782 
Share Ledger, 781 
Transfer — 

Form, 7B4 
Register, 781 
Statistical cards, 1171 
Statutory — 
company, 769 
meeting and report, 774^7 
Stewart v. Gladstone, 557 
Stock, 868, 946 

conversion into shares, 868, 946 
destroyed, 102 
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,onid .) — 

pea, 73 

I 64 et seq.^ 102 
h accDuntSp 59. 60, S4 
Venture. 319 

.wJi consignment, 343 Bt stq, 
i on consignmentp 341, 352, 36B 
830. 868 
iAtioD, 68 

Exchange Transactions, 1132 
t seq, 

bunts, 1142 

V-)i^eeping entries, 1134 
kers' accounts, 1142 
unissionsp 1133 
btcAct Stamps, 1134 
jn dividend, 1135, 1136 
Vidends and interest, 1135 
dividend. 1135, 1136 
Investment accounts, 1145-8 
Irivate accounts, 1148—50 
I rchases and sales, 1132 
l^mp duties, 1134 
i,\tistical cards, iiji 
pinsfer duties, 1134 
lAen V. Dawson, 557 
Bks and shares, 34 
It yield, 36, 37 
Jdemption yield, 36, 37 
jpktaking, 85. 86 

i royalties, 313 
lidiary company, 1035 
underwriting, 878, 1118 
ir profits, 6z6. 8 Bo, 881 
irannuation accounts, 1280 et seq. 
snder value, 183 
mders (life assurance), 183, 1174 
1177 

ax on Companies, 968 
fense Accounts — 
rrection of errors, 293 et seq. 
tditors, 907, 908 
Ibtors, 908 
re purchase, 484 

A, 77B, 779, 8d6, Bi5, 868, B70 
537. 945. 947. 961. 962. 1152 
^°°^-keeping, 280 et seq. 
pbmed Day Book and Ledger, 

fey Books. 288 
ictor's accounts, 286 
luctions, 280, 281 

Ledger, 282 

Ledger, 282 * 

fcnslers, 288 
tutors' Ledger, 284 

Keaerve Certificates, 542 
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cWgB, money order, 21 g 
discount, 3 

unions, accounts of, 272 
Trading account (investments), 1145 
Trading Md Profit and Loss Account 
57 seq. ' 

accruals, 69 

adjustments, 65, 112— 14 
bad debts — 

provision, 77, 103 
treatment of, 77 et seq. 
branches — 


memo., 399 et seq. 
self-accounting, 442 et seq. 
carnage inwards and outwards, 91 
commission, 107 
construction of, rules for, 59, 64 
cost of sales, 94 
debenture interest, 836, 852 
definition of, 57 
departmental, 382 et seq. 
depreciation, 74, 75, ug 
discounts provision, 77, 79 
Examination procedure, 99-111 
137 et seq. 
expenses — 

accrued and accruing, 69 
prepaid, 65 
stock, 73 

finance, cost of, 122 
functions, 57 
goods on approval, 214 
income — 

accrued and accruing, 72 
not yet earned, 71 
loan interest. Si 
packages, treatment of, 207 
percentages, 139-40, 393 
prepayments, 65 
purchases, 90 
rates, iiB 

rebate on bills discounted, 173 
reserve — 

for bad and doubtful debts, 77 
for discounts, 77 
salaries, 91, 199 
sales, 92 
cost of, 94 
samples, 122 

sequence of items in, 133 
Stock, 59, 73, 84, 88-9 
destroyed, 102 
valuation, 8S-g 
stocktaking, 85-6 
subdivision of, 133 
transfers, 84 
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Traiing and Profit and Loss Account 
(contd .) — 

Lurnover, 95 
unearned income, 71 
valuation of stock. 88 
oyage Accounts. 223 
wages and salaries. 91 
Transfer — 
duties. 1134 
f rm. 784 

i amp duty, relief from 100 per 
cent, 1009 

Trial Balance, 7 ef seq. 
errors not revealed in. 14 
functions of, 8 

Trimble and Bennett v. Goldberg, 55b 
Turner v. Major, 557 
Turnover, 95 

basis, profit apportioned on, 924 

Unclaimed dividends, 979, 980 
Underwriters' Accounts. 1118 et seq. 
claims, 1130-1 
"firm" underwriting, 1126 
joint underwriting. 1120 
liability. 1127 
marine, 1128 

relief of liability, 1124 et i.eq 
sub-uiiderwnting, 878, 1118 
Underwriting commission, 878, 1118 
Unearned income, 71 
Unrealized profits, 381, 1042, 1061, 
1097, 1249 et seq. 

Valuation — 

Balance Sheet, life assurance, 11B2 
et seq. 

bnnml&^hares, 1166, 1167 

coefi&ciBiit of dispersion, 1165 et seq. 

dividend cover, 1164 

equity or "net assets" basis, 1158 

of goodwill, 62G, 8S0, 881 

of preference shares. 1162 et seq. 

of shares, 1150 et seq 

bonus rights, 1166, 1167 


Valuation {contd .) — 

factors affecting yield, i 
gearing, 1161 ^ 

income basis of, 1151-8 
net asset basis of, 1158- 
published accounts, iif 
of stock, 88 

for fire claim, 1190 1 

on joint venture, 319 
of unsold stock on con 

341 

purposes of, of shares, ii 
Vendors' — 

apportionment of share 
seq., 926 

guarantees of debtors antj 
1314 et seq. 

Verner v. General and d 
Trust, 932 

Visitors’ Ledger, 284, 285 
Voting power, 946, 1017, i 
Voyage Accounts. 223 

Wages and salaries, 91, ic 
Walker v. Hirsch, 556 
Wall V. London and 
Trust, 932, 935 
Watney v. Wells, 551, 556 
Weighted average, 38, 39 
Wilmer v. Macnamara, 93' 
Winding up, 981 et seq., i 
aspect of reconstructi 
et seq. 

Wood V. Odessa W aterwork 
Work-in-progress, 1246 
Working capital, 1324 et si* 
statement, preparation t 
Worthington v. Oceana L 
C 0., Ltd , 89 

Yield — 

factors affecting, 1154 
flat, 36 e/ seq. 
profits' tax, as affecting 
redemption, 36 et seq. 




